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Preface

International marketing in a connected world

Most countries have more or less recovered from the financial crisis in 2008-09. Real estate
prices are back up in many places around the world. Stock markets are up in most countries.
Largescale unemployment characterizes Southern Europe, and Greece in particular faced
issues with foreign debt. Financially, countries around the world have probably never been
as dependent on each other as in this era.

The world economy is increasingly becoming an interwoven Web of connections and
interdependencies. Three of the challenges which inspired this eighth edition of Interna-
tional Marketing and Export Management are related to this increased financial connected-
ness. The influence of these challenges has become clearer in recent years and they are on
course to be increasingly vital to companies and consumers alike.

The first issue relates to the global connectedness of companies and consumers, large
and small, in the marketplace. Hardly any company today is exempt from thinking about
international marketing issues. Even the local shoe manufacturer which only sells domes-
tically must understand international marketing because the customers are likely to have a
range of domestically and internationally branded shoes to choose from. Consumers who
disidentify with their own country might hinder the domestic manufacturer in being suc-
cessful. Alternatively, ethnocentric consumers who want to support the domestic econ-
omy might help the domestic manufacturer gain a competitive advantage. Either way, it
is increasingly critical that domestic, exporting, and multinational companies alike gain a
thorough understanding of international marketing.

Secondly, the drive towards increased connectedness is evident as a mindset both
among managers of companies, as well as among customers. More and more companies
adopt a co-creating philosophy in which they cooperate with their suppliers, customers and
wider network to provide a value proposition. Customers also drive increased international
connectedness aided by technology like Trip Advisor, Meetup, and Airbnb Consumer. Using
these and many other apps and sites, customer networks are getting wider and increasingly
defy borders.

Thirdly, technological advances both drive and are driven by the increased connected-
ness. The present phase of the IT evolution is characterized by the Internet maturing. For
example, companies have discovered working business plans online, and users find value
in many new advances in usability. Access is relatively easy for small and large companies,
as well as for consumers. However, as the Internet has matured, increasingly the deep Web
and corners of the Web with shadow economies are within range of a larger part of the pop-
ulation. These corners have proven hard to regulate and control. The file-sharing platform
Pirate Bay and the black marketplace Silk Road were both closed, only to spring into exis-
tence again. Blockchain technology led by poster boy Bitcoin is the main means of payment
on Silk Road. Bitcoin can be very difficult to trace and was critical to the success of Silk
Road. We must remember however that by far the majority of drugs and illegal guns are

XV
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not bought with Bitcoin but dollars and other similar currency. Bitcoin and the blockchain
technology promise great leaps in human productivity and wealth for consumers as well as
for companies, but are still at an infant stage with many further innovations needed.

New to the eighth edition

The aim of the eighth edition is to provide a more balanced view of international market-
ing and export management. In the process, certain aspects have been prioritized more
than in previous editions. For example, cultural perspectives of international marketing are
more in focus for this edition compared to previous editions. Another example of higher
priority relates to theories and models specific to international consumer behavior such as
country-of-origin theory and the theories and models that focus on understanding consum-
ers’ country biases. On the other hand, information technology is viewed as a host of tools
rather than a specific set of strategies or tactics. For this reason, information technology-re-
lated topics have, where possible, not been afforded separate sections but are integrated
into the text.

The changes in the international marketing landscape discussed above are reflected in
both new material and in expanded coverage of topics previously emphasized. The material
in this new edition has been updated, integrated, or extensively rewritten.

Aims and objectives
The aims and objectives of this eighth edition are:

1. to provide a text in international marketing which will be as applicable and valuable for
small and medium-sized enterprises as it is for large international corporations;

2. to provide a text which is a balance of research insights, cases and practical examples. In
doing so we also continue the reputation for being one of the most comprehensive texts
in international marketing and export management.

3. to provide a text which is a trusted companion for the student and manager alike.

Target audience

The eighth edition of International Marketing and Export Management is designed for any-
one desiring to increase his or her knowledge of international marketing and export man-
agement. The book provides comprehensive coverage of both the basic marketing concepts
and how they relate to international marketing, as well as coverage of models and theories
unique to international marketing and export management. The text is particularly well
suited for:

e managers who are involved with international marketing from CEOs to marketing
managers and country managers. Export/international marketing practitioners
interested in fresh insights in the rapidly changing field of international marketing;

e undergraduate and graduate students taking courses in export management or interna-
tional marketing;

e those enrolled in management education courses and other tertiary non-university pro-
grams that cover export management and/or international marketing;

® entrepreneurs who are interested in starting export or import ventures.
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Learning outcomes

In Chapter 1, we discuss:

e setting the scene in the world economy today: from recession to recovery, and
longer-range prospects

e the importance, opportunities and challenges of international marketing,
factors affecting its growth: current problems and long-range opportunities

® being effective: the nature and practice of international marketing
@ export marketing strategy and planning, and relationship to importing

e the increasing impact of the Internet, Internet, and e-business; the critical
importance of technological advances, increased competition and innovations;
the growth of non-traditional exports

@ how the book is designed to be of use to students, entrepreneurs, and
marketing professionals

Five case studies are provided at the end of the chapter, offering examples of how the mate-
rial in the chapter (and book) relate to current opportunities and problems in international
business and marketing. In Case 1.1 Voice4u, a small business, looks for ways for promo-
tion. Case 1.2, NUMMI, examines the reasons for formation of the Toyota-GM joint venture,
obstacles overcome, lessons learned, benefits obtained by each of the partners and reasons
for the closure of the company in 2010 after 25 years of successful operation. Case 1.3,
Export of art goods, discusses questions facing a potential exporter. Case 1.4, eBay, Inc.
shows how an emerging technology and entrepreneurship created a new type of international
marketplace. Case 1.5, Dell Inc. shows how changing consumer demands and competition
forced an international company to change its business model.



Chapter 1 International marketing and exporting
Introduction

The growing importance of international marketing
and export management

Recession and recovery

In 2015-2016 most countries are recovering from the financial crisis and recession begin-
ning in 2007-2008. This recession temporarily reversed a long period of economic growth
and international trade. As will be shown, renewed growth in international trade is neces-
sary for economic recovery and resumption of growth. Because of this, international mar-
keting will continue to be of great importance in the future. While this chapter will discuss
the recession, the primary focus will be on the opportunities and challenges facing business
in the near and long-range future.

The recession that began in 2007-2008 has been called the ‘Great Recession’ because
of its wide, serious, and prolonged effects (Zukerman, 2010). It sharply reduced demand
in most of the nations around the world. International trade, which had been increasing
more rapidly than investment and Gross Domestic Product (GDP) for several decades, was
directly affected. In 2009, for the first time in 50 years, the volume and value of interna-
tional trade decreased. At the time of writing, international trade and recovery from the
recession are progressing slowly. There is some fear that some economies may regress into a
‘double-dip’ recession because of the present sovereign-debt crisis in Europe or other prob-
lems (Premack, 2010). Whatever the short-range changes in the world economy, the other
factors discussed below will retain their importance. Some comments regarding the causes,
development and repercussions of the recession are given in the Appendix to this chapter.

As growth has resumed in most countries in 2016, even though it was uneven and seri-
ous concerns remained, three things became apparent.

1. The importance of international business to national and regional economies, companies
of all sizes, workers and consumers, in regaining growth.

2. The role of exports, along with innovation, as critical engines of economic growth (this
was demonstrated again, as it had been in the past, by the experience of China and
others).

3. All of the factors that brought about previous rapid growth in international business and
the growing importance of international marketing will continue to drive increasing glo-
balization and economic development in the future.

Increased international interdependence

Small and medium-size companies, as well as giant multinationals, have increased opportu-
nities to enter foreign markets as goods, services, technologies, and ideas move more easily
across national boundaries. Even an individual with a sufficiently good product, service, or
idea can now find customers abroad if he or she understands international marketing and
develops an appropriate strategy. Small domestic businesses with well-designed Web pages
are increasingly receiving otherwise unsolicited orders from overseas, and have the poten-
tial to exploit new opportunities. Unfortunately, many small and medium-size companies
are so daunted by their lack of knowledge of international business that they fail to follow
up on the opportunities.
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Is international marketing only of concern for large and so-called international firms? Far
from it. Worldwide, most companies are now selling to, buying from, competing against, and/
or working with enterprises in other nations. Many of the goods appearing in marketplaces
in any country include materials or components produced abroad, have been assembled or
packaged overseas, and/or use technologies developed elsewhere. Increasingly, production,
and even research and development efforts are being carried out in cross-national cooper-
ative efforts. Technological advances in communications and information processing have
made it possible to provide a wide range of services across borders.

For many companies, small as well as large, international sales provide additional
profits, and often are all that enable some companies to make a profit at all. Research
and development costs for many products simply cannot be recovered unless they can be
sold internationally. Examples of these include: new medicines and equipment to combat
disease; Japanese and American computer consoles and games; major American movies;
machine tools; BMW’s Rolls-Royce automobiles; mid-range commercial aircraft made in
Canada by Bombardier and in Brazil by Embraer; long-range commercial aircraft made
by the United States’ Boeing and Europe’s Airbus; and many other products. For example,
recently the super-hero genre has gained cinematic popularity, and Marvel and DC-based
movies have been very successful. While some earlier Marvel movies did almost the same
in the United States as well as in the rest of the world, the box office for all eight Marvel
movies between 2008 and 2015 have all done more internationally than domestically (to
Marvel) in the United States. Guardians of the Galaxy did 43% domestically and 57% inter-
nationally, while Avengers: Age of Ultron did only 33% domestically and 67% internation-
ally. There is a clear trend toward the US domestic market being less and less important,
and the international market being more important.

For consumers, international marketing and trade are providing an increasing range and
selection of goods and services, often at lower prices and/or of better quality. It is no longer
only better products that can enable an enterprise to expand internationally. Companies
that have developed better ways of doing business or new concepts (business models) can
use these in expanding overseas (eBay, Google, Canada’s Cirque du Soleil, the UK’s Tesco,
Sweden’s Ikea, the USA’s Costco, etc.). Similarly, companies that have created new types
of retail outlets to meet lifestyle needs or desires can successfully establish chains abroad
(Japan’s 7-Eleven, Starbucks from the United States, etc.). All of these companies are dis-
cussed in cases or exhibits in this text. In the increasingly competitive business environment,
even very successful business models may need to be adjusted for changing competitive rea-
sons as well as for other cultures.

For most nations and regions, economic health and growth have become increas-
ingly dependent upon export sales as an engine of growth, and as a source of the foreign
exchange necessary for the import of goods and services. International trade will continue
to grow more rapidly than international investment and world GDP. Overall, the countries
most open to international trade and investment, as we shall see in Chapter 2, have enjoyed
both higher per capita GDP growth rates and lower unemployment rates. Those that have
stressed self-sufficiency have generally lagged.

Exports as one engine of growth

At the time of writing this book, German industry has more or less recovered from the reces-
sion (Storm and Naastepad, 2015). Small and medium-size companies in Germany had suf-
fered most early in the recession but are now leading in expanding exports. Countries in
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Europe that have not been able to increase exports sufficiently continue to lag in recovering.
Japan’s fragile recovery depends upon growth in Japanese exports (Lau, 2010). ‘Exports
have been the key driver of growth’ in the United States according to the director of eco-
nomic research at AllianceBernstein LP in New York (Homan and Feld, 2010). Though the
former referred primarily to high-tech products, a number of other industries are also ben-
efiting. Exports from America’s Caterpillar, Inc., the world’s largest manufacturer of con-
struction and mining equipment, allowed the company to increase its annual dividend in
June 2010. US exports of high-tech products and services are increasing. Increasing exports
are leading Japan out of recession, and highly specialized small and medium-size compa-
nies in Japan hold world leadership in their areas of technical superiority. The increased
strength of the Japanese yen, as discussed in Chapter 11, may push Japan back into reces-
sion even as other economies grow.

During the recession, China’s exports declined more than imports and the nation actually
contributed to the strength of the economies of a number of its supplying countries. China
was able to continue to grow during the recession because the foreign exchange it had accu-
mulated through exports in preceding years supported a major stimulus, with continuing
importing, during the international crisis. China has a continuing growth in demand for a
wide range of goods from automobiles to cosmetics, agricultural products, parts for use in
making final products, and raw materials for its domestic and export-oriented industries.
India, which continued to grow during the recession, but at a lower rate than China, is now
growing more rapidly as their exports increase.

Many companies made changes specifically to accommodate, or take advantage of, the
recession and other economic changes. Some brief examples are given in Exhibit 1.1.

Exhibit 1.1 Selected company responses to economic
and competitive changes

During the recession, the Japanese convenience store chain 7-Eleven began a major
expansion in the United States and a retrenchment in Japan. It saw the depressed
real estate prices in the United States as an opportunity to expand its number of out-
lets there at relatively low cost. In Japan, real estate prices had been depressed for
20 years, and the cutback in consumer spending during the recession there resulted
in its weaker stores losing money. It thus began closing weaker stores there (see
Case study in Chapter 5).

Avon Products, Inc., a major US cosmetics company and the world’s largest direct seller,
receives approximately 80% of its revenue from overseas sales. It saw the economic down-
turn as an opportunity to grow its representative (sales) staff and its customer base in China
and elsewhere. It thus carried out its most massive recruiting campaign in its history, simul-
taneously carrying out a restructuring program to improve its global supply chain operations
(see Case study in Chapter 7). Several years earlier, it had been necessary to change its
marketing model in China because of unexpected legal changes there (see Case studies in
Chapters 4 and 7).

Coach, Inc. introduced a new line of handbags selling for about 20% less than other
purses offered by the company. J. Crew, Inc. opened a new boutique selling accessories
that carry a higher margin than its other products. Nordstrom, Inc. and Sacks, Inc. reduced
inventories of slower-selling and/or lower margin items (Jargon, 2009).

Germany’s Volkswagen AG was faced with relatively slow growth in most of its European
and North American markets. However, China, VW’s largest single market, was growing
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rapidly. Thus, in 2010 the company increased its investment funds for China to $7.8 billion
for the period 2010 through 2016 (see Case study in Chapter 9).

The UK’s Tesco, the third-largest grocery chain in the world, encountered problems in its
entry into the US market, based on problems with its small store model and the recession.
The company did not withdraw but, at least temporarily, scaled back the number of stores
to be opened.

In 2009, all three of McDonald’s restaurants in Iceland were closed by mutual agreement
between the franchise holder and McDonald’s. The nation’s financial crisis and collapse of
the Icelandic krona made it economically unfeasible to continue to import meats, cheeses
and packaging from Germany as required for quality control by McDonald’s (US). While
McDonald’s has exited eight countries from 1996 to 2002 because of poor profits, it con-
tinues to operate in 119 countries. It is expected that the three restaurants in Iceland will be
reopened under another name, and using more locally produced products, by the present
franchisee (Helgason and Wardell, 2009).

Walmart’s heavy advertising showing how families could save money on breakfasts and
other purchases resulted in increased market share and profits. In 2010, it announced an
international expansion goal to serve a billion customers per week by 2030. It plans to do
this by developing a global e-commerce platform that includes a delivery capacity (USA
Today, 2010; Birchall, 2010).

Newspapers in several European countries, Japan, and the United States have been
experiencing falling sales as a result of both long-term trends and the recession. Papers
in the three areas have taken different approaches to coping with change. In Europe, most
newspapers have cut costs and gone to more online offerings. In Japan, the country’s larg-
est business newspaper, with three times as many subscribers as The Wall Street Journal,
has developed a new pay-to-view website and greatly restricted online access to any free
content. A number of other Japanese newspapers are also restricting the amount of con-
tent people can see online (Tabuchi, 2010). Most US newspapers have seen even greater
declines in circulation and revenue from advertising than European and Japanese papers.
Most US papers have focused primarily on cutting costs, including major layoffs. Two US
papers have chosen different methods to offset the declines. (1) The Christian Science Mon-
itor, sold abroad as well as domestically, moved to reduce costs by ceasing to produce its
daily print edition. It established an e-edition with a subscription rate that it hoped would
provide enough income to support continuing operations. Though the e-edition did not
gain the hoped-for number of subscribers, the Sunday edition which it continued to publish
gained enough additional subscribers to allow the company to continue publishing under
the new model. (2) The regional San Francisco Chronicle changed its business model to
increase the percentage of income from sales of the newspapers while accepting a lower
percentage of income from advertising. Assuming that core subscribers would be willing
to pay a higher price for an improved paper, it raised the subscription cost by over 75%,
stopped offering special discounts for new subscriptions, and ceased delivery to low-vol-
ume areas where it was uneconomical. In its newspapers, it used higher-quality paper in
some parts, added color printing to certain pages in daily editions (including the front page
and comic strips) and to special pages in some of the advertising sections of weekend edi-
tions. It strengthened its business section through agreements with Bloomberg. The strat-

egy returned the paper to profitability.
. J

Innovation and entrepreneurship as engines of economic growth

China’s more rapid growth, while greatly increased through exporting, actually started
when the government allowed more widespread private ownership. Farmers responded
by becoming more productive as they benefited more directly from their individual efforts
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than they had as simply members of a cooperative. Some also began increasing output of
higher value-added products such as vegetables and meat. Private ownership also led to the
development of additional more productive small businesses. Another major increase in the
growth rate occurred when manufacturing of products for sale overseas led to increases in
exports, and also brought in foreign investment, which helped to create even more factories
to produce additional exports as additional technology spread to Chinese firms as well as
joint ventures. The entrepreneurial spirit of the Chinese, previously demonstrated by the
overseas Chinese throughout the world and those in Taiwan, increased the rate of growth in
the People’s Republic.

Japan was not able to begin rapid recovery after World War II until orders for purchases
by the American military provided enough foreign exchange to enable the highly entrepre-
neurial Japanese to put their technical and entrepreneurial talents to use. Import of tech-
nology from the US and Europe further fueled Japan’s export drive and rapid growth.

The US and Europe have both grown through innovation and entrepreneurial activities,
many of which led to increased exports.

Five reasons why rapid growth in international business will continue
to be the norm rather than the exception

In addition to the changes in short-term economic conditions, five major changes that have
occurred during past decades will continue to drive increasing globalization, and the ever-
greater importance of international marketing and export management. They are:

e The information revolution with the technological advances and lowered costs in com-
munications, the development of the Internet and e-commerce, and the development
of increasingly sophisticated and diverse software to support a wide variety of business
functions. New companies and industries have emerged while a number of existing com-
panies have undertaken major changes or failed. New communications networks, some
of which were initially developed as social network sites, have enabled easier gathering
of information by individuals as well as providing new opportunities for businesses. They
have provided means for companies to more effectively interact with key stakeholders:
obtaining information on consumer preferences, demands and suggestions as well as
advertising to the customers; obtaining suggestions from and providing information to
company personnel as well as other stakeholders and the public.

e The further development of logistics and supply chain management, drawing upon new
concepts and methods, advances in information technology in its most broad sense and
major advances in physical equipment and facilities. This has resulted in goods moving
around the world with increasing efficiency and lower costs.

e The increased importance of innovation as ideas and advances in technologies, strate-
gies and business models, spread more rapidly. The advantages of being ahead, and the
dangers of failing to adjust to new conditions, have increased greatly.

@ The recognition that increasing incomes, and the increasingly diverse populations in
some countries, have provided new and often more segmented markets. Niche markets
have emerged that provide additional opportunities for small companies and the need
for larger companies to respond to the increasing diversity in demand.
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The lowering of governmental and other barriers to trade and investment, the changes in
international trade patterns, and changes in location of some major economic activities,
partly the result of the greater participation of China and India in international trade
and investment. China has become a major consumer of resources and products, a major
supplier of industrial goods, an important recipient of foreign investment and a major
creditor country. It has become a major competitor to businesses in both developing and
advanced industrial countries. India is also growing and has become a world competitor
in some activities, particularly in the export of services of knowledge-industry workers,
and to a lesser extent in manufacturing (see Exhibit 1.2).

The increased competition and increased opportunities for companies of all sizes, result-

ing from the greater mobility of goods, services, information and ideas due to all of the
changes noted above.

Exhibit 1.2 China and India in the international economy

China is the world’s fastest-growing major economy, and has overtaken Japan to become
the second largest in the world. At over $3.5 trillion dollars as of June 2013, its foreign
reserves are also the greatest of any nation (Yi-Chong, 2014). It has enjoyed an average
annual growth rate of over 9.5% over the past 30 years. While China’s annual rate of invest-
ment is variously estimated to be between 36% and 45% it ranks among the world’s high-
est. China is a major consumer of raw materials, using 47% of global output of cement,
37% of cotton, 30% of coal, 26% of crude steel and 21% of aluminum (Energy Depart-
ment & Agriculture Department, 2010). In 2010, China accounted for about 40% of world
copper demand. Whereas price changes on the London Metal Exchange used to trigger
price changes on the Shanghai Futures Exchange, the situation is now reversed. Fertilizer is
another major commodity consumed in large part by China (Farchy, 2010). China has now
passed the US to become the world’s largest consumer of energy according to the Interna-
tional Energy Agency, though China says ‘this is not very credible’ (Hook and Hoyos, 2010).
In any event, it is both the world’s largest coal producer and the world’s largest importer
of coal (Hoyos, 2010). China has become a major purchaser of many types of goods from
a wide array of countries. As an example, it has overtaken Japan as the largest purchaser
of US agricultural exports (Meyer and Hook, 2010). Overall, it is now the world’s largest
exporter and second-largest importer. Combined, China is the largest goods trader in the
world (Anderlini and Hornby, 2014).

Beginning in 1979, China started a series of market-oriented reforms and an opening
of its economy to foreign investment. Economic growth was stimulated by both increasing
domestic entrepreneurial activity and increasing investment. In 2001, the nation joined the
World Trade Organization (WTO) in a stepped process, further accelerating both interna-
tional investment and trade. The final step in the process was completed in December 2006
(Tucker, 2007). The agreements China signed in order to gain acceptance into the WTO
were concerned more with the export of cheap manufactured goods than with the problems
now faced by major foreign investors, as noted further on in this Exhibit. There is thus a
problem in addressing these issues because there are inadequate provisions concerning
them (Beattie and Anderlini, 2010).

In the 1990s, with its population of approximately 1.3 billion people, China had appeared
to offer substantial market potential in the long run. Short-run potential at the time was
limited by low average incomes and remaining restrictive government regulations on for-
eign companies entering the domestic market. The nation did, however, offer immediate
advantages as a potential source of manufactured goods based on its very low wages, high
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literacy rate (89%), availability of workers, and some government incentives for exports. As a
result, most of the foreign direct investment in China, and substantial domestic investment,
was in facilities for manufacturing goods for export. (There were notable exceptions. See
Case 8.3 on VW in China and Case 4.3 on Avon.)

In the mid-1990s, low-tech manufactured goods dominated China’s exports. This has
changed rapidly as foreign manufacturers have worked with Chinese companies and/or
set up manufacturing facilities to assemble and/or produce more advanced products. Now
computers and electronics, and TVs, phones, and audio gear are the biggest categories of
exports (Saminather, 2006). China is now the world’s largest exporter of technology goods,
though half of the goods China exports have been assembled from imported parts. China is
adding massive capacity in steel, chemical, and high-tech electronics plants (Bremmer and
Engardio, 2005).

Large Japanese, European, and American companies have established R&D centers
in China, with 196 foreign-owned facilities in Shanghai alone. They have located in China
to utilize the large pool of individuals with science-related backgrounds and relatively
low wage rates (Watanabe, 2007). Much of the work being done is for products for the
international market, though some is for specific products for the Chinese market. Chinese
technology and manufacturing companies, encouraged by the government as well as their
own recognition of the need for innovation, are increasing their own R&D expenditures. In
2004, entities in China made over 130,000 patent applications, the fifth-highest nation in the
world (Einhorn, 2006a). Some of China’s large companies have set up laboratories abroad
to design products for markets there, and to be at centers of product innovation. For exam-
ple, China’s Huawei Technologies has established R&D laboratories in India, Sweden, and
the United States as well as in China. The Chinese government broke new ground in 2007,
appointing as Minister of Science and Technology a non-communist party member with 15
years overseas experience.

China’s domestic market has grown rapidly as the economy has expanded. China’s
retail sales were estimated at $860 billion in 2006, and are expected to climb to $2.4 trillion
by 2020. It is now the world’s largest market for automobiles. European, American, and
Japanese automakers are manufacturing cars in China for the Chinese market in partnership
with domestic companies. China is the world’s largest market for beer. London-based
SABMiller is in a thriving joint venture with China Resources Snow Breweries Ltd (Einhorn,
2006b). A number of foreign retail companies are in the market, including 7-Eleven Japan,
the UK’s Tesco, France’s Carrefour, US’s Walmart and McDonald’s, Malaysia’s Parkson, and
others. Foreign firms account for 23% of the sales of the top 100 food retailers in China
(The Economist, 2006).

Doing business in China, in competition with China, or just buying from China continues
to present a number of specific problems. These include, but are not limited to, the following
(not listed in any particular order): corruption, a judicial system that is sometimes capricious
and unfair, lack of protection of intellectual property, counterfeiting, production of foodstuffs
including unlisted dangerous ingredients, manufactures of products that are not safe, sud-
den and disadvantageous changes in laws and regulations, cases of Chinese partners in
joint ventures setting up parallel competitive wholly owned Chinese companies using tech-
nology acquired from their foreign partners.

For years, foreign businesses have been concerned about Chinese government policies
that they felt ignored intellectual property rights, forced technology transfer, and biased
government purchases toward domestic companies. Most experts agree that there still is
a fairly weak enforcement of intellectual property rights in China (Cao, 2014). Chinese com-
panies with state subsidies are also increasingly challenging the Chinese subsidiaries of
Western companies in third country markets as well as in China itself (Beattie and Anderlini,
2010). In 2009, Philippe Mellier, CEO of Paris-based Alstom Transport, claimed that China
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was closing its market to suppliers of locomotives and other types of rolling stock from other
countries. Tenders for high-speed trains to be used from Beijing to Shanghai specified that
they be entirely designed and built in China. At the same time, China is attempting to sell
its trains, made in China improperly using technology gained from Europe and elsewhere, in
Europe. He said that China had forced foreign companies to transfer technology as a condi-
tion of getting orders, and then used that technology improperly (Wright, 2010).

While many foreign businesses have been reluctant to complain for fear of reprisals,
more are now speaking out. In July of 2010, the CEOs of two major German companies
met directly with the Chinese Premier, Wen Jiabao. Jurgen Hambrecht, CEO of the chemi-
cals giant BASF complained about foreign companies being forced to transfer technology
to Chinese companies in order to gain market access. Peter Loescher, CEO of the indus-
trial conglomerate Siemens and also chairman of the Asia-Pacific Committee of German
Business, criticized restrictions on trade and financial services, and lack of access to gov-
ernment contracts. An article in The Financial Times noted that Mr Wen told Hambrecht to
‘calm down’ and said that he was aware that there are allegations that China’s investment
environment ‘is worsening, but noted ‘I think it is untrue’ (Anderlini, 2010). Earlier in the
month the CEO of American’s industrial giant General Electric, Jeffrey Immelt, had com-
plained about increasing protectionism and the most difficult business climate in 25 years
(Dinmore and Dyer, 2010). A few days later, he softened his statements, which some believe
resulted from complaints by the Chinese government.

In contrast to some other foreign businessmen, Jim Owens, the Chairman and CEO of
Caterpillar, manufacturer of construction equipment, regards China as a success story. The
company is a major manufacturer of construction equipment. It started its first sizeable joint
venture there in 1994. It has since increased its stake in the company to 87%, thus acquir-
ing control. It also acquired 100% ownership of a former government-owned business in a
series of steps. Caterpillar has 11 plants in China and had sales of about $2.5 billion and is
now expanding. Owens credits Caterpillar’s success to his convincing government authori-
ties, by word and deed, that it will be a responsible owner of manufacturing facilities. ‘We’ve
spent a lot of time in China spelling out how we aim to be good stewards of business in
China for years to come’ (Marsh, 2010).

The Minister of Commerce in China addressed these concerns in an article in The Finan-
cial Times, pointing out that China is continuing to lower the threshold for investment in China
and providing increasing market access. He pointed out the contribution to world economic
recovery in 2009, the successes of foreign multinationals in China, and the continuing
opportunities for international businesses (Chen Deming, 2010). It should also be noted that
Japan, in its period of rapid growth from 1950 to 1990, borrowed much technology from the
US and Europe, kept a number of trade barriers, and used its productive and then relatively
low-paid workforce to spearhead development. (In an earlier century, the United States did
much the same.)

Worker unrest has been growing in China at Japanese-owned automobile factories and
at factories owned by others such as Taiwan’s Foxconn. Foxconn’s Longhua plant, with an
enormous workforce of 300,000 workers, had an increasing number of worker suicides in
2010. Much of the problem there is growing discontent among the factory’s largely migrant
workers. They originally came from farming areas, leaving their families and living in dor-
mitories under conditions that do not permit them to live in the nearby communities or to
remain in the area if they quit the company. Once happy simply to have paying jobs, as
the Chinese economy grew their living conditions became increasingly unsatisfactory, and
their pay lagged that of comparable work elsewhere (Hille, 2010). In the months since the
recognition of the problem, basic pay has been more than doubled (Hille and Kwong, 2010).
At some Japanese-owned factories, in addition to concerns over pay lagging that at other
foreign-owned factories, there are other serious problems that have become key issues.
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These include poor communications, failure to promote Chinese to more management posi-
tions, and inability of local Japanese managers to respond to problems because of slow-
ness in obtaining approvals from Japan (Soble, 2010; Culture Shock, 2010). After strikes at
their plants, Toyota and Honda gave additional pay and benefits packages to their employ-
ees (Mitchell and Dickie, 2010). Of the estimated 200 million people who have migrated from
rural areas to cities to work, most have no right to permanent residency in the cities and no
access to social services (Pilling, 2010).

China continues to face a number of serious internal problems. Pollution of air, water and
land is a serious and growing problem. In 2007, the country surpassed the US to become
the world’s largest producer of greenhouse gases. Economically, China has an exces-
sive reliance on exports and on heavy investment in real estate, particularly government-
sponsored housing, commercial properties, and factories. The country faces a continuing
challenge in developing productive jobs for the large and partially under-employed popu-
lation. A great economic divide continues to exist between those benefiting from the rapid
economic growth, mostly urban dwellers and those working in ‘model’ villages with access
to tourism or industrial employment, and the majority of the population who are left behind,
largely those still on small farms or unable to find full-time work.

India is the world’s second most populous nation with 1.2 billion people, and also the
world’s second-fastest-growing large economy, trailing only China in both categories
(Lamont, 2010). It has had an economic growth rate of over 6% for the past two decades,
though it had a slow start in developing. After attaining independence in 1947, India strove
for self-sufficiency and imposed strict controls on the ability of private companies to acquire
foreign technology and hold foreign exchange (Kripalani, 2005). The economy grew very
slowly and was characterized by extensive regulation, protectionism, public ownership,
and pervasive corruption. Liberalization measures were not undertaken until the 1980s and
1990s. Then the economy began to grow more rapidly and a sizeable middle class emerged
(Library of Congress, 2004). India has become more open to trade as it must depend upon
energy and other raw materials from abroad. Its exports plus imports of goods and services
as a percent of GDP is now 50% compared to about 63% for China (Wolf, 2010).

Some sectors of the economy suffered from the worldwide recession beginning in
2007-2008, and others from drought in 2009. The drought has led to the highest rate of infla-
tion in 10 years as the price of food jumped and cotton prices have surged (Pearson, 2010).

Overall the country is doing well. A number of its manufacturing companies had few
problems during the recession and industrial production is now substantially higher than in
2009 (Lamont, 2010). The information technology sector, which depends upon orders from
US and European business, did not suffer a decline during the recession.

Much of the international attention focused on Indian business is a result of its having
become the world leader in the export of services of knowledge-industry workers. The work
of highly educated Indian professionals in medicine, engineering, law, accounting, and other
fields, as well as the work of call center operators, is being performed for companies and
other entities in other countries. Though this has had little impact on overall trade patterns
to date, it has raised concerns in a number of countries. India’s strong and rapidly growing
information technology sector is making the nation an IT superpower (Sakashita, 2007). It is
particularly strong in development of software, installation, systems operation, maintenance
and consulting. Multinationals are having companies in India design software and circuitry
for use in making manufactured goods in China.

Capgemini, the European IT group now has more staff in India than in France (Leahy,
2009). Many American IT companies have substantial interests in India. The country
is Oracle’s fourth-largest market in the world, the largest player in the Indian market is
Hewlett-Packard, over half of Indian software developers use Sun platforms, and Symantec’s
largest engineering center outside the United States is in India (Randolph, 2009).
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Information technology and the provision of services have been estimated to reach an
annual value of $80 billion by 2010. Its merchandise exports are projected to reach approx-
imately $150 billion by the same date. Both combined, however, are smaller than China’s
projected merchandise exports of approximately $1.7 trillion (Engardio, 2005a). While IT and
outsourcing provide valuable exports, they still provide employment for a relatively small
number of largely well-paid workers, while China’s manufacturing provides less well-paying
jobs for many workers.

India does have several highly competitive large conglomerates that are expanding over-
seas through acquisitions in fields ranging from heavy vehicle manufacturers and those
making forgings for engine parts through producers of pharmaceuticals to IT companies.

The economy still suffers from a number of problems. The caste system, though officially out-
lawed, is still strong in much of India and greatly restricts opportunities for millions of people. The
illiteracy rate for the nation as a whole is over 35%, and 53% in one of the poorest states (Indian
Government, 2010). In India 456 million people, 42% of the population, live on less than $1.25
per day and 300 million people still exist on less than one dollar a day (Guha and Yee, 2007). Air
and water pollution are among the worst in the world (Engardio, 2005b). Millions of people have
no source of electricity in their homes and no access to dependable supplies of clean water.
In some areas, political posters display only symbols of animals for their party members since
villagers there cannot read. A village leader may get the people in his area to vote for a certain
party in return for a payment to themselves from the politicians. It may be difficult to ensure that
local office holders actually distribute all of government aid funds to designated persons.

Indian economic growth is still held back by ‘bureaucratic red tape, rigid labor laws, and
its inability to build infrastructure fast enough’ (Engardio, 2005a). More reforms are needed
to move from mostly low-value-added services to higher-value-added manufacturing and
services if rapid growth is to be maintained. However, many people in domestic industries
and many politicians fear that India still cannot compete if open to international competition.
Thus there is some doubt that needed reforms cannot be enacted (Lamont, 2010). Corrup-
tion is widespread and damaging to the economy as well as to individuals. Too many sectors
of the economy are not open to foreign investors (though some protection is found in almost
all nations). Foreign retailers can only operate without domestic partners at the wholesale
level in India, though their wholesale operations can sell to local retail partners. These fac-
tors have hindered foreign direct investment, with the result that FDI in India amounts to less
than 10% of that being received by China.

Although many of these changes have created new problems that firms must address,
they have opened new opportunities for businesses ranging from one-person operations to
corporate giants. E-commerce has had a particularly strong impact in furthering the glo-
balization of business, especially for smaller and medium-sized businesses. With a viable
product or service, the smallest business can now find potential customers and means of
distribution across the globe. The increased ease of entry has also resulted in new entrants
creating increased competition in all marketplaces.

Increasing competitive demands on business worldwide

The international marketplace has become increasingly turbulent at the same time that
globalization is progressing. The entrepreneurial innovations and technological advances
discussed above have resulted in the development of new products, services, and ways
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of doing business. These changes, coupled with the increased speed with which they
cross borders, have reduced barriers to trade and increased competition and economic
turbulence.

The development of the Internet and the Internet have contributed greatly to economic
turbulence by enabling the creation of new businesses, new markets, and new methods of
interacting with customers. The Web enabled entrepreneurs to create eBay, an entirely new
type of market using online auctions. It is now a multibillion-dollar international company
(see Case 1.4 at the end of this chapter). Other new entities created on the Web have pro-
vided additional ways for people to interact, for companies to advertise, and for organi-
zations to provide information to and gather information from customers, employees, and
other stakeholders.

The recession led to some delays in signing additional trade agreements, and some
increases in trade barriers that should be temporary. The long-range trend will be for a
reduction of trade barriers, primarily through bilateral agreements. The reductions in trade
barriers already achieved have partially leveled the global competitive field as discussed
by Friedman in his book, The World Is Flat (Friedman, 2005). Many countries around the
globe have increased their international activities, and the types and amounts of goods
and services they export and import. International trade patterns have been particularly
affected by the developments in China. That nation’s increasing exports have provided new
and lower-cost competition for domestic manufacturers in countries throughout the world.
Even small, local producers of handicrafts made in Mexico have found that goods made in
China are replacing some of their products in local markets. Clothing manufacturers in Italy
and other countries, and toy makers around the world, are losing market shares in Europe,
the Americas, and other regions to the low-cost Chinese products. As China increases its
exports of more technically complex and higher-value-added products, more industries in
other countries will face greater competition.

All of the major changes discussed above have contributed to increasing opportunities
and competition in the international marketplace. New products, services and business
models are being created; improvements in logistics facilitate faster and less expensive
means of moving goods; and reduced barriers to trade and investment enable more com-
panies to expand internationally and increase exports. The increasing opportunities are, of
course, accompanied by increasing competition across borders.

This has also meant that most companies must continually develop new and improved
products, services, and/or ways of doing business in order to meet the intensified compe-
tition. Bhagwati, author of In Defense of Globalization (Bhagwati, 2007), has pointed out
that the world is still characterized by ‘vast numbers of bumps and gradients’ in compara-
tive advantage. These differences in comparative advantage are now changing extremely
rapidly. This has led to a pressing need everywhere to continually improve competitive-
ness, to exploit every possible competitive advantage, and to explore all possible markets
(Bhagwati, 2005). Both increased specialization and cross-border cooperation in produc-
tion and other ventures have resulted.

Economic turbulence has thus put increasing demands on both large and small compa-
nies. Success in marketing internationally, and in defending domestic markets from increas-
ing international competition, typically requires some combination of:

e customer focus (or value-network partners which includes customers, suppliers, and
other partners with which the company develops value);
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e innovations in products and services, improvements in quality, increased efficiency with
lower costs or improved service, and/or better methods of doing business;

e identifying and exploiting appropriate market segments.

Exhibit 1.3 provides a few examples of companies that have succeeded internationally
using these approaches.

Exhibit 1.3 Succeeding internationally in the 21st century:
customer focus, innovation, market segmentation

® Brazil’s Embraer and Canada’s Bombardier. Most air travelers prefer to travel in
the quieter and smoother riding jets rather than propeller or turbo-prop airplanes with
their greater vibration. Airbus and Boeing concentrated on building large jet aircraft
with engines designed to attain maximum fuel efficiency at high altitudes, and thus
not well suited for shorter routes. Airline companies typically used the larger aircraft
for long flights and relied on turbo-props, which had better fuel efficiency at lower
altitudes, for the shorter routes between smaller cities or feeding hubs. Bombardier
and Embraer met consumer preferences by designing and building mid-size aircraft
with engines that provided good fuel efficiency on shorter flights. These planes, in the
50- to 100-passenger sizes, have become clear leaders in the worldwide market for
shorter-range flights based on both economic competitiveness and meeting customer
preferences.

® The United Kingdom’s Tesco supermarket chain. Many larger supermarket chains
have emphasized keeping prices low on all of their merchandise. A number of smaller
chains and independent stores provide higher-quality produce and/or meats at higher
prices. Tesco recognized that increasing incomes in the United Kingdom had created
a new market segment: consumers who want low prices on the basic commodities but
are willing to pay more for high-quality produce, meats, and specialty products. Meeting
customer preferences, Tesco has captured 30% of the UK market and is expanding
overseas. It presently has stores in six Asian countries and six European countries
outside of the United Kingdom. Half of its floor space is abroad. In each country, goods
carried by the stores are fitted to the local environments and customer preferences. Tesco
entered the US market in 2008. Believing there is an excessive number of supermarkets
in the United States, Tesco opened smaller, convenience-store-type operations. The
recession, and excessive competition, caused Tesco to scale back its plans though it
remained in the US market.

® The United States’ Wells Fargo & Company bank. Latin Americans working in the
United States, many of them undocumented (illegal immigrants), send $25 billion a year to
their homes. Until 2001, the undocumented workers had no official identification and thus
could not set up bank accounts in the United States. They had to pay for international
remittances through Western Union Financial Services, Inc. or other companies, or pay
for relatively expensive international drafts through the banks. When Mexican consulates
in the United States began issuing high-tech identity cards to undocumented workers
in 2001, Wells Fargo became the first US bank to accept the cards for setting up new
accounts. They thus gained both new customer accounts and provided a way for the
workers to transfer money less expensively. Many other banks have since followed them.
Wells Fargo recently bought in to a Mexican bank to further facilitate the transfer process
(Fairlamb et al., 2003).
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® The Netherlands’ ING bank, part of ING Groep NV., recognized that many Americans

were dissatisfied with the interest rates paid on their savings and money market accounts,
and saw an opportunity to raise substantial amounts of capital. The bank set up ING
Direct offering FDIC-insured Orange Savings Accounts™ providing no-frills savings
accounts: no checking account or other services. It provided for simple transfers to and
from the individual’s regular savings account by telephone or online. Because ING did
not have any of the costs of regular banking services and streamlined their operations,
ING Direct was able to pay much higher rates than US averages on savings and money
market accounts. ING Direct has become a major growth engine for the bank. A number
of other financial institutions, such as the UK’s HSBC have set up similar services.

The United States’ Costco. The developers of the Costco chain in the United States
recognized an unmet need of owners of small restaurants and some other small busi-
nesses. These small businesses did not have the purchasing power of restaurant chains
and had to pay almost as much as retail prices for much of their goods, thus reducing
their competitiveness. The founders of Costco believed that they could become suc-
cessful merchandising wholesalers through a combination of:

1. obtaining low prices from manufacturers and producers by purchasing in very large
quantities;

2. keeping their own costs low through efficient supply chain management and selling in
fairly large quantities (no individual shelf-size canned goods and only cases of most
fresh fruits, for example);

3. charging their (business) customers little more than the big chains were paying for
their supplies;

4. charging a small annual fee to their member-customers.

Costco was successful using this business model, and soon discovered that there was an
additional market segment to which they appealed. Many individual families were interested
in and capable of buying in large quantities. The company allowed them to join at a lower
minimum annual fee. These individual families provided an additional large customer base.
The company has now successfully entered a number of markets abroad.

Problems and needs

In addition to the competitive challenges discussed above, there are a number of serious
problems, and potential problems, caused by factors largely beyond the control of individ-
ual companies. Companies must be able to cope with them or make some accommodation
to them. These include the following (not listed in any particular order). All of them are

discussed at some point in this text.

Piracy on the high seas, most recently affecting the seizing of petroleum tankers and cargo
vessels and holding them for ransom, but a problem for private yachts for many years.

Piracy of goods by making unauthorized copies of goods (software, music, books, etc.) or
broadcasting them or using them without permission, costing many billions of dollars in
losses for producers of the goods.

Fake/counterfeit products causing widespread deaths in the case of fake pharmaceuti-
cals, often causing injuries or other problems for users of other fake products, and caus-
ing losses for and damaging the brands of legitimate producers.
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@ Contaminated food products and other unsafe products causing injuries or deaths.

e Terrorism and threats of terrorism often causing deaths and property damage and/or
declines in tourism, trade, etc.

@ Wars and threats of wars, in addition to often causing terrible human suffering, disrupt-
ing trade patterns, causing direct losses to many individuals, companies, and countries,
while providing opportunities for a few others.

@ Prohibition of exports of certain products to any country (such as agricultural products
in short domestic supply, or cotton when the government wants to provide all of it to
domestic industry).

@ Prohibition of exports of specified or all types of goods to certain countries for reasons of
national security, public policy, etc.

@ Embargos on all or certain imports from certain countries.

e Diseases leading to prohibitions of imports and/or exports, such as avian flu (bird flu),
bovine spongiform encephalopathy (mad cow disease) and related diseases, hoof-and-
mouth disease.

e Expropriation (nationalization, seizure) of some businesses, or types of businesses, with
or without compensation.

@ Armed groups of people, who feel that they have been unfairly treated or harmed, attack-
ing government or private companies.

e Kidnapping of people for ransom.

Some protectionist regulations to assist particular special interest groups are found in
almost all nations, and the threat of additional protectionist measures always exists. The
rising concern over the loss of knowledge-industry jobs to other countries, as well as the
continuing loss of jobs in manufacturing, is leading some governments, labor organiza-
tions, economists and others to re-evaluate economic policies.

The effects of business activities on all sectors of society, and particularly on the envi-
ronment, are of great concern. These factors have made ethics, social responsibility, public
policy, and company responses an essential concern. They have also led to additional costs
for some companies, and to savings and/or new opportunities for others. This is discussed
more fully in Chapter 2.

An example of an unexpected problem that affected one exporter is given in Exhibit 1.4.

Exhibit 1.4 The chicken feet problem

In 2004, when China appeared to be free of avian flu, some chickens in the United States
came down with bird flu. China imposed a ban on imports of poultry products from the
United States. At that time, 16 metric tons of chicken feet were en route from the United
States (where they are a waste product) to China (where they are a delicacy). There appeared
to be no options other than to try to find storage space in a frozen food warehouse until
China’s ban might be lifted, to try to sell them to the much smaller markets in Africa, or to
reship them to a place where they could be destroyed (Pottinger, 2004).
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Responding to increasing opportunities and threats

The increased opportunities for domestic companies to more easily enter markets abroad is,
of course, accompanied by the increased ability of foreign companies to enter and compete
in the domestic market. This is providing difficult challenges for companies and for workers
whose positions were formerly protected by national boundaries and distances.

Companies that are not proactive in exploring the expanded opportunities in new or
opening markets in other countries are, of course, missing out on possible new opportuni-
ties. They can also expect to face problems in their home markets if they do not recognize
and respond to the challenges of foreign companies offering new or competing products
or services, lower prices or better quality, new business models, or simply more effective
marketing. Entering foreign markets is often the best method for learning of potential com-
petitive threats as well as opening new opportunities.

Exporting is the most common market entry mode for small and medium-size compa-
nies, and is widely used by all large enterprises. Czinkota, in a book for marketing exec-
utives, has observed that export marketing is no longer an option for most companies; it
is now an imperative for survival in the increasingly competitive business environment
(Czinkota et al., 2005).

The driving forces behind increasing internationalization, as discussed above, are
increasing opportunities, increasing competitive threats, and the need to exploit all
competitive advantages and (potentially) profitable markets. For the individual com-
pany the desirability of going international depends on a combination of factors in the
home country market, the (prospective) host country market (large or with attractive
niches), the global environment, and characteristics of the individual company itself. A
small home country market, competition from outside, and/or recognition that a com-
petitive advantage of the firm could be exploited in foreign markets tend to encourage
companies to consider exporting or entering foreign markets in some other way. This
provides a sort of domestic push toward internationalization. Large and open host coun-
try (foreign) markets, or ones that have attractive niche opportunities, provide a sort of
international pull.

Figure 1.1 shows how the forces of firm factors, home country market factors, host coun-
try factors, and global factors explain the movement toward increasing internationalization.

In spite of the lowering of many barriers to international business and exporting, com-
panies expanding into foreign markets still face unique challenges. Some of these arise
because of the turbulence and unforeseeable problems arising in the international environ-
ment as discussed above. The most critical challenges, however, often arise from specific
differences in the cultural, socio-political, legal, and marketing environments in the foreign
country. Understanding the special requirements in international marketing, and dealing
with these requirements effectively, requires the development of additional knowledge not
required in strictly domestic operations. International marketing is thus more complex,
more challenging, more interesting, and potentially more rewarding than much of domes-
tic marketing. Companies typically earn higher rates of return on their overseas operations
than they do on their domestic operations, reflecting both the required additional knowl-
edge and the additional challenges of the foreign environments. In most countries, peo-
ple working directly for foreign firms earn more than employees of strictly domestic firms,
reflecting the generally higher productivity of foreign firms and the greater skill levels they
often require.
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Figure 1.1 Factors explaining internationalization
Source: Adapted from Luostarinen, 1994, p. 7, and revised by this book’s authors, 2007.

The nature and requirements for success in international marketing and export manage-
ment are discussed below.

Export marketing planning and strategy is covered on pages 33-41 because of the key
importance of export marketing to companies of all sizes.

Key changes currently affecting the course of, and requirements for, effective interna-
tional marketing management in the coming years are more fully discussed on pages 42-60.

Finally, we discuss the way in which the book is designed to meet the needs of students,
entrepreneurs, and marketing professionals on pages 60-61.

Being effective: the nature and practice of international marketing

Being effective in international marketing requires that the marketer understand: the
nature of international marketing and its unique requirements; alternative approaches to
organizing and carrying out international activities; the basic decisions that must be made;
and the similarities and differences between domestic and international marketing.

A definition and unique requirements

The basic definition of international marketing is simple: international marketing is the
marketing of goods, services, and information across political boundaries. Thus it includes
the same elements as domestic marketing: planning, promoting, distributing, pricing, and
support of the goods, services, and information to be provided to intermediate and ultimate
consumers.

17



Chapter 1 International marketing and exporting

18

International marketing, however, is typically more complex than domestic marketing
because of the need to accommodate key differences between the home country’s domes-
tic environment and the environment in the foreign market. These may include differences
in culture, consumer needs and wants, economic levels and structures, market structures
and channels available, ways of doing business, laws and regulations, and many other fac-
tors discussed in this book. Any one of these differences can render a company’s domestic
approach to marketing ineffective, counter-productive, or a violation of local law. Together,
these differences require a careful and well-planned approach to entering and expanding
in the international marketplace. Exhibit 1.5 provides some brief examples of adjustments

that some companies have made (or failed to make) in foreign markets.

Exhibit 1.5 Examples of adjustments and potential problems in
foreign markets

Kelloggs is required to produce three different formulations of Corn Flakes in the European
Union in order to meet the requirements of the different member nations for minimum and
maximum allowable amounts of vitamin and mineral supplements in cereals.

Kentucky Fried Chicken launched a very successful joint-venture entry into the Japanese
market, having its individual store openings conform to what local businesses expected,
and advertising its product based on the product’s high class and its heritage from
Colonel Sanders’ boyhood experiences in the kitchen of his home.

The initial entry of an American fast food company in a joint venture in the Spanish market
went very well. However, when the American partner proposed a major expansion, it failed
to listen to its Spanish partner’s warning that this was not feasible because of differences
in the real estate market in Spain and because of a lack of adequate capital availability.
After a serious dispute, the joint venture was dissolved, much to the disadvantage of the
American company.

Avon enjoyed a very successful and profitable entry into the Chinese market. However,
the company suffered a major setback when a new law was passed that made its large
tiered distribution system illegal (see Cases in Chapters 4 and 7).

France’s Carrefour withdrew from the Japanese market when the company’s offerings
and approach did not fit customer tastes and habits. The company has high hopes for its
new entry into China, viewing the market in that country as likely to be more receptive to
their name and approach.

Japan’s very successful 7-Eleven convenience store chain has wide differences in market
penetration in various other countries as a result of differing transportation patterns and
consumers’ buying habits (see Case in Chapter 5).

Costa Cruises viewed China’s growing middle class as providing a potentially large
market for cruises sailing from Shanghai and Hong Kong. Many of the participants on
the initial cruises, who came from almost a dozen ethnic regions in China, had difficulty
in understanding the two dialects spoken over the ship’s intercommunication system,
unexpectedly didn’t show much interest in the ship’s casino, and expressed general
dissatisfaction with the experience. Subsequent bookings by Chinese were so light that
the cruise line changed its target market to Americans and discounted prices.

Phillips, the Dutch electrical and electronics company, needs to manufacture its products
in hundreds of different sizes and specifications to meet the differing product standards
in use in the various European countries, North and South America, Asia, and Africa.
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® A US semiconductor manufacturer operating a plant on the island of Penang (Malaysia)
has provided three cafeteria lines in its workers’ lunch room to accommodate indigenous
ethnic Islamic Malays who do not eat pork, ethnic Hindus from India who do not eat beef,
and ethnic Chinese who like both pork and beef.

® In Malaysia there is an affirmative action program for the majority ethnic Malays, and
saying anything that might disrupt racial harmony, whether true or not, is an act of sedition.

® Many large Japanese companies have been fined heavily for violating American
affirmative action laws for minority groups in their US operations.

® Foreign companies and governmental organizations operating in Saudi Arabia are
required to prohibit certain actions by women employees and women dependents, such
as driving automobiles. This, of course, would violate the laws in the home countries of
most of the companies.

® Many countries have restrictions on advertising and promotion such as prohibiting com-
parisons of the company’s products with competing products of other companies, offer-

ings of free samples, advertising considered offensive or against the public interest, etc.
& J

Marketing effectively to and in foreign environments requires that the international mar-
keting manager acquire a clear understanding of each target market, the differences that
exist, and what must be done to accommodate the differences. Fortunately there is a large
amount of information available for virtually every market in the world. A number of useful
sources are discussed in Chapter 6. The time and effort required to develop this information
can be expected to be much less than the cost of making mistakes.

There are facilitating organizations that can provide assistance in most aspects of mar-
keting, though the effectiveness and costs may vary widely from country to country. Com-
panies providing assistance specifically for exporting, and for the legal and logistical aspects
of importing, are widely available. Though facilitating organizations may be of assistance,
it remains the responsibility of the marketing manager to develop an effective and efficient
approach to marketing in each country. It is also of great importance that top management
be aware of all requirements so that adequate support can be provided.

The business activities that must be carried out in marketing, and adjusted to accommo-
date differences in the international market, include the following:

e the analysis of markets and potential markets;

e the planning and development of products and services that consumers want, clearly
identified in a suitable package;

e the distribution of products through channels that provide the services or conveniences
demanded by purchasers;

e the promotion of products and services — including advertising and personnel selling — to
inform and educate consumers about those products and services, or persuade consum-
ers to try new, improved, or different ways of satisfying their wants and needs;

e the setting of prices that reflect both a reasonable value (or utility) of products or ser-
vices to the consumers, as well as a satisfactory profit or return on investment;

e the technical and non-technical support given to customers — both before and after a sale
is made - to ensure their satisfaction, and thus pave the way for possible future sales that
are necessary for company survival, growth, and perpetuation;

e the organization structure, management, and remuneration of foreign employees.
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Internationalization and the global marketer

Internationalization may be thought of as: (1) a process, (2) an end result, and/or (3) a
way of thinking. A firm becomes increasingly internationalized as it becomes more involved
in and committed to serving markets outside of its home country. This may be a planned
and orderly process, or arise from perceived new opportunities or threats.

For the international marketer, internationalization is most effective when developed as
a carefully planned process for increasing penetration of international markets. In entering
target markets, companies have traditionally begun with exporting, later developed a sales
subsidiary abroad, and finally developed production facilities abroad. Licensing may be
used as an initial entry strategy for some companies, and at later stages for others. Strategic
alliances may be formed. Whatever the approaches used they should be carefully thought
out, with advantages and disadvantages carefully analyzed, before implementation.

The terms international, multinational, and global are sometimes used interchangeably
when referring to international operations in general or international marketing specifi-
cally. Even though it may seem to be mainly a matter of semantics, it is useful to distinguish
between these terms since they imply differences in approaches to marketing.

International marketing refers to any marketing activity that is carried out across national
boundaries. Thus it could include anything from exporting one product to one other coun-
try in response to an order, to a major effort to market a number of products to many coun-
tries. It thus provides an appropriate title for a book such as this one that addresses a wide
variety of marketing objectives and approaches.

The term multinational marketing came into use to describe the approach used by com-
panies with a strong commitment to international marketing. Additionally, in the minds of
some, it became associated with companies that treated each foreign market as separate
and distinct, developing differentiated products and marketing strategies specifically for
each of the markets.

The term global marketing originally came into use as a result of Theodore Levitt’s dis-
cussion of the move toward global corporations that would operate as if the entire world,
or a major region of the world, were a single entity (Levitt, 1986, Ch. 2). Such companies
would sell the same product(s) in the same way everywhere. He noted that people all over
the world were becoming more alike in their tastes. He argued that they would accept the
same standardized products, in many cases, if the prices were low and the quality good. The
economies of scale in producing and marketing a product in the same way worldwide would
produce substantially lower costs, and thus allow lower prices that would overcome remain-
ing differences in tastes. For some products, such as Coca-Cola, Mercedes-Benz automobiles,
and McDonald’s fast food (in most of its markets), this appears to be substantially the case.

However, three factors have served to limit the general applicability of this approach.
First, very significant differences in consumer demands and in marketing requirements
exist from country to country for many products. Second, as incomes rise, many consumers
tend to become less price sensitive and willing to pay more to get products and services
that meet their specific individual needs. Third, a move toward more flexible production
systems in some industries has lowered (though failed to eliminate) the cost advantage of
very large-scale production.

Thus the term multinational came to be associated with adjusting products and practices
in each country, with attendant relatively high costs. The term global implied standardized
products and practices, with relatively lower costs.
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In the first decade of the 21st century a combination approach of ‘think globally, act
locally’ appears to be most effective for most companies. The global strategy is based on
location-specific and competitive advantages, operating without regard for national bound-
aries except as they affect the desirability of one course of action over another. However,
adjustments are made as required to meet local requirements. Even companies noted for
their overall global approaches do adjust their products and marketing methods to meet
local requirements. At the same time, they strive to retain the distinctive competencies
that provide competitive advantage.

Consumer products giant Procter & Gamble relies on continuing development and intro-
duction of superior products, heavy advertising, and use of efficient distribution systems in
all of its markets. But it adjusts product formulations, names, and packaging to meet local
requirements. The General Manager of Procter & Gamble China has observed that ‘The strat-
egy that is guaranteed to fail in China is a one-size-fits-all approach’ (Fowler, 2004). Even
McDonald’s fast food chain, long considered to have a global approach because of its use of
similar production methods, menus, and store designs everywhere, has found that signifi-
cant variations in presentation and adjustments to menus in France and elsewhere are the
key to more rapid growth and improved profits. In France, while continuing its efficient and
economical approach to food preparation, it has changed store ambience, introducing chic
interiors, music videos, and a fancier menu. Dennis Hennequin, the chief executive in the
French unit, has stated ‘We are upgrading the experience, making McDonald’s a destination
restaurant’ (Matlack and Gogoi, 2003).

A long-range objective, for those companies that are large enough or have other charac-
teristics that allow it, is to develop a global view in which they treat the whole world as their
market. With this global view they increasingly move toward the following:

e evaluating and entering markets worldwide based on their potential both as individual
markets and as a part of a worldwide strategy;

e procuring capital and investing funds on a worldwide basis according to costs and
opportunities;

e purchasing raw materials, components, equipment, and supplies from sources
worldwide;

e staffing their organizations with the managers and employees best suited to carry out
their operations without regard to national origin.

Internationalizing

There are a number of strategies for market entry and development available to a com-
pany that seeks to internationalize. These include exporting, establishing a sales subsidiary
abroad, licensing, and establishing a production subsidiary abroad. Joint ventures may be
used in establishing sales subsidiaries and production facilities. Though an approach begin-
ning with exporting, progressing to opening a sales subsidiary, and finally establishing a
production facility is common, any given company may start with any of the entry strategies
and go on to other stages. Some firms use different strategies for different markets, only
exporting or licensing to some smaller markets while establishing sales subsidiaries and/or
production facilities in larger markets.

Small and medium-sized companies often go about internationalizing operations in a
different manner and to a different extent than larger companies. Large companies may
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introduce their products/services globally, entering a number of markets quickly. Small and
medium-sized companies are more likely to first enter markets that are close geographi-
cally and/or have the same language (such as the United Kingdom and the United States).
Canada has been an appealing market for many first-time exporters in the United States
because of its similar business culture, few language barriers in most provinces, and NAFTA
(North American Free Trade Area). When Mexico joined NAFTA, trade between Mexico and
the United States increased rapidly based on the reduced trade barriers, their common bor-
der, and different comparative advantages in a number of products.

Companies that have success in nearby markets may then move on to more distant mar-
kets in Europe, the Asia/Pacific area, other Latin American countries, or elsewhere.

There are some small companies, and divisions of large companies, that become global
because they are niche marketers that must sell worldwide in order to have an adequate
market, or as a way of keeping ahead of imitative competitors. Rolls-Royce is a good
example.

Worldwide opportunities for small and medium-size companies have expanded as the
Internet and the Internet have made it easier and less expensive to contact potential cus-
tomers abroad. As companies expand their sales internationally, they may find it necessary
to make purchases abroad and/or to make investments in overseas production facilities
because of transport and/or production costs. While such actions are for sourcing rather
than market entry, they may well be necessary for retaining existing overseas markets or
entering additional ones.

International marketing management

International marketing management is faced with three basic decisions. The first is
whether to engage in international marketing activities at all. Second, if a company
decides that it wants to do business in international markets, then a decision has to be
made concerning what specific individual markets are to be served. Finally, the company
must determine how it is going to serve these markets —i.e., what method or system should
be used to get product(s) into the hands of the consumers in foreign countries. This last
decision can be called the basic marketing mix decision, and includes planning and strat-
egy with regard to market entry, products, promotion, channels of distribution, and price.

International marketing management includes the management of marketing activities
for products that cross the political boundaries of sovereign states. It also includes market-
ing activities of firms that produce and sell within a given foreign nation if (1) the firm is a
part of an organization or enterprise that operates in other countries and (2) there is some
degree of influence, guidance, direction, or control of such marketing activities from out-
side the country in which the firm produces and sells the product. Specifically, the major
dimensions of international marketing are as follows:

e exporting: selling to foreign markets;
e importing: purchasing from foreign areas;

e management of international operations: all phases of business activity wherever
undertaken, including such activities as operating marketing and sales facilities abroad,
establishing production, assembly or service facilities in foreign areas, creating licens-
ing arrangements and other types of strategic alliances, and engaging in countertrade
transactions.
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International marketing management involves the management of marketing not only
to but also in foreign countries. From an overall perspective these dimensions relate to the
broad area of foreign-market entry strategy. Thus we see that export marketing fits into
international marketing as one of the major dimensions and, as such, is a significant alter-
native entry mode.

The planned and coordinated combination of marketing methods or tools employed to
achieve a predetermined goal is called a marketing program or the marketing mix. A cen-
tral feature of marketing is consumer orientation. The marketing program should be formu-
lated with the interests and needs of consumers in mind. It must be structured in such a way
as to integrate the customer into the company and to lead to creating and maintaining a
solid relationship between the company and the customer. A firm operating in this manner
is said to be market driven, and is concerned with what the consumer will buy that can be
made profitably.

Market-driven marketing is oriented toward creating rather than controlling a market.
It is an ongoing process based on incremental improvement, not on simple market-share-
based tactics, sales volume per se and/or one-time events. The real goal of marketing is to
‘own’ a market, not just to make or sell products. When a company owns a market it devel-
ops products to serve that market specifically. A good example of this is Intel with its micro-
processor. Intel developed what is essentially a computer on a chip, not a semiconductor,
and created a new product category that it could own and lead as long as its technology
stayed ahead of that of its competitors. Microsoft’s Word for Windows has been so widely
used that it has virtually taken over the market for word processing software, though it is
being challenged on several fronts.

In contrast, some companies are product or technology driven. They believe in the
old saying, ‘If you build a better mousetrap the world will beat a path to your door.’
While there are successful companies that are not market driven, these are often found
in industries where market demand greatly exceeds industry productive capacity and
there is less concern among competitors (if there are any) about consumers and market
share than about product performance. Since conditions can change rapidly (i.e., mar-
kets change, competition grows, products become obsolete, etc.), product-driven com-
panies cannot adapt as quickly or as easily as market-driven companies. A good example
of this is the personal computer industry. At the outset, hardware and software compa-
nies could be product and technology driven. However, those that did not become mar-
ket driven experienced severe problems or were forced out of the market by competition.
Hewlett-Packard and Toshiba are examples of companies in this industry that are market
driven.

Another way of understanding how firms may differ in their understanding of the rela-
tionship between market and firm, is inside-out and outside-in. Inside-out firms concen-
trate on themselves and their own resources. They believe that if they optimize internal
processes based on their unique sets of resources then they will be as successful as they can
be. Human resource management, operations management, and employee-management
relationships are some of the key issues. On the other hand, outside-in firms start from the
needs and demands of the market and seek to figure out how they can best satisfy the mar-
ket based on their unique resources.

Yet another way of understanding the relationship between firm and its environ-
ment is the dominant logic perspective. In 2004 Vargo and Lusch published a seminal
paper which proposed that marketing is evolving from a traditional product-dominant
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logic to a service-dominant logic. They argue that the product-dominant logic under-
stands the relationship between the firm and the market through the product (and the
money) as the object of exchange. This understanding has a range of implications. For
example, that value is encapsulated in the product. The firm makes the product, and
thus creates and delivers value to the market. In contrast, the service-dominant logic
has a different understanding of the relationship between the market and the firm. For
example, according to this perspective, value is created by value-network members (the
firm and its suppliers, and other partners as well as the customer) through interacting
with and integrating local and global resources and value is determined by the benefi-
ciary such as the customer. Service-dominant logic as a mindset has been the focus of
much research since the initial article that introduced the concept. In terms of practice,
one aspect of the service-dominant logic has caught on more than other aspects: Value
co-creation. Co-creation postulates that value is co-created and that the firm can only
do its best to come up with a value proposition and support other value-network part-
ners’ resource integration activities. While a very important development in marketing
understanding, research into service-dominant logic has lacked empirical investigation.
The next important development has been the conceptualization and first empirical
investigation of a service-dominant orientation in the articles by Karpen et al. (2008;
2011; 2015).

The elements in the marketing program are interrelated and interdependent. Sometimes
they are substitutes for each other; sometimes they are complements; sometimes both.
For example, advertising in a business or trade publication with circulation in the United
Kingdom may be an alternative to hiring two additional sales persons, one to be located in
London, the other in Edinburgh; it may be used to supplement the efforts of existing sales
personnel in these areas; or it could be used to perform both functions. Advertising on the
Web has been increasing rapidly while certain types of advertising in some traditional pub-
lications have been decreasing.

Since a marketing program consists of a set of interacting and interrelated activities, it
can be viewed as a system. Marketing activities are the controllable (by the firm) variables,
and the profusion of geographic, economic, sociological, political, and cultural circum-
stances (in both domestic and foreign environments) as well as certain firm characteris-
tics are the uncontrollable (by the firm) variables. The state of the uncontrollable variables
influences the composition of the marketing mix and the functional relationships between
the elements in the marketing mix. A business firm engages in marketing activities to adapt
to its environment in a way that the goals of the firm are being achieved. This is the essence
of marketing management, whether domestic or international (or export). The relationship
between the controllable and uncontrollable variables can be used as the basis for formulat-
ing and testing a theory of the export marketing mix. A schematic model for analyzing such
a marketing mix is shown in Figure 1.2.

This model can be supplemented and further explained by the following proposition:

@ The relative export profitability of any marketing program or component is situation spe-
cific, and is influenced by the variables shown in Figure 1.2.

e Figure 1.2 itself does not indicate which components are most profitable for any specific
situation.

® The export channel used will determine which export structure and dealer support is
most profitable.
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Figure 1.2 Schematic model of the export marketing mix

The relationship of exporting and importing

When one initially thinks of international marketing, it is often in the context of a sale being
made by penetrating a foreign market, either at the time or in the future. However, in the
previous section, importing was included as a major dimension of international marketing.
This is because foreign sourcing activity (inward internationalization) may lead to export-
ing, may be the most effective and efficient way to develop products for the international
marketplace, or may be required explicitly or implicitly for market entry in some countries.
Final products, such as aluminum components for aircraft, may have been through more
than one import-export cycle. In some current models of Boeing aircraft, aluminum produced
in the United States was exported to Japan, machined in Japan, the components then exported
back to the United States, and finally used in making aircraft, some of which were exported to
Japan (as well as to many other countries worldwide). Machine tools made in the United States
and Japan, and more recently in China, have been imported by companies in a number of coun-
tries. The machine tools have then been used to make components or final products for export.
Japan, China, and many countries in Southeast Asia and around the world have imported
technology and other intellectual property that they have then used in creating products or
services for export. Joint development of technologies abroad has increased substantially.
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Boeing is sourcing over 50% of its components for the 787 aircraft overseas, 35% from
Japan alone in a risk-sharing joint development project using lightweight component mate-
rials. Airbus expects to import up to 45% of its components for the new A380 from America
(Lynn, 2005; Cameron, 2007).

Some similarities and differences

The task of international marketing managers is the formulation and implementation of a
marketing program that will enable a company to adapt to its environment in such a way
that its goals are attained as completely as possible. There are similarities and differences
in all markets, domestic and foreign, but the concepts of marketing science are universally
applicable. Basic marketing concepts such as the product life cycle and traditional market-
ing tools such as market segmentation are as applicable in Wales, United Kingdom, as they
are in New South Wales, Australia.

The broad categories of environmental factors are the same (i.e., social, economic, polit-
ical, and geographic). The broad approach to the solution of marketing problems is iden-
tical, namely, the consideration of various marketing methods to achieve the goals of the
firm, in light of the firm’s environment.

Therefore it may appear that experience in domestic marketing management will be
transferable to international and export marketing (see Exhibit 1.6).

Exhibit 1.6 Some characteristics of export marketing executives

What characteristics and background qualify a person for export marketing management?
In simple terms the answer is as follows:

® technical competence in marketing;

® specialized knowledge of the factors in the international environment that are dissimilar
or absent from the domestic environment;

@ the ability to utilize such knowledge in working with others, at home or abroad, to develop
and implement sound marketing programs.

Technical competence and a specialized knowledge of environmental factors can be
achieved in part in the classroom and, of course, by experience and international travel.
Developing the ability to use such competence and knowledge to implement decisions may
be more difficult. It has been argued by many that the essential ingredient in a person who
will be successful in exporting is cultural empathy, not only being able to recognize cultural
differences, but also being able to understand them in a manner that permits effective com-
munication and effective direction of human efforts to implement marketing decisions.

Many have observed that there is a large distinction between understanding the need
for cultural empathy and the ability to practice it well. There is some evidence that a knowl-
edge of the need for cultural empathy can be obtained by studying anthropology and soci-
ology. But skill in the practice of cultural empathy will most likely be best obtained through
action-oriented case studies. However, such studies and case analyses are not entirely suf-
ficient. There is no substitute for learning a language as a means of understanding another
person’s beliefs, way of life, and point of view. Further, more is required than only a superfi-
cial or a reading knowledge of a language. Cultural empathy may be achieved by the thor-
ough development of the language skill to the point where a person can think, feel, reason,
and experience emotions in a language other than his or her mother tongue.
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A survey of 1,500 senior executives from 20 countries revealed that ideally international
marketing managers should have the following traits:
® global perspective and an international outlook;
® experience outside one’s home country;
® knowledge of, or at least some training in, a foreign language.

Other studies concluded that the most common elements (i.e., exporter manager char-
acteristics/skills) are adaptability, cultural sensitivity, and language skills. Considering inter-
national marketing investment decision-making, three personality variables seem to account
for variances:

@ international experience;
@ international orientation (this includes cultural empathy/sensitivity and language skills);
@ international business commitment.

However, the evidence seems to indicate that only orientation and commitment have
been consistently correlated with performance.

Factors in a foreign or domestic environment can be grouped so broadly that all are
included in the same classification, but in a more detailed breakdown it will be noted that
some factors are not present in domestic environments. For example, although both domes-
tic and international marketing activities are conducted in a legal environment, the com-
ponents of the legal environment differ; certain types of regulations and laws are found
in some countries but not in others. Taxes and tariffs vary widely between countries, as do
various restrictions on trade, such as quotas or exchange controls. Likewise, although both
domestic and international transactions may be conducted in a currency, there are differ-
ences in the type and characteristics of currencies and in the exchange rates imposed by
countries.

Although domestic business is conducted over intranational (e.g., state and county)
political boundaries, international business is conducted over the boundaries of sovereign
nations. Governmental institutions and banking systems vary widely from country to coun-
try and often have significant influences on marketing activities. These influences as well as
those from the legal environment may be affected by the nature of political systems.

Other commonly recognized environmental differences arise from language, religion,
customs, traditions, and other cultural differences, not to mention geographical distances
and climate variations, and basic infrastructure. Thus the analysis and solution of inter-
national marketing problems requires skills, background, and insights in addition to those
required to solve strictly domestic marketing problems.

So far we have discussed two basic dimensions of international marketing and, of course,
exporting: the environment and the crossing of national borders. There is a third dimension
that arises because a company markets its products simultaneously in more than one national
environment. This results in problems as well as opportunities different from those asso-
ciated with crossing national borders. The international marketer must analyze respective
national market opportunities, and a decision must be made regarding who should perform
marketing activities in the company. The company should relate its activities in multiple
nations to each other such that the effectiveness of the individual national marketing pro-
grams is enhanced as well as the effectiveness of the total world marketing effort.
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The approach to the solution of international marketing problems requires, first, an
international (or global) outlook — viewing the world or relevant parts of the world as a
single market consisting of a number of segments, defined in a manner appropriate to the
product to be sold, and not necessarily along national boundaries. Second, market targets
must be realistically assessed and the segments of the ‘world market’ to be exploited should
be selected. Third, the relevant environmental factors in the market segments must be
assessed, and fourth, a marketing program must be formulated. In going through this pro-
cess, the size and extent of markets must be determined, customer behavior must be evalu-
ated, domestic and foreign competition must be assessed, legal and political factors must be
reviewed, and costs must be calculated.

Export marketing planning and strategy

From a broader planning and decision-making point of view, there is a need to be con-
cerned with both strategic and tactical issues as they relate to export marketing decisions.
Strategic decisions concern such things as choice of countries, product markets, target seg-
ments, modes of operation, and timing of market entry. In contrast, tactical decisions are
concerned with operations within a given country as they concern such things as product
positioning, product adaptation, advertising copy adaptation and media selection, and spe-
cific promotional, pricing, and distribution decisions. An essential first step, particularly for
the ‘newcomer’ to international markets, is for the company to assess its readiness to enter
such markets (see Exhibit 1.7).

Exhibit 1.7 Is a company ready to enter foreign markets?

An essential first step in planning and strategy development is the company’s need to
assess its readiness to enter foreign markets. Any firm, regardless of its size and experience,
must determine just how ready it is to make the move. Two expert systems — Export Expert:
Judging your export readiness (Columbia Cascade, 1997) and CORE (Company Operational
Readiness to Export) (Cavusgil, 1994) — are decision support tools that can be used to assist
in determining readiness.

These expert systems are designed to provide an evaluation of internal company
strengths and weaknesses in the context of exporting. Although the two pieces of software
are not exactly the same, the major areas covered are quite similar:

competitive capabilities in the domestic market;
motivation for going international;

commitment of owners and top management;
product readiness for foreign markets;

skill, knowledge and resources;

experience and training.

The end result of the analysis is a report that includes scores for each of the dimensions
and overall readiness with an assessment of what this means to the company and what the
company should do next.
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Export Expert is somewhat broader as it helps to analyze risks, assists in developing an
international business plan, and helps to define target markets.

The systems are especially useful for small and medium-sized companies considering
initial export experience. However, they are also useful for larger companies that want to
reassess their strengths and weaknesses regarding present international marketing activity.

Analysis of readiness to enter foreign markets — by export or any other form of interna-
tional marketing such as strategic alliance — using evaluation systems such as these pro-
vides a good starting point for making the decision. But it should only be a start! A company
should not base its decision solely on this type of analysis. The next step would be a com-
prehensive analysis of strengths, weaknesses, structure and competitive advantage and
opportunity (i.e., a type of SWOT analysis: strengths, weaknesses, opportunities, threats).
Competitive advantage can provide the niche needed to succeed in a new market.

At a very simple level, export planning and strategy development have three distinct
components:

1. Goal. The company exporting will have certain objectives that it wishes to achieve, and
which will serve as criteria for assessment of progress. The basis of company goals will be
identifying and measuring market opportunity.

2. Program. This involves developing the marketing mix at both strategic and tactical levels.
3. Organization. Developing an organization means putting together company resources in
order to operationalize the marketing mix. In short, the strategy and tactics are put to work.

Figure 1.3 summarizes what we have said about export planning as well as international
marketing planning in general. These components, though distinct, are interrelated and
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thus dependent upon each other. For example, if a company for any reason cannot put
together the organization needed to implement the program developed to achieve the
selected goal, then either the program or the goal (or perhaps even both) will have to be
changed. Underlying all this, including the initial decision to export in the first place, is the
nature and level of perceived risk associated with such activities. There may be times, for
instance, when the risk that is perceived to be associated with an export marketing program
is too great for management to go ahead. When this occurs the program will be changed,
the goals restated, and/or the organization adjusted. In all cases the desired result is per-
ception of a level of risk that management will accept.

The export performance (i.e., its growth, intensity, etc.) of a company is affected by the
firm itself, the company’s markets and industry, and the export strategy chosen. Two major
components of export strategy are product policy and market selection. The question of
product strategy ultimately results in deciding upon the extent of product adaptation. This
can range from no or minimum adaptation (i.e., selling what is essentially the domestic
product) to developing a product specifically for export markets. Market selection concerns
the countries exported to, and the nature and level of segmentation within these countries.

Demand management

The role of marketing in business is often concerned with more than attempting to increase
sales. A number of factors have led to efforts to control rather than just stimulate demand
for some products. These factors include concerns over the environment, pressures due to
increasing populations and higher income levels often leading to increased consumption of
limited natural resources, the cost and availability of resources (such as fuels and electri-
cal power generation facilities), changing regulations related to restrictions on automobile
emissions and the mix of traditional and low-emission vehicles required, conscious attempts
to restrict supply so as to keep prices at desired levels (as in the case of OPEC and petroleum
production), attempts to reduce waste and increase recycling, etc.

Shortages of products or services may be temporary (occurring only once or occasion-
ally), periodic (occurring repeatedly, though possibly at irregular intervals), or chronic.
Lost sales, and avoiding damaging relations with present and potential customers because
of unavailability of goods or services, are major concerns. The cost of having excess unused
capacity is also a problem. The following are some examples of problems and efforts to
solve them:

e McCarran International Airport in Las Vegas, which is one of the largest in the United
States and services one of the nation’s most rapidly growing cities, needs to accommo-
date a growing number of international and domestic flights. There is no room left for
expanding economically, and traffic from private jets is growing rapidly. McCarran is
addressing the problem by subsidizing small local Las Vegas airports to take more of
the relatively low-revenue private jets so that it can handle additional relatively high-
revenue larger commercial jets.

e Airlines (and hotels, restaurants, etc.) experience periods of little demand and periods of
excess demand. For many years, higher prices in peak seasons or times and lower prices
in off-seasons or times have been used to shift as much demand as possible from high to
low seasons or times. The Internet has made it possible for the system to become much
more flexible and responsive. In addition to regular seasonal differences in airfares
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offered, the Internet can be (and is) used to change prices in real time by companies such
as United Airlines. Prices are increased as load factors for particular flights rise more rap-
idly than expected, and/or prices are decreased as the load factors on certain flights are
unexpectedly low. The author has observed substantial increases in the Internet prices
of long-range flights in less than a five-minute time period, and substantial decreases in
prices at other times.

o Demand for Boeing’s new 787 Dreamliner has been the greatest for any aircraft launch in
history. Rather than jeopardize quality or incur excessive problems or costs in manufac-
turing, Boeing has lengthened the promised times for delivery on new orders. It has also
increased list prices from $125 million to $150 million. This strategy appears not to have
caused a serious problem because of the long delays in the scheduled introduction date
of the Airbus A350.

e During Christmas seasons, some Internet marketers have been unable to fill many orders
because of inability to forecast demand, lack of adequate inventories, and insufficient
staff. Performance has been improving as experience led to improved staffing, better
inventory control, use of air rather than surface shipments in cases where justified, and/or
arrangements with suppliers. Some problems continue to exist (as they do with ‘brick
and mortar’ stores) because of problems in predicting demand for individual items.

e Nintendo’s new Wii console, introduced at the end of 2006, proved so popular that the
company could not meet demand. The company substantially increased its production
rate for the console, but seven months later it still could not meet demand. Nintendo felt
they could not further increase demands on their contract suppliers without jeopardiz-
ing quality or incurring unwarranted additional costs. They are working to distribute the
consoles being produced on an equitable basis. The company expected customers to wait
if Wii consoles were not immediately available. Nintendo continued to have the best-sell-
ing console until it temporarily lost this position in 2009 (Kim, 2009). It regained top
position later in the year. In 2010, it launched a new console that has 3D projection. But
now it has competition in the 3D area from Microsoft’s new console (Nuttal, 2010). In
early 2011 Nintendo will introduce an improved version of its 3D games that does not
require special glasses (Kageyama, 2010).

e Electric power companies, faced with excess capacity in certain periods and excess
demand during other periods, have tried a number of methods of changing demand lev-
els. These include charging higher prices at peak times, offering lower overall rates to
customers that are willing to have power cut off in exceptionally high-demand periods,
and contracts with suppliers from other areas or countries to exchange power at differ-
ing peak periods.

@ An additional approach for electric power companies has been to build a combination
pumping station-generating station between reservoirs above and below a dam. In peri-
ods of low demand, electrical power is used to pump water back up to the higher res-
ervoir. In periods of excess demand, water is released down through the same flumes
and turbines to generate electricity. Where the terrain allows building such a system, it
is cheaper to build and operate, and more environmentally friendly, than simply adding
overall fossil fuel-generating capacity that will seldom be needed.

® Overall excess demand for electric power, fuel, and/or water in a number of countries
has led to governments and some companies actively promoting conservation.
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A concept of marketing management has evolved, namely that of the problem of regu-
lating the level, timing, and character of demand for a company’s products in terms of its
objectives at the time. Eight different demand states can be identified — four states repre-
sent underdemand, two states make up adequate demand, and two states constitute over-
demand. Each of these gives rise to a specific export marketing task, which varies because
different variables, psychological theories, and managerial requirements are involved or
emphasized (see Exhibit 1.8).

Exhibit 1.8 Various states of demand

1. Negative demand. This is a state in which segments of a potential market dislike the
product and may even pay a price to avoid it. This condition applies to a rather large
number of products and services. The marketing task is one of conversion through
changes in one or more of the marketing activities. This type of demand state often arises
because of political actions and beliefs of national governments. Examples are consumer
boycotts on products from certain countries (for example, South African gold coins), and
tourism in countries where government is disliked. However, cultural and religious beliefs
can also be a source of dislike, as with the Muslim feeling toward alcoholic beverages, or
the strong opposition that arose against Nestlé baby formula.

2. No demand. In this demand state, segments of a potential market are uninterested or
indifferent to a particular product, service, or idea. The object of concern may be perceived
as having no value per se, no value in the particular market, or may be an innovation, of
which the market lacks knowledge. There is a need to stimulate the market by demonstrat-
ing product benefits. When attempts were first made to introduce modern farm machinery
into certain underdeveloped countries, farmers saw little value in changing their methods.

3. Latent demand. When a substantial number of people share a strong need for some-
thing that does not exist as an actual product, a state of latent demand exists. The
marketing problem is that the right means of satisfying the need (that is, a product) must
be developed. The development of a low-cost, high-protein food to help solve the mal-
nutrition problem in many Latin American and African countries is an illustration. Again,
there must be concern for any cultural and religious beliefs that exist.

4. Falling demand. This state exists when the demand for a product is less than its former
level and where further decline is expected unless changes are made in the target mar-
ket, product, and/or marketing program. Something must be done to revitalize demand.
An example is when a market becomes inaccessible due to government action, such as
quota limitations, even to the extent of prohibiting all imports of a product because it is
desired that a local industry be created. The marketing job in this case is straightforward
—invest in production facilities (if allowed) or forget about the specific market and redirect
efforts to other market areas.

5. Irregular demand. In this type of situation concern is not with total demand, but rather with
its temporal pattern in that seasonal or other fluctuations in demand differ from the timing
pattern of supply. This is a very common occurrence in all national markets for many prod-
ucts, and can be easily illustrated by international tourism. The greatest period of demand
by Americans and Canadians for travel to Europe, and vice versa, is the summer. The task
facing hotels, transportation companies, and so on, is to convince tourists to travel during
other times of the year. Lowering prices is one marketing technique that is widely used.
Another example of irregular demand is foreign airline purchases of aircraft from companies
such as Airbus Industrie (Airbus 330) and Boeing Aircraft Company (Boeing 777).
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6. Full demand. This is the most desirable situation for an exporter since the level and tim-
ing of supply and demand are in equilibrium. While such a state may be more ideal than
real, products do achieve this condition on occasion. Unfortunately, a full demand state
cannot be expected to continue indefinitely because needs and tastes change, and com-
petition does not become passive. Consequently, the exporter with a highly successful
product has no easy job in the task of maintaining demand.

7. Overfull demand. For many reasons the demand for a product may be substantially
greater than the level at which the seller wants to supply it. Consequently, the exporter
deliberately attempts to discourage customers in general, or a certain group of custom-
ers. This involves marketing in reverse as the attempt is made to reduce demand by
‘demarketing.” Perhaps the classic example in the international marketplace was the
action of the oil-producing nations of the Middle East in the early 1970s. Their action was
prompted by their desire to conserve their most important resource and foreign exchange
earner, their desire to become more economically developed quicker, and perhaps even
by a feeling of ‘getting back’ at the industrial nations that had exploited them for many
years. Another example was the action of Wilkinson Sword (United Kingdom) during the
introduction of stainless steel razor blades in the United States in the early 1960s, when
the product was demarketed because the demand could not be met.

8. Unwholesome demand. This is a state in which any demand is felt to be excessive
because of the undesirable qualities associated with the product. In most situations of
this type the attempt to destroy demand is generally carried out by a government agency
or organized group(s) of concerned citizens. Vice products (such as alcohol, cigarettes,
drugs) and military arms sales to certain parts of the world are examples. A company
may deliberately try to destroy the demand for its own product when it has an innovation
for which it wishes to develop a market.

Source: Adapted from Marketing Management: The millennium edition, 10 ed., Prentice Hall (Kotler, P. 2000)
p. 6, Pearson Education, Inc., Kotler, Philip, Marketing Management: Millennium Edition, 10th, © 2000. Printed
and electronically reproduced by permission of Pearson Education, Inc., Upper Saddle River, New Jersey.

In assessing the significance to the exporter of the focus on demand management it is
important to keep in mind the simple fact that different overseas markets may have differ-
ent demand states. Thus export marketing potential will differ, perhaps necessitating dif-
ferent export strategies. Also, a company may be facing different demand states within any
single national market because of differing reactions by individual major market segments.
This can be especially relevant in national markets that are not culturally or socially homo-
geneous, such as Belgium, or economically homogeneous, such as Italy.

Obstacles to exporting

Some companies never take the first step and get involved in international marketing, par-
ticularly exporting, because they feel that there are obstacles or barriers that cannot be over-
come easily enough. These obstacles may be real or may only be perceived to exist. Other
companies may proceed at a slower pace in their international involvement because of the
obstacles. For the most part, it is the smaller-sized (and to some extent the medium-sized)
companies that have the hardest time handling these barriers.

Whether barriers exist, or are perceived to exist, for any given potential or actual exporter
at any point in time is, of course, an empirical question. For our purposes, we address the
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issue by looking at potential barriers. These are the obstacles that have been reported
by companies to have influenced their decision to export. Overall, a major obstacle that
appears to affect many companies is the greater operational effort involved in export and
foreign-market penetration in general as compared to domestic marketing. In particular, it
is the ‘mechanics’ of export (e.g., means of payment, documentation, physical distribution,
and terms of trade) that ‘frighten’ many companies. Also, there is the belief that the risk
involved is greater.

Many of the barriers are controllable by the company while others are not; some
barriers are foreign-market based while others are home-market based. Table 1.1 pre-
sents some results on underlying dimensions of export barriers that emerged from a
study of Danish exporters. On an overall basis, all listed barriers were perceived to be
not particularly important. However, this should not be surprising as the group studied
was ‘practicing’ international marketers. In contrast, a study of small and medium-sized
US companies found that they tended to view many of these barriers as very impor-
tant. Moreover, trading companies felt that the barriers were more important than did
manufacturers.

Both of the studies mentioned above dealt with perceived obstacles rather than ‘docu-
mented’ real ones. In the end it makes no difference whether obstacles are real or imagined
as managers will make decisions on the basis of their perceptions of the situation that they
face. Obviously barriers are important because of the impact they have on the behavior of
potential and actual exporters at different stages of internationalization. Exhibit 1.9 gives
some advice to small companies about how to cope with, and handle, some of the barriers
that are perceived to exist.

Table 1.1 Dimensions of export barriers

Dimension of export barriers

Internal Foreign non-  Internal Local non-
controllable |  controllable controllable Il controllable
Barrier dimension dimension dimension dimension
Communication with foreign unit v
Lack of export training (experiences v
and language skills)
Lack of market information v
Controlling international activities v
Documentation requirements v
Foreign government attitudes v
Foreign public attitudes v
Trade barriers (tariffs, quotas) v
Arranging transportation, packaging, etc. v
Providing services v
Higher than domestic risk v
Financing sales v
No assistance from home government v

Source: Adapted from Shoham and Albaum, 1995, p. 93.
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Exhibit 1.9 How can a company cope?

Does a small company have to accept the barrier situation as it appears to it to exist? Of
course not! There are many things that a small company can do to overcome any barriers, in
addition to applying sound business practices. Businessweek presents the following global
guidelines for small business (Barrett, 1995, p. 97):

® Look to existing customers. Many companies can penetrate foreign markets by selling
products or services to their domestic customers’ units overseas.

® Make a commitment. Exporting is not a part-time effort. It requires extensive research.
Foreign business should be run by seasoned managers.

® Seek advice. Universities often have MBA students who work as consultants on
exporting. Some consulting firms, such as Accenture (formerly Arthur Andersen), provide
a free first-time consultation.

® Use trade shows. Trade promotions sponsored by government agencies abroad draw
big crowds. Cost-conscious companies can send a product without attending.

® Pick markets carefully. While potentially lucrative, fast-growing markets can tank
unexpectedly, consider customer quality, not just nationality.

® Manage growth. It takes time to line up financing and expand an organization to handle
exports. Many small exporters are overwhelmed by big orders.

® Use letters of credit. Some first-time exporters ship a product and hope they get paid.
A letter of credit protects against default by a weak or shady buyer.

® Be patient. Many foreign customers do business based on relationships. Small
companies must spend time cultivating contacts before racking up export orders.

® Choose partners carefully. An experienced freight forwarder at home is crucial for han-
dling Customs paperwork. An inept distributor abroad can ruin a company’s reputation.

The impact of technology

Advances in information technology and other areas of technology have affected interna-
tional marketing in at least two ways. First, trade in technology-related products and ser-
vices has grown rapidly. Secondly, the improvements in communications technology and
organization have led to the development of new channels of communication, lowered
costs, and an increased flow of information. This, in turn, has led to the development of
increasingly efficient and responsive production and distribution systems.

Information technology (IT)-related trade has surpassed $1 trillion in value, amounting
to approximately 18% of the total value of world trade. The importance to China and India
of IT-related trade was noted in Exhibit 1.2. Several of the European Union member nations
are major exporters of IT-related products and digital-related products account for approxi-
mately 26% of all exports from the United States.

Advances in communications technology have included increasing bandwidth, improved
methods of compressing data, more secure connections, and sharply reduced prices. The
excess capacity of cable lines installed during the dot.com boom of the late 1990s has now
been used up and transmission capacity doubled, but the percentage of space available

35



Chapter 1 International marketing and exporting

36

has dropped. Prices are now rising in some areas with the greatly increased demand due
to greater broadband use and the heavy demand from companies like YouTube, Facebook,
Google, and many others.

High definition TVs, cellular phones and wireless communications networks have
changed the amount of information people receive, the way it is received, and what it costs.
From the standpoint of international marketers, additional products are available, addi-
tional markets can be reached, and the costs of doing business are reduced.

Radio-frequency identification systems (RFID) are increasingly being used to improve
the effectiveness and efficiency of supply chain management. The RFID technology uses
sensors that can be installed on containers, pallet loads, or even individual items as dis-
cussed in Chapter 14. They may be designed to provide various types of information from
product information to real-time location and physical condition of containers.

An indication of the scope of IT applications to health care in Europe, all requiring both
hardware and software, can be seen from a very small and partial list:

e telemedicine and video-conferencing over the net;
e monitors on patients sending data to health research centers;

e privacy of patient information through the use of smart cards for European Union
citizens;

e UK-based B2B trading exchange for pharmaceuticals;

e computer-enhanced 3D imaging of the human body allowing less invasive surgery.

The development of new information about the human genetic system has provided
additional tools in the search for and development of new medicines. These medicines have
a worldwide market among the people and countries able to pay for them, and efforts are
being made to increase their availability to those less able to pay.

The development of e-business software has had an important effect on interna-
tional marketing. In addition to creating international markets for the software prod-
ucts themselves, it has enabled and encouraged companies and individuals to take
entrepreneurial approaches to the international marketing process (as discussed in the
following section).

Technological advances in traditional products and in manufacturing processes have also
accelerated in recent years. While innovations in high technology often receive the greatest
publicity, advances have been made in many fields and at many levels of technology. An
indication of the range of advances is given in Exhibit 1.10.

Improvements in cargo ships and handling equipment, increasing containerization,
applications of IT to scheduling and controlling shipments and to Customs procedures,
new bridges and roads, high-speed trains, and a host of other technological advances and
innovations have reduced the costs of international marketing of goods, services, and infor-
mation. Satellite-supported global positioning systems (GPS) allow continuous accurate
tracking of ships, other forms of transportation, and individual shipments.

The euro has lowered costs of international trade among member nations, eliminated
exchange risks, and allowed more efficient cash management. Though its home base is out-
side the eurozone, the UK’s Pilkington glass manufacturing company was able to reduce its
European continental treasury operations from three offices to one central operation. This
enabled it to substantially lower the amount of idle cash tied up in unbalanced loans and
overdrafts, putting the money to work generating interest.
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Exhibit 1.10 Examples of international markets for products
with various levels of technology

® A plastic mechanical device that allows swimmers to talk to each other was invented by a
US schoolboy. He patented it, formed a company, sold 5000 units of his ‘Water Talkie’ to
Toys g Us, and then developed other toys that he sold to retailers around the world. After
three years, and with projected sales of a million units, he sold his business to a larger
company for over $1 million.

® Michael Tseng appeared on the TV show ‘Shark Tank’ in 2014. He pitched a cover for
food which using suction can work with any normal kitchen plate. Lori Greiner was the
most interested, but in the end no deal was struck. The product was still a success with
annual sales of more than $10 million and shelf place in more than 1000 Wal-Mart stores.

® New products using wood treated with specialized non-toxic processes are producing
very strong materials that can be used to replace concrete and steel in forming the
structure of buildings. Earlier versions of such products have been used for many years
in Scandinavia, Switzerland, Germany and Austria. Current products are being used in
other parts of continental Europe, the United Kingdom and the United States. They have
an additional advantage in producing less CO, than masonry with timber framing with
brick or wood siding (Richardson, 2010).

® A mechanical engineer in India developed a hand-operated air pump with an attached
cylindrical device to send smoke down into rat holes and force the rats out. Catching rats is
the primary job of the men of the 3 million members of an impoverished community in Tamil
Nadu state. The men formerly used a traditional system in which they inhaled smoke and blew
it into the rat holes to force the rats up. The pump enables the men to catch more rats per day,
increasing their incomes from the farmers who pay per rat killed, and thus enabling the men
to buy more food for their families. The pumps are provided for free by a non-governmental
organization and are now being distributed to other states in India (Chopra, 2008).

® European builders developed construction techniques using insulating forms (ICF) to
improve fire safety, increase sound insulation, reduce maintenance costs, and require
less wood in smaller buildings.

® An ltalian firm developed a small-sized, lightweight floor polisher for hard-to-reach
places. In 2001 it found an additional market in Japan where many buildings have
relatively restricted spaces.

® Several German companies have developed recycling sorting processes, biological
organic-based waste treatment systems, and other environmental technology with
worldwide applications.

® A Belgian manufacturer of innovative wheelchairs designed for special types of disability
now exports its products to 35 countries.

® A US producer of walnuts found an export market for the shells, which are used by a
Japanese producer of plant-based powders for industrial polishing, cleaning, and as a
porosity adjuster for sharpening-stones.

® Combining mechanical and a number of electronic-related technologies, BioTrac of the
United States has developed a magnetic capsule with attached microchip that may be
inserted into cattle and other ruminant animals, with the same device used to administer
large pills. It permanently identifies each animal, records its temperature, keeps track of
its location, and can be read automatically at the slaughterhouse. It provides information
of particular value to problems involving E. coli and mad cow disease.
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Licensing of new and improved technology has become increasingly important for both
large and small companies. The obtaining or sharing of technology is also being accom-
plished through acquisitions, mergers, and joint ventures, all of which have tended to stim-
ulate trade.

In addition to contributing directly to an increase in international trade, technological
advances have encouraged, and in some cases made possible, entrepreneurial approaches
to international marketing.

Entrepreneurial approaches to international marketing

New approaches to international marketing are being undertaken by both small and large
firms. Some of these have been made feasible by technological advances, particularly in
communications, e-business, and logistics. Others have come about as emerging opportuni-
ties have been recognized or created.

E-business software has allowed companies to incorporate a number of key administra-
tive functions online in a coherent system. These can include supply chain management
and distribution chain management, expediting order and bill processing, providing cost
and budgeting data, providing up-to-date sales information, and facilitating the analysis of
sales trends and targeted markets. Specialized tools or programs are available to handle
specific processes such as integrating online and offline sales channels, facilitating con-
tract management, and handling online financial services. Online applications can result
in major cost savings. Some companies are specializing in developing integrating software;
others are attempting to provide virtually the whole range of applications. Applications may
also be designed to meet all of the information and interaction needs, outside of direct per-
sonal contact with the buyers, of specific business segments such as retail jewelers.

Specific software is available for developing and conducting customer relations
programs.

Online marketplaces

The Internet has allowed the development of online marketplaces. Automobile manufac-
turers Renault, Nissan, Daimler, Ford, and General Motors, together with Japanese parts
supplier Denso Corporation, set up an online global electronic market designed to increase
efficiency and reduce costs in procurement. The system enables suppliers and auto manu-
facturers to show requirements, products, quantities, and delivery dates, with prices to be
determined by bidding. With the addition of Toyota, Honda, Mitsubishi, and Mazda, it sub-
stantially changed the traditional exclusive automobile company-supplier relationships in
the Japanese market. Food manufacturer General Mills Inc. has teamed up with 16 compet-
itors to set up an e-commerce network to work with transportation companies in combin-
ing shipments and in maximizing cargo space utilization. Chevron, Oracle, and a subsidiary
of Walmart teamed up to create an Internet exchange where convenience stores can order
merchandise. Leading computer manufacturers created an online market where members
can buy and sell computer components worldwide.

eBay created an online marketplace where individuals can buy and sell items worldwide.
This site is increasingly being used by businesses. Other companies have also created online
marketplaces.
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Exhibit 1.11 Novica: providing marketing opportunities
for producers of arts and crafts

The Internet and Internet have dramatically increased opportunities for small and medi-
um-sized companies to export their products and services worldwide.

Novica.com, a Los Angeles-based company 19% owned by National Geographic, is
making a business out of assisting artists and artisans from the developing countries to
market their products. Before the advent of the Internet the marketing channels available to
most small-scale makers of arts and handicrafts in the less-developed countries were typ-
ically quite inefficient. In areas frequented by tourists, producers might set up small stands
themselves, or they might sell directly to local stores run by others. Most artisans and artists,
however, had to rely on local buyers and a chain of wholesalers that created high distribu-
tion costs. The small scale of operations made advertising of individual products unfeasible
in most cases.

Through its website (www.novica.com) Novica is now providing small producers with
an additional, widespread, and efficient marketing channel connecting the makers with
prospective buyers, both individuals and companies. Listing on the site is free, and more
than 2000 artists from seven countries are featured. Products include handcrafted jew-
elry, textiles and carvings. Novica evaluates the product to determine what it believes it
can pay for it, and then estimates what the product can be sold for in the international
market. Novica charges 15% to 50% of the price to cover its costs. Because of its
efficiency in marketing through the Internet the company is usually able to raise sub-
stantially the amount paid to the producer and simultaneously offer prices to the interna-
tional buyers that are much lower than they are currently paying for such goods. Novica
makes its money on the difference between what it pays the producer and the price it
charges for the product.

The operation is being financed by the venture capital arm of the National Geographic
magazine and a number of individuals, institutions, and other venture capital firms. While at
least some of the investors have social objectives related to assisting the artists and artisans
in the developing world, the company is being operated as a business venture.

Small producers and individual artists and artisans who formerly had no economically
feasible method to export can now use Novica’s Web-based system to sell abroad.

Source: Adapted from Craig, 2001, Valeriano, 2005 and Novica.com’s website, 2010.

Online marketplaces thus are not restricted to large companies. Individuals and small
companies around the world are finding new opportunities. Exhibit 1.11 shows how the
Internet has enabled small producers of handicrafts to join the international market.

The virtual company

An interesting example of innovative approaches to business and marketing is the develop-
ment of the virtual company. The virtual company is one that has no substantial physical
headquarters or other physical facilities, and few or no employees. It contracts with other
organizations or individuals to perform almost all business functions, such as design, pro-
curement, production, warehousing, shipping, accounting, etc. The outside organization’s
employees and the independent contractors never need to visit the ‘company.’ In the ulti-
mate example, the virtual company comprises only an individual with a desk, computer,
communications linkages, and knowledge.
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There are two factors that make the virtual company possible. The first is the owner’s
ideas, vision, knowledge, contacts, and ability to organize and coordinate the activities of
others. The second is the Web-based communications linkages that permit the transmission
of information, including pictures.

An example of a virtual company is one that develops systems for gathering, compil-
ing, analyzing, and displaying information gathered from an extremely large number of
sources. In order to comply with incorporation laws, it has a legally registered home office
but no permanent staff at that location. No two of the company members happen to live
in the same city. Periodic staff meetings are held in cities in the United States and Europe.
Meetings with customers are typically held at the customers’ offices. The primary means of
communication is over the Internet. Virtually all work is done on computers and the out-
puts delivered electronically.

A second example of a virtual company is an individual who organizes trade show
arrangements for large real estate companies requiring display set-ups for existing and
potential customers and logistics for the large number of its own employees who attend. A
third example is an individual who develops curricula, organizes programs, and contracts
with instructors to provide training for client corporations. All three operate from their
homes. A number of consulting organizations in the Netherlands and elsewhere also oper-
ate in this manner.

Business—government alliances

Joint ventures and strategic alliances between government or quasi-governmental organi-
zations and private businesses are being used more widely than before. In the year 2000 ten
private—public joint ventures were formed in the United Kingdom. The largest of these alli-
ances have been with national postal systems. The German postal system, Deutsche Post,
has spent $3.1 billion acquiring stakes in 20 companies across Europe, the United States,
and elsewhere. This included buying 97.4% of Danzas AG of Switzerland, the leading
European logistics business.

When Deutsche Post became privatized (with some ownership still held by the German
government) its delivery system was the market leader in most of Europe and much of Asia.
In the United States it had acquired Airborne, Inc. of Seattle for $1.05 billion, and operated
as DHL (Roth and Esterl, 2008). It encountered a number of problems in the United States.
Some were due to mistakes Deutsche Post made in running the operation, others because
the fact that UPS and FedEx were both very efficient operations and between them domi-
nated the market. DHL never made a profit, lost $1 billion in 2007, and anticipated a loss
of $1.5 billion in 2008. In 2008 it closed a number of facilities in the United States and had
UPS take over most of its local services, though each company retains its name and logo in
the country (Esterl and Dade, 2008).

The US Postal Service formed a partnership with Emery Worldwide aircargo company
to deliver heavy items to homes. The US Postal Service also formed a strategic alliance with
FedEx. It combines the complementary competitive strengths of FedEx’s fleet of 665 aircraft
worldwide with the coast-to-coast retail strength of the Postal Service in the United States. In
2007, Avon Cosmetics and Thailand Post announced a cooperative agreement in which the
latter is delivering products to selected Avon Beauty Boutiques and representatives in 30 prov-
inces. The two partners additionally worked together in setting up beauty shows at 31 of its
post offices. Thailand Post is also working with other companies (Asawanipont, 2007).
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The growth of non-traditional exports

Two types of non-traditional exports are becoming increasingly important in the first
decade of the 21st century. One is the export of a new type of service. Of course the
construction industry has a long history of sending employees overseas, and the travel
and shipping industries provide services for both domestic and foreign individuals and
companies. Now a new industry has arisen in the exporting of services of knowledge-in-
dustry workers who remain in their own countries while performing work for a wide
variety of clients abroad. India and China are the major providers of such services but
eastern European nations, smaller Asian nations, and other countries including the
United States have also entered the market. This type of cross-border supplying of ser-
vices is usually called outsourcing.

Secondly, a growing number of successful companies have found that the particular busi-
ness models they have developed can enable them to successfully enter foreign markets.
While business models have not traditionally been considered an export, it has become
increasingly apparent that it is not only products or services per se that can give companies
a competitive advantage abroad.

Exporting services of knowledge-industry workers

The improvements in communications technologies and capacities, together with lower
communications costs, enabled the development and rapid growth of cross-border sales of
the services of knowledge-industry workers. Indian companies were leaders in effectively
exploiting this opportunity and the three giants in the industry are all headquartered there:
Tata Consulting Services (TCS) with over 83,500 employees in 150 offices in 35 nations;
Infosys Technologies with 70,000 employees, all of whom speak fluent English and most of
whom have degrees in information processing; and Wipro Ltd.

Companies from countries in North America, Europe, and elsewhere have also set up
offices in India to perform services, software development, and other IT functions for their
operations in other nations. France’s Capgemini IT group now has more staff members in
India (21,000) than in its home country (Leahy, 2009). Other foreign companies, includ-
ing IBM which had 53,000 Indian employees in 2006 and Accenture which had 30,000
in 2006, are increasing the number of Indian workers (Sakashita, 2007; Saracevic, 2007;
Leahy, 2009).

The initial objective of much outsourcing was primarily to reduce costs. Costs are still a
major consideration in much outsourcing, as discussed first below. For other companies,
discussed secondly below, the objectives have changed as the possible strategic advantages
of international specialization and multi-sourcing have become apparent. Technical and
managerial expertise is the deciding factor in still other cases. In what might be considered
a sort of reverse offshoring to Americans, IBM won a 10-year contract to provide comput-
ing and information technology services to India’s Bharti Tele-Ventures private communi-
cations company (Taylor and Marcelo, 2004). Hewlett-Packard and Microsoft jointly won
a $150 million contract from New Delhi’s government to computerize its tax and revenue
departments (Kripalani, 2004a).

The cost advantage in outsourcing arose because companies in lower-wage nations could
hire well-educated but relatively lower-paid talent to provide services to organizations in
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higher-wage nations. India and the Philippines were leaders in providing services to Eng-
lish-speaking countries. Now China is growing rapidly as a service provider for neighboring
Asian countries as well as for North American and European firms. China has a comparative
advantage in working with Japan and some other nearby countries because of its large
number of people who speak Japanese and Korean as well as Chinese dialects (Watanabe,
2006). Businesses in some western European countries are outsourcing from nearby
eastern European nations where German and/or French and/or English are spoken.
Hundreds of small software companies in Bulgaria, and both freelancers and employees in
support centers in Romania, provide programming for customers in Europe and America
(Reinhardt, 2004). Russia is also providing customer support and IT services (Condon and
Butler, 2003).

Initially, both India and the Philippines primarily provided call centers and back-of-
fice support for financial services, telecom, software, and retail companies. Increasing
numbers of customers in the West who call their banks, telecommunications providers
or other companies with questions about bills, for reservations, or for other informa-
tion that can be handled by telephone have their inquiries answered from a call center
overseas. The physical location of the call center is irrelevant as long as the employees
of the call center have all the necessary records, information, access to reservations sys-
tems, etc., and the ability to speak the language of the callers. The only indication to
the callers that the providers of the information are not nearby might be the accent of
the employee. In the United States, Canada, and a number of other countries accents
are not necessarily indicative of where the call center is since even many domestic
employees have accents associated with nations abroad. Routine accounting, order
processing, and other administrative tasks were also handled by people overseas who
were employees of local companies or, more frequently, employees of subsidiaries of the
home country companies.

The outsourcing of much more sophisticated services is now growing rapidly, made
possible by the large number of highly educated professionals in some developing coun-
tries, their relatively low wages, and the installation of high-speed fiber-optic networks
in some major Indian cities. Wipro Ltd., TCS, and Infosystems each provide a wide
range of outsourcing services, software development and installation, systems oper-
ation, maintenance, and consulting. Services provided by foreign suppliers and over-
seas centers of European and American organizations extend from accounting services
through cutting-edge design. Radiologists in India can immediately receive and analyze
CT scans and chest X-rays of patients in US hospitals. Some European and American
pharmaceutical companies are doing contract drug research in India to reduce costs
and speed development of new drugs (Kripalani, 2004b). Bulgaria hosts a number of
software labs of international companies. Germany’s SAP has a laboratory employing
180 engineers in Bulgaria. Small as well as large organizations are benefiting from the
provision of services by knowledge-based workers abroad. One US company has only
three employees in its Menlo Park, California, home office, but employs 35 artists,
designers, programmers, 3D modelers, animators, and Web developers at its subsidiary
in India.

Legal-process outsourcing is a growing field in India where there is an increasing
number of qualified lawyers trained in the United Kingdom and United States. The rev-
enues have increased from $146 million in 2006 to $440 million in 2010 (The Econo-
mist, 2010).
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The focus of India’s largest outsourcers, and of American firms locating offices and
laboratories overseas, is no longer simply on labor costs. IBM is increasing employment
in India, China, Brazil, and Europe, as well as at new locations in the United States,
as part of a global reorganization. Its services workforce will be assigned to compe-
tency centers set up according to skill sets and to meet customer needs, rather than
having a mini-IBM in each country (Hamm, 2007). TCS has changed its business model
to include a focus on building up competences in markets in other countries so that it
can gain more knowledge of its customers and be of greater use to them (Marsh, 2007;
Hamm, 2007).

It has been estimated that the total number of US service jobs moving offshore will be
1.6 million by 2010 and 3.3 million by 2015. While approximately half of these are expected
to be in back-office work, a wide range of fields including architecture, computers, law,
medicine, and management will be affected. In a survey by Diamond-Cluster International
Inc. of firms that already outsource some technology abroad, 86% planned to send addi-
tional jobs overseas (Kirby, 2004).

In general, European companies have been less aggressive than North American cor-
porations in moving support services and jobs offshore. This is due to a combination of
factors including a desire to achieve social outcomes, less flexibility in cutting domestic
jobs, greater private and governmental concerns, and the less widespread use of some
European languages. A Rand Corporation report has indicated that the flexibility and
hospitable domestic environment will enable the US technology industry to maintain
world leadership. Even in the United States, however, the loss of jobs in the technology
sector worries employees in the industries affected, some economists, and some poli-
ticians, with some demanding legislation to slow or stop job exports (Konrad, 2003).
There are also concerns in the United States about perceived potential risks of workers
outside of US jurisdiction having access to detailed financial, medical and other infor-
mation on US citizens. Possible identity theft and privacy issues are among the con-
cerns (San Francisco Chronicle, 2003).

The concern over the loss of jobs in the United States has raised questions about the eth-
ics of sending so much work overseas. Chapter 2 provides some comments on how ethical
issues may influence public policy when taken up by groups (unions, companies, politi-
cians, etc.) that have or can gain political power.

While companies outsourcing work to firms overseas sometimes expected cost savings to
be as high as 50%, the actual cost savings for many have been nearer 10-20%. Most, how-
ever, intend to do additional outsourcing (Kirby, 2004).

Exporting business models

Every company has a business model for what it does and how it does it. That is, each
company offers some combination of products and/or services, develops methods for pro-
moting, pricing, distributing, and supporting what it provides, and develops systems for
management and control. In some companies the model is carefully thought out and its
effectiveness periodically evaluated while in other companies it may simply be thought of
as ‘what we do.

An organization that develops a new or different business concept, finds a better
way of organizing its operations and doing business, identifies a potential new market
and a way to exploit it, or develops some other innovative approach may gain a unique
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competitive advantage. The most valuable assets of highly successful Walmart in the
United States is not its stores or factories but its business model using unique expertise
in organizing its supply and distribution systems. The formation of Star Alliance, with
its code-sharing, coordination of flights, and improved reservations and ticketing, gen-
erated greater traffic and higher load factors for each of the 28 member airlines that
has joined as of 2016.

Case 1.5 provides an example of how one company changed its business model as mar-
ket conditions and competition changed. A number of companies that have developed
improved business models have been able to successfully apply these models in expanding
internationally. While their operations may include the export (or import) of products, it is
really the model being used (exported) that gives the companies their competitive advan-
tage. Exhibit 1.12 gives examples of innovative business models that have proved to be very
successful in some markets outside of their home countries.

Exhibit 1.12 Examples of successfully exported business models

@ eBay. Company founders recognized that the Internet could be used to develop an
entirely new type of market in which potential buyers and sellers could participate in
online auctions without ever having to meet. It grew rapidly in the United States and
then quickly spread overseas where its business method, organization, and size gave it
a competitive advantage. In 2009, eBay had over 90 million active users worldwide and
received 54% of its revenue from overseas (see Case 1.4).

® Cirque du Soleil. The Canadian-based circus without animals ‘is one of the rare
companies that utterly redefined their industries.’ It has a dozen full-time talent scouts
searching the world for outstanding performers, heavy emphasis on research and
development, elaborate staging and costumes, and New Age music. The company has
put on performances in 300 cities on five continents. It has 5,000 employees worldwide,
including over 1,200 artists speaking 25 different languages. Over 14 million people will
see a Cirque du Soleil show in 2010.

® Starbucks. There are coffee shops and chains around the world, but Starbucks
has successfully expanded to many countries by using a particular brand of ‘lifestyle
marketing,” selling the ‘Starbucks experience’ rather than just their coffee (Sullivan, 2003).
It aims to provide a community-gathering place to enrich people’s daily lives through
its particular ambience, friendly service, and consistent quality of the coffee drinks and
related products served. Started in the United States, the company now has 13,500
stores in 39 countries (Helm, 2007).

® lkea. The Swedish producer of high-quality furniture initially failed in its attempts to
market its products overseas because of their high cost. The company lowered costs
by developing ready-to-assemble products, reducing manufacturing costs through
standardization and mass production, and going to international sourcing of materials. In
a new and very successful effort at international expansion they emphasized very large
stores with easy freeway/motorway access and plenty of parking. This enabled them
to provide furniture that is accessible, approachable and economical (see the Case in
Chapter 5).

® 7-Eleven. This chain of convenience stores was started when a store selling blocks of
ice realized that their customers would be willing to pay premium prices for food products
if the company would supply them at hours when traditional food stores were closed. It
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used this model, adding additional products and new locations, as it grew to become the
world leader in convenience retailing. 7-Eleven maintains its competitive advantage by
making continual improvements in its demand tracking, stocking, and delivery systems
to keep costs low and increase responsiveness to customer demands. The introduction
of additional services and products serves to create additional customer traffic (see the
Case in Chapter 5).

® McDonald’s. There were many hamburger stands and some chains of stores selling
hamburgers in the United States before McDonald’s was started. The McDonald’s
approach, unique at the time, was to organize the production and delivery (sale) of
hamburgers and associated products (French fries, milk shakes, etc.) on the model of
a factory assembly line. The products themselves, steps in production (assembly), and
presentation to the customer were all standardized in order to produce food quickly,
cheaply, and of consistent quality. Its initial advantage, coupled with a franchise system
of opening new outlets, allowed it to expand rapidly. It remains the world’s best-known
fast food chain.

A business model that is successful in its home country will usually need some modi-
fications to fit the differing economic, political, legal or cultural environments in other
countries. In its international expansion of theme parks, Disney had to make a number of
adjustments in Japan, and achieving success in France was even more difficult and tenuous.
As with any international venture, management must carefully evaluate conditions abroad
before entering new markets. Some concepts and approaches simply are not exportable to
certain countries.

The companies introducing a new business model often lack the patents and particu-
lar technological advantages enjoyed by many exporters of products, though they typically
have trademarks and brands that may become more valuable as they grow. In order to
retain competitive advantage, they generally must rely on developing brand recognition,
economies of scale, wide coverage, and/or innovations — as well as maintaining consistent
high quality in service and products. The companies listed in Exhibit 1.12, as well as many
others, have continued to be very successful in some or all of their international markets,
even when imitators or other competitors have emerged.

Importing customers

Many companies (and nations) have relied to a greater or lesser extent on getting income
from foreign visitors as tourists, students, business travelers attending meetings, and/or
coming for recreational purposes. Increasing numbers of countries are now seeking to
attract ‘medical tourists.” The Korean government is building a group of medical clinics
with luxury apartments and a golf course and other recreational opportunities in the same
complex. Countries attracting medical tourists include India, Singapore, and other nations.
The number of Americans traveling abroad for medical treatment in 2007 was estimated to
be 750,000, with substantial growth expected in future years. Advantages, besides the low
cost, often include more luxurious accommodations and less delay in getting diagnosis and
treatment. Possible problems may include language and cultural differences and misunder-
standings (Choe, 2008).
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Purpose and approach of the book

This book is designed to provide a solid introduction to international marketing, cover-
ing all types of international marketing entry modes and activities, with an additional
emphasis on export management. The approach has been used in order to make the text
as applicable and valuable for small and medium-sized companies as it is for large inter-
national or global corporations. Many of the smaller enterprises, which comprise most
of the firms involved in international business, use exporting as their foreign-market
entry mode. All of the international giants do extensive exporting and importing.

The knowledge and understanding required for successful exporting provides a val-
uable foundation for undertaking any of the modes of market entry. Competence in
domestic marketing, by itself, is a necessary (but not sufficient) condition for success
in exporting and other modes of international marketing. Marketing across national
boundaries, in any entry mode, requires interacting effectively with those in other
cultures whose tastes, values, practices, economies, laws, and administrative systems
may differ from your own. This involves a distinctive set of competencies that must be
acquired. Thus the knowledge, examples, and cases in this book are applicable for all
entry modes.

In addition to knowledge, competence, and experience in foreign markets, success also
requires the proper attitude and commitment by company management. Kenneth Butter-
worth, chairman of Loctite Corporation, has stated that ‘the biggest non-tariff barrier for
Americans in the world is the attitude of the CEO.’

This book should be of interest, and use, to all those who will benefit from increased
knowledge of international marketing and exporting < Business students at the postgrad-
uate, undergraduate, and diploma levels, entrepreneurs, business executives and board
members in internationally interested firms.

Every chapter of this book illustrates how the special requirements of exporting and mar-
keting internationally affect the execution of the traditional functions of marketing.

While the basic principles of marketing are much the same whether it is being done in a
domestic or overseas market, the international marketer will find significant differences of
degree, and of kind. These differences, and any related difficulties, stem from the fact that
environmental conditions vary, products are crossing national borders, and there may be
marketing in two or more overseas areas at the same time.

The main focus of this book is on examining those marketing activities and institutions
that are ‘unique’ to international and export marketing. Chapter 2 looks at the bases of
export marketing, both from a macro and from a micro perspective, and discusses ethical
issues.

Chapters 3 and 4 are concerned with the international environment and examine
effects of all the dimensions indicated previously in Figure 1.2. Since these dimensions are
uncontrollable, adaptation to them is very important. Often business people tend to take
for granted certain aspects of the environment such as culture, since this is generally well
known in the domestic market. In export marketing this cannot be done since overseas mar-
kets represent unfamiliar cultures.

Chapter 5 covers the all-important market selection problem. Of concern are both strate-
gies to employ and methods of assessment. This is the essence of market opportunity analy-
sis. Chapter 6 deals with issues relevant to market(ing) research.



Appendix

The components of the international marketing mix are discussed in Chapters 7 to
13. Chapters 7, 8 and 9 cover the various market entry modes and channel of distribu-
tion strategies. Chapter 10 looks at the product, brand and origin variables. This chap-
ter also discusses the country of origin effects, and country biases which are essential
to the understanding of marketing in an international context. Pricing a product for
export markets and methods of financing transactions are the topics covered in Chap-
ters 11 and 12. Finally, export promotion and market communication issues are dis-
cussed in Chapter 13.

Chapter 14 covers supply chain management and the practical aspects of the handling of
export and import orders. Where appropriate, strategic implications are discussed within
the context of the particular topic of concern.

Appendix -
2007-2016

The recession beginning at the end of 2007 was the most widely spread and deepest in
over 40 years. The basic problems surfaced first in the United States, but spread rap-
idly through much of the rest of the world. The real estate market and the stock mar-
ket had become overvalued (as can easily be seen in retrospect). Long and increasingly
sharp rises in prices had occurred as both individuals and corporations bought addi-
tional properties and stocks based partly (or primarily) on expected further increases
in prices rather than on current economic usefulness. The real estate market began to
soften, and then went into freefall in the year bridging 2007-2008 as speculators and
those selling for other reasons could no longer find buyers willing to pay asking prices.
Even while this was happening, Lehman Brothers, a large financial firm doubled its
own real estate holdings and increased short-term property financing of property that it
hoped to resell at a profit.

Changes in real estate values were then accompanied by a sharp drop in the valuations
of companies and stocks. On 9 October 2007, the US Dow Jones Industrial Average of
stocks had reached an all-time high of over 14,164. It subsequently fell to a low of 6,547 on
9 March 2008, and did not get back even to 10,000 until mid-2009. It continued to range
between the upper 9,000s and the low 11,000s far into 2010.

The McKinsey Global Institute stated that in 2008 there was a decline of $16,000 bil-
lion or 8% in the value of global financial assets, the largest absolute fall on record. It was
accompanied by falls in equity and property values of $28,800 billion in 2008 and the first
half of 2009 (Wolf, 2009). Losses in consumer wealth in stocks and real estate resulted in
drops in consumer spending (and company spending). This led many companies to make
cuts in their labor forces, leading to further reductions in consumer income and spending.
The US government allowed some large financial institutions to fail, while it bailed out oth-
ers and some large manufacturing companies. Many smaller financial institutions and com-
panies went bankrupt, leading to more losses of jobs. In the United States, with one in six
American workers either unemployed or under-employed, low personal incomes and con-
cern about the future, robust growth in the short term seemed unlikely (Zukerman, 2010).
About the only bright spot in the picture was that exports held up better than imports. The
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US government implemented a stimulus package that was very large, but not adequate to
make up for lost incomes and values.

The problems in the United States spread rapidly to other countries. Some direct losses
occurred where packages of American real estate loans had been widely sold. Greater losses
occurred as local/regional real estate markets and stock markets in the developed coun-
tries, and most of the developing and less-developed countries, fell sharply. The magnitude
of the drop in each country was determined by local/regional differences and problems.
While labor laws in some European countries lessened reductions in their workforces (and
incomes) during 2007-2010, additional financial problems in the eurozone in 2010 caused
more problems there.

While the GDPs of most of the countries in the world dropped substantially during the
recession, notable exceptions were those in the two fastest-growing large nations in the
world, China and India. In those nations, GDP growth slowed, but continued to be positive.
While real estate and stock markets have risen in many markets since the low of the reces-
sion, in 2015/2016 levels are still below their highs in some markets.

Questions for discussion :

48

1.1 Why has there been such an increase in interest by business firms in international and export
marketing? Will this interest continue to increase? Why, or why not?

1.2 What is meant by internationalization and how does this relate to the global marketer?

1.8 Is taking a global view limited to companies that view themselves as global companies?
Explain.

1.4 Is it meaningful to attempt to measure the degree (or amount) of internationalization of a
firm? Explain.

1.5 What does it mean for a company to be ‘market driven’? Is this really important in today’s
environment or can a company be successful without being so driven? Explain.

1.6 Explain the meaning of the following statement: ‘If a company is to be successful in foreign
markets its management must have a good understanding of all aspects of the environment
within which it will be operating.’

1.7 Give two or more examples of how external factors (exogenous variables) in the interna-
tional environment make export marketing more complex than domestic marketing.

1.8 What is the relationship between importing and exporting for an individual company?

1.9 What are the three distinct components of export planning and strategy development and
how are they related?

1.10 Identify the potential barriers (or obstacles) that face companies considering — or expanding
— international marketing operations. Which are most important and which are less impor-
tant? Explain.

1.11 Is the role of the international marketer only to attempt to increase sales? Explain.
1.12 Is use of the Internet appropriate only for large companies? Explain.

1.13 What is ‘e-business’?
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1.14 Are online marketplaces useful only to businesses? Explain.

1.15 Does e-business present a threat or an opportunity to traditional stores and wholesalers?
Explain.

1.16 What factors have resulted in the rapid rise in outsourcing of jobs overseas?

1.17 Give an example of a ‘business model’ and how it can give rise to an opportunity to enter
markets overseas.
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Case study 1.2
—_— — _— “—

Voicedu

(This case was written by Mitsuko Saito Duerr, Director (Ret.), US Japan-Institute, San Francisco State University)

Mrs Yumi Kubo is the developer of a program that is designed to help parents with autistic children. The program, Voice4u,
has been sold in 21 countries in three languages (English, Japanese and Spanish) and has been highly praised by users and
associations concerned with autism. She hopes to reach many more parents, and others trying to help people with autism.

Mrs Kubo is the mother of an autistic child who fortunately was diagnosed when still very young. In order to help him
develop word skills when he was still a small baby, Mrs Kubo started cutting out pictures/simple icons from magazines
and other sources — pictures that could easily be associated with an object or action and a word. She laminated the pic-
tures and put them in a binder. She could then show him a picture, tell him the word, and encourage him to say the word.
This process has been effective for working with most autistic individuals, but is most effective if started when the person
is young. As her son’s word bank began to grow, the binder grew until it reached a weight of 15 pounds.

Mrs Kubo has devoted her life to raising her son and eventually to developing programs to help others. Her son
had been born when she and her husband were living in the United States while her husband was stationed here. Her
husband is a senior member of a Japanese corporation and must live wherever in the world his company assigns him. As
is still typical for large Japanese corporations, managerial personnel are simply assigned wherever the company feels
they are needed and the company does not necessarily take any personal situations into account. Mrs Kubo decided to
remain in American where she felt better care was available for her son, he would have less problems in interacting with
others, and there would be more opportunities for him. Mr Kubo’s company was very supportive in helping to arrange for
Mrs Kubo and her two children to remain in the United States.

Wherever she went with her son, she carried the binder with her. In his younger years, she also had to carry around
his clothes, food, diapers, and even the boy himself when he would throw a tantrum and refuse to walk. This ended up
becoming an average of 70 pounds to carry, and Mrs Kubo herself only weighed 80 pounds at the time. She developed
tendonitis, leg problems and finally had to use crutches. Her son is now 16 years of age. He has made remarkable pro-
gress with her tutelage, and technology has now made her life easier for her.

A major advance came for Mrs Kubo, and others, when she was able to develop an application for an iPhone that would
allow anyone using it to call up any icon/picture at any time wherever they were, and the iPhone would say the appropriate
word for the autistic person. The app can be used by the autistic person themselves as well as by someone helping them. As
an autistic person begins to use it by themselves, parents or caregivers can sleep longer and easier. One disadvantage of the
iPhone was the small size of the picture, so when Apple introduced the iPad Mrs Kubo made an app for that also.

The iPad’s larger screen made another application possible: it could be used to enable some older people with speech
problems, and others who had difficulty talking, to more easily communicate by pointing.

Despite the widespread sales of Voice4u, Mrs Kubo is still concerned about the number of parents and caregivers that
do not know about it. She wonders how knowledge about it could be spread more widely.

Question
1. What other means might be helpful for spreading information about Voice4u?

e — _— ~——

New United Motors Manufacturing Inc.

(This case was written by Mitsuko Duerr and Edwin Introduction
Duerr, based on a combination of primary and second-

In 2010, New United Motor Manufacturing, Inc., a unique
ary research)

and highly successful joint venture between America’s
General Motors and Japan’s Toyota, went out of business.
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NUMM]I, as the company was commonly known, had
been formed in 1984. It had required a special anti-trust
exemption from the US government for the two com-
petitors to form a joint venture. NUMMI demonstrated
that unionized American labor could work cooperatively
with management, quickly become highly productive
and produced automobiles of top quality. It provided
its workers with an unprecedented level of control over
the production line, a high level of employment secu-
rity, and created a level of mutual trust unknown in
any other American-owned automobile plant. NUMMI
enjoyed excellent management-labor relations with no
strikes, except for a symbolic one-day protest, in its 26
years of operation. It produced both GM-branded and
Toyota-branded cars on an assembly line designed so that
it could make more than one model at a time without hav-
ing to shut down for a change.

The announcement that the company was actually
to close came as a shock to its workers, and the busi-
ness community. The NUMMI plant was operating at
full capacity. It was well known for its high productivity,
the high quality of its vehicles, and its cooperative labor—
management relations.

There had been a celebration of NUMMTI’s twenti-
eth anniversary in San Francisco on February 12, 2004.
It included a by-invitation-only meeting, a dinner, and a
press conference (Meetings, 2004). The CEOs of all three
companies involved had participated, and emphasized the
benefits of the joint venture to each company. Fujio Cho,
President of Toyota Motor Corporation, stated ‘NUMMI
was Toyota’s initiation into North American production.
We are very proud to build quality products with GM.
Without their partnership 20 years ago, Toyota would not
be where it is today’ (Hokubei Mainichi, 2004). G. Rich-
ard Wagoner, Jr., Chairman and CEO of General Motors
Corporation, said ‘From the start, NUMMI has succeeded
in bringing jobs and economic development to Califor-
nia, in showing that global auto manufacturers can work
together and learn from each other, and in demonstrating
the value of global trade and cooperation.’ At the dinner,
there were laudatory remarks by NUMMI President Yukio
Azuma, Bruce Lee of the United Auto Workers, and vari-
ous dignitaries (Meetings, 2004).

In spite of the value of NUMMI, there had been prob-
lems before the closure. General Motors Corporation had
gone bankrupt during the recession beginning in 2007-08.
In June 2009, just before it emerged from bankruptcy in
July with its new name of General Motors Company, it
announced that it was abandoning the NUMMI joint ven-
ture. It turned out that the joint venture was one of the
‘discarded assets’ of GM turned over to Motors’ liquidators
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in the reorganization. This left Toyota as the sole owner,
and Toyota was having its own problems. After having
been highly profitable for many years, the company pro-
jected an annual loss of $2.2 billion for its 2009 fiscal
year (Ohnsman and Kitamura, 2009). While this loss
amounted to very little compared to its accumulated earn-
ings and liquid reserves, it caused great concern among
the company’s leaders.

Toyota announced on August 27, 2009 that it would
close the NUMMI plant at the end of March. It actually
occurred at the end of the shift on April 1, 2010. This
resulted in the direct loss of the jobs of the 4,700 workers
at the plant, plus the loss of thousands more jobs at sup-
ply companies in the region (Abate, 2010). It also meant a
serious loss to the economy of the region.

This case discusses the objectives of General Motors
and Toyota in starting the joint venture, the reason that
the United Automobile Workers agreed to cooperate, and
the benefits that the participants gained from it.

Background

In the 1970s, Toyota and several other Japanese automo-
bile manufacturers had established themselves as produc-
ers of high-quality, low-cost small cars. At the time, the
large American manufacturers did not take the inroads
seriously. They produced the large automobiles that most
of the American public preferred. Though they had made
attempts to produce small cars, in general they had not
been able to make them cheaply enough and with high
enough quality to compete in the small market for small
vehicles. One exception was Studebaker that had devel-
oped a popular small automobile, but Studebaker had
ceased to exist as a separate company shortly thereafter
and the production was abandoned. In one other attempt
to meet Japanese competition in compact car manufactur-
ing, General Motors had built a highly automated plant, at
a cost of billions of dollars, at Lordstown, OH. Labor strife
had prevented the plant from reaching the level of labor
productivity required to justify the investment.

Oil crises in 1973 and 1978-79 greatly increased the
cost of gasoline and led to increasing demands for com-
pact and subcompact cars. The US manufacturers were
not in a position to meet this increasing demand. Some
European companies producing small vehicles increased
their sales to the United States, but the Japanese had a
comparative advantage with their high-quality, low-cost
vehicles. Thus the Japanese captured a growing share of
this growing market, and enjoyed a rapidly increasing
share of the total US market for automobiles (Duerr et al.,
2005). Employment in the US automobile industry fell
by 33.6%, a loss of 347,000 jobs (Wong, 1989). The US



companies tried to place the blame on unfair competition,
the cheap and exploited or unreasonably hard working
Japanese labor force and/or on American unionized labor
that produced poor-quality products at high cost.

Faced with lost jobs and lost profits, American indus-
try and labor combined to lobby for a restriction on
imports. The US government convinced the Japanese
government to restrict automobile exports to the United
States with a Voluntary Restraint Agreement (VRA).
From the standpoint of the Japanese government,
imposing the VRA seemed preferable to the possibility
that the US might impose even stricter quotas. The Japa-
nese based the quotas for individual companies on their
prior exports to the United States.

The Japanese companies did not lose profits under
the VRA. They made even greater profits because they
had been selling their cars at prices well below the com-
petition in order to rapidly increase market share. Faced
with an absolute limit on the number of cars they could
sell, they raised prices and/or introduced more expensive
models. It has been estimated that the profits of Japanese
companies were increased by some $1 billion to $1.6 bil-
lion in 1983, and by some $1.6 billion to $2.6 billion in
1984 (Smith, 1989).

The Japanese manufacturers still wished to increase
market share in the United States beyond what the VRA
would permit. Honda thus started manufacturing automo-
biles in a plant in Marysville, Ohio in 1982 and Nissan began
production in Smyrna, Tennessee in 1983 (Wong, 1989,
p. 89). These factories produced automobiles of higher
quality and at lower costs than American-owned plants did.

Given the Honda and Nissan examples, American
automobile manufacturers began to realize that at least
part of the Japanese success was due to management pol-
icies and production systems. Still, most of the Japanese
plants used non-union labor while all of the major Amer-
ican automobile companies had workforces with strong
unions and entrenched managements, both of which were
resistant to change.

Objectives

Toyota’s objectives

Toyota’s primary objective in beginning manufacturing
in the United States was to protect and increase its mar-
ket share. It had a long-range goal of surpassing General
Motors as the world’s leading manufacturer of automo-
biles (Armstrong, 1985). It had earlier overtaken Nissan
to become Japan’s largest automobile manufacturer, and
did not want to have its position in America eroded. Toy-
ota preferred to manufacture only in Japan and export
their cars to world markets (Duerr et al., 2005). However,
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with the VRA, and Honda and Nissan now producing cars
in the United States, Toyota felt that it also had to estab-
lish manufacturing facilities there.

A US plant would be Toyota’s first overseas manu-
facturing facility, and the company had many concerns.
A joint venture was viewed as an approach that would
lower the risk while providing help in overcoming dif-
ficult potential problems. Toyota stated that it wanted
to (1) gain experience with American unionized labor,
(2) gain experience with American suppliers, and
(3) help diffuse the trade issue between the United States
and Japan (Community Relations Department, 1990).
Regarding the third objective, the job-creating effects
of foreign direct investment were believed to defuse the
protectionist sentiment caused by imports (Wong, 1989).
Douglas Fraser, then president of the United Automobile
Workers union, had earlier gone to Japan to urge Toyota
and Nissan to build factories in the United States, but had
received little encouragement at the time (Gelsanliter,
1992, 10-11). When then GM Chairman Roger Smith
approached Eiji Toyota, then Chairman of Toyota Motor
Company, about the possibility of a joint venture, the idea
for NUMMI was born. Mr Toyota said that they hoped
NUMMI would be ‘a model of economic cooperation
between Japan and the United States — one that contrib-
utes to the American economy’ (NUMMI, 2004a). With
regard to the overall results to be achieved from NUMMI,
Toyota placed gaining of market share above profits.

GM’s objectives

General Motors had two major objectives in entering
the joint venture: ‘to gain first-hand experience with the
extremely efficient and cost-effective Toyota production
system’ and to obtain high-quality automobiles for its
Chevrolet division (Community Relations Department,
1990). GM hoped that it could apply what it learned at
NUMMI in its other plants, and thus gain great benefits
company-wide.

The car to be produced at NUMMI, the Nova, was one
of a family of GM subcompacts. It was to be priced so as to
enable GM to compete more effectively in that part of the
US market.

Approaches taken

The joint venture was located in Fremont, California in
a facility that had been a General Motors plant. The GM
plant had been closed in 1982 because of its history of low
productivity, low quality, and very poor labor relations.

In the original division of responsibilities for the joint
venture, Toyota was to be responsible for manufacturing
while General Motors was to market all of the output.
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The only car to be produced was the Chevrolet Nova,
one of a family of GM subcompacts, most of which were
imported.

Toyota entered into the agreement with the full inten-
tion of using its own approaches to manufacturing (Meet-
ing, 1984). While preserving the basic Japanese model,
as discussed below, they wanted to learn everything they
could about American labor relations and American val-
ues. Some modifications were made to the Japanese
model as discussed below.

A General Motors executive commented that:

The nature of Toyota is not to copy anyone.
They are avid learners and carefully watch what
others do, learning from the mistakes of others
as well as from their own mistakes . . . They
wanted a lot of counsel and advice — they knew
nothing about (our) labor unions or the psyche
of American workers . . . They wanted more
information about US labor relations than GM
felt comfortable in divulging. (Interview, 1990a)

Some of the modifications to policies used in Japan
that Toyota made at NUMMI were relatively minor,
though quite effective. Suggestions from GM led them
to take actions to appeal to the egalitarian nature of
American workers. They provided only one cafeteria to
serve both workers and managers, something that is not
done in their Japanese plants (nor in typical American
plants). The parking lot at NUMMI was on a first-come,
first-served basis without reserved spaces for managers
(though reserved spaces are provided for visitors). Again,
this is not done in Japan. In a visit to the NUMMI plant
in 2004, the authors noted that the employees waved to
visitors going by in plant tour vehicles. This had not been
done in earlier years, but the value of it was apparent.
Besides giving a good impression to visitors, the visitors
tended to give friendly waves in return, creating a more
friendly environment overall (Factory visit, 2004).

NUMMI stressed consensus decision-making and
channels for staff feedback. A GM executive who worked
at the plant indicated that this resulted in slow deci-
sion-making, but that the managers never experienced
surprise changes when they arrived in the morning
(Interview, 1990a).

Key factors in Toyota’s approaches were:

developing cooperative management-labor relations;
. carefully selecting workers;

. providing extensive training to workers;

» W N =

. stressing teamwork and the responsibility of the indi-
vidual to the work group;
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5. putting safety and quality first, assigning the responsi-
bility for safety and quality to each worker, and giving
them the authority to assure it;

6. implementing Toyota’s ‘lean production system’ based
upon the foundation of the first four key factors.

Developing cooperative management-labor
relations

(Duerr and Duerr, 1998)
The NUMMI joint venture could not offer Japan’s tra-
ditional ‘lifetime employment’ in which an employee is
expected to give total loyalty, dedication, and long work-
ing hours to the company in return for continuing to be
employed even if the company no longer needs him. Even
in Japan this system, though still used in many large com-
panies, was on the decline.

However, the United Auto Workers union was invited
to participate in the development of a Collective Bargain-
ing Agreement along with Toyota and GM representatives,
and including former US Secretary of Labor W.J. Usery.
The Letter of Intent stated: ‘Both parties are undertaking
this new proposed relationship with the full intention of
fostering an innovative labor relations structure, mini-
mizing the traditional adversarial roles and emphasizing
mutual trust and good faith’ (International Labor, 1990).

The final result was a labor agreement offering the
highest level of security in the US automobile industry.
It provided for advance consultation with the union on
major business decisions, non-confrontational prob-
lem-resolution procedures based on discussion and con-
sensus, and provisions giving team members (workers)
the right to stop the line combined with a limited no-strike
provision (Collective Bargaining Agreement, 1985).

A unique feature of the contract was that the company
would not lay off employees unless compelled to do so by
severe economic conditions threatening the company’s
long-term financial viability. This commitment was put
to the test in 1987 when reduced demand for the auto-
mobiles caused line slowdowns and an excess number of
workers. The company did not lay off any workers. They
reduced the number on the assembly line, but reassigned
the excess workers to ‘continual improvement teams’
and to training to upgrade their skills. While the Com-
pany and UAW together applied for and received some
training funds from the State of California, NUMMI lost
$80 million in 1988 and additional money in 1989 (Hof
and Treece, 1989).

Similarly in 2004 when the company shut down the
truck line to set up for a new model, it did not furlough
any workers. Instead, the time was spent in retraining



team members to work more productively on the remod-
eled line (Wallack, 2005).

The General Manager of Human Resources at NUMMI
indicated that the real key to labor-management relations
was the way people dealt with each other on a day-to-day
basis (Meeting, 1985). When a work dispute arose on the
production line and could not be handled there, a call for
assistance was sent to the personnel office. Union officers
and company personnel people were stationed together in
that office, and one of each would go together to attempt
to solve the problem. Employees who were late or absent
were counseled by their team leaders, and assistance
offered to them to solve their problems (transportation,
etc.) if possible. Disciplinary actions were taken only in
chronic cases and only after consultation with union rep-
resentatives (Duerr, 1992, 10).

Careful selection and training of workers

Applicants for positions at NUMMI were carefully selected
(Interview, 2004). They were told that all employees
needed to be willing to contribute to an atmosphere of
trust and cooperation. Potential production employees
went through a three-day assessment that included pro-
duction simulations, individual and group discussions,
and written tests and interviews. Those hired went
through a four-day orientation covering the team concept,
production system, quality principles, attendance poli-
cies, safety policies, labor management philosophies, and
the competitive position of the auto industry (NUMMI,
2004a).

In 1984, the first 26 production workers hired included
most of the former officers of the UAW local union. This
might seem like a strange choice, given the difficult labor
problems GM had when it operated the Fremont plant.
However, the union had worked cooperatively in design-
ing the new management-labor system. Furthermore,
having been elected union officers in the past indicated
that the individuals had leadership potential.

The former union officers, now NUMMI hourly work-
ers, were invited to help in interviewing and evaluating
additional applicants for jobs. They participated in ori-
entation sessions, played an important role in training,
and participated in discussions about the selection of
supervisors. Approximately 85% of the initial total work-
force comprised former GM Fremont plant UAW workers
(Duerr, 1992, 5).

Though hiring began in May 1984, initial assembly did
not start until December of that year and actual full pro-
duction on the first shift wasn’t reached until 11 months
later. The reason for the slow start was Toyota’s plan to
provide a high level of training. Beginning in June 1984,
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several groups of 32 members each were sent to Toyota’s
Takaoka plant in Japan for three weeks of classroom and
on-the-job training. The membership typically included
group leaders, team leaders, and union representatives.
Returnees became the trainers for newly hired workers.

Stressing teamwork and responsibility
of the individual

From the beginning of discussions with the union, there
was an emphasis on a team approach. Each worker was
assigned to a four- to eight-person team with a team
leader who might also be a union coordinator. Above the
team leaders were group leaders who coordinated three
or four teams each (Holden, 1986).

Each team was responsible for doing the work assigned
to it, and each team member was responsible for support-
ing their team. Individual members were responsible for
improving their own productivity and efficiency, and
teams were responsible for improving operations in their
areas of responsibility. Teams were kept informed of com-
pany objectives in quality, cost, production, and safety,
and the teams’ parts in meeting these objectives. There
were periodic reviews and evaluations of performance.

Team members received training in problem-solving
methods. In accordance with the Collective Bargaining
Agreement they were responsible ‘for participation in
Quality/Productivity improvement programs such as QC
circles’ (Collective Bargaining Agreement, 1985). The
company, teams, and individual employees took pride in
the improvements made due to their suggestions, particu-
larly the suggestions that were subsequently adopted in
the similar Toyota plant in Japan (Factory visit 2004 and
earlier visits).

In the production groups, each member was cross-
trained to do every job. For production line workers, there
were only two work classifications. Workers in the skilled
trades were divided into three functional areas. Under
GM, there had been over 100 different job classifications
in the plant.

The company did not employ so-called ‘relief workers,’
individuals who are multi-skilled and without perma-
nent assignments who could fill in for absent employees.
Because each team member was cross-trained and there
was a lack of restrictive job classifications, other members
of the team could fill in for a member who was missing.
When a person was absent from his team, the other mem-
bers were expected to do that job in addition to their own.
Thus if an employee was late or absent, it placed an addi-
tional burden on all of their teammates. This provided
peer pressure to be on time and do a full share of the work
(Meeting, 1985).
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The company used a consensus-style decision-making
process for major decisions, obtaining input from all areas
concerned, and holding discussions until agreement was
made. Where the union was concerned, for example
when adding additional capacity for manufacturing com-
pact trucks was proposed, they were consulted. In this
case the company indicated that, in order to make such
an expansion economically feasible, they would hire addi-
tional workers but would also need to be able to assign
involuntary overtime. The union leaders objected to any
mandatory overtime so the company said they would not
make the trucks in Fremont. The union members, in turn,
objected to what their leaders had decided and immedi-
ately recalled the existing leaders and elected new ones.
The expansion then went ahead.

For decisions affecting only their own team or area,
team members were encouraged to make their own
decisions.

Obviously, all considerations of consultation were
ignored when the most important decision was made. The
closure of the plant, and the loss of all jobs, was done uni-
laterally by Toyota’s upper management in Japan.

Putting safety and quality first

From the beginning, NUMMI recognized that for safety
and quality to be given primary emphasis, the workers
had to be able to have some control over the process and
operations. This was accomplished in two ways. First,
any assembly line worker could stop the line in the event
of safety or quality problems simply by pulling an over-
head cord. No prior consultation with a supervisor was
required.

Secondly, there were electric signboards located
throughout the plant that were controlled by the workers.
Each board had three lights: green, yellow, and red. Green
indicated that everything was okay, yellow indicated
there was a problem that required assistance but did not
require shutdown of the line, and red indicated line shut-
down. Yellow or red lights could be triggered by sensors
on the machines themselves or by the workers pushing a
button. The yellow light typically resulted in assistance
being provided by the team leader or group leader.

Each worker and each team was responsible for ensur-
ing that the materials, parts and components coming to
them did not have identifiable defects and fitted prop-
erly into the assembly they were making. They were
also responsible for ensuring that their work was done
properly.

The company’s commitment to quality was clearly
illustrated in August 1990. It was discovered that parts
arriving from a new supplier were defective. Rather than
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continue production with parts that might later require
replacement, the plant was shut down for three days until
new parts could be obtained. Cars that had already been
produced were not shipped to dealers but were held for
part replacements. Since it was not the workers’ fault that
the parts were defective, and NUMMI wanted to encour-
age them to report defects, the company offered the work-
ers full pay for the period the plant was shut down (San
Francisco Chronicle, 1990, B1).

Implementing the Toyota Production System

The successful implementation of the Toyota Produc-
tion System at NUMMI required and was based upon the
development of cooperative labor-management relations,
careful selection and training of workers, development
of teamwork, and giving workers the authority to assure
safety and quality as outlined above. The elements of the
lean production system used by Toyota included a just-in-
time inventory system; a quality assurance system under
which workers do not allow defective parts to pass from
one workstation to the next; continuous improvement to
eliminate waste in machinery, material, labor, and pro-
duction methods; and standardizing of improved proce-
dures (NUMMI, 2004b).

The just-in-time (JIT) inventory system is designed to
produce only what is being ordered or sold rather than to
produce for inventory that will be used to absorb ups and
downs in demand. Lowered (or eliminated) inventories of
incoming, in-process, and finished goods saves space and
costs of money tied up. It also:

e results in quicker identification of problems arising
due to defective inputs or processing problems;

e results in increased emphasis on avoiding breakdowns
(and thus on preventive maintenance); and

e provides additional pressure to make production pro-
cesses more flexible (such as being able to produce
more types and styles of vehicles on one assembly line,
as is done at NUMMI).

The JIT system was modified at NUMMI to account
for the fact that that some parts were obtained from
suppliers located at a distance from the plant, may be
subject to delays, and need to be purchased in quanti-
ties that may be shipped economically. Modification was
also required by the need to run assembly lines at con-
stant speeds in order to maximize productivity. There-
fore some inventories of incoming materials and finished
goods did occur, but were kept at a minimum. Finished
parts were kept on the premises for 48 hours or less
(Factory visit, 2004).



Worker responsibility for ensuring that defective parts
did not move from one station to the next, coupled with
the ability of the worker to shut down the line, supported
an emphasis on quality.

Continuous improvement and standardization of
improved processes resulted from suggestions made by
teams and individual team members. Adopted by the
company and made into standard practices, these resulted
in making work safer, easier, and/or more productive
(Factory visit, 2004 and earlier visits).

A continuing pressure for improvement came from the
electric signboards indicating the status of each process
step at all times. A team leader who met with the authors
away from the plant, and requested anonymity, indicated
that some of the workers believe management wants all
of the green lights to be on most of the time, but not all
of the time. If the line is on green all of the time, except
for unanticipated breakdowns (which should be virtually
eliminated by preventive maintenance), it means things
are too easy. Then the line speed should be increased until
yellows and/or reds appear occasionally. These distress
signs will point up the weakest parts of the system, which
can then be studied to find ways of improvement. When
the line is back to all green again, another speed increase
can be used to identify the next bottleneck (Duerr, 1992).
(The speeding up of a production system to identify and
fix weak points was observed by the authors during con-
sulting work for other companies, but none used the elec-
tric signboard system that results in workers directing
attention to weak points.)

A question arose over the effect that the continued
increases in line speeds had on worker support of NUM-
MT’s overall approach. Ken Higashi, when president of
NUMMLI, indicated that the workers went through sev-
eral stages after the beginning of production at the plant.
First, they were very happy just to have jobs with good pay
and benefits, and did not complain. Then they began to
feel that they were being pushed too hard. However, in
1987 when there were no layoffs in spite of low demand
and cutbacks in production, ‘the workers realized that
they were greatly appreciated’ and ‘began to fully realize
that we really do value them as an important part of the
company’ (Interview, 1990b). Since then, the company
has continued to add more workers as production has
increased, and it appears that the workers do realize that
their hard work is giving them secure employment.

Results achieved

Manufacturing at NUMMI, under the exclusive control of
Toyota, has been a success since the beginning of opera-
tions. Marketing, with only GM-branded vehicles being
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produced, was a problem from the start. It was solved
only by changes in strategy, with NUMMI beginning to
also produce Toyota-branded cars and Toyota taking over
the responsibility for marketing them.

Operating results

The NUMMI plant quickly became 40% more productive
than the average US American-operated automobile man-
ufacturing facility (AJBS Meeting, 1988). Researchers
at the Massachusetts Institute of Technology estimated
in 1988 that productivity at the NUMMI plant exceeded
that of all American-owned US automobile plants, except
for Ford’s Taurus facility with which it was approximately
equal.

Labor relations improved dramatically. At the end of
the time when GM had been running the Fremont plant
there was a backlog of over 1,000 grievances and 60 dis-
puted firings. Absenteeism was over 20%, and there were
many days on which the plant could not start on time
because not enough workers had showed up (Interna-
tional Labor, 1986, p. 15).

In the first two years under NUMMI management,
attendance was at 98% with most of the absences occur-
ring for excusable reasons. Only one grievance was not
solved informally (International Labor, 1986, p. 16).
Absentee rates are still low by US standards, though
higher than at Toyota plants in Japan. Labor relations
remain very good.

Marketing results

There were serious problems in marketing. Falling sales
of the Chevrolet Nova resulted in a need to cut back pro-
duction at NUMMI in the 1980s. Four problems have been
suggested as accounting for Nova’s poor sales: ineffec-
tive advertising (Treece et al., 1989, p. 126); ‘experience
with small Chevrolets had imbued customers with brand
disloyalty that’s hard to overcome’ (Consumer Reports,
1986, p. 81); somewhat dull styling; and the fact that the
Nova seemed expensive when compared with other small
Chevrolet cars.

The first attempt made to alleviate the problem was
Toyota’s authorizing the production of some Toyota
Corolla FX automobiles at the Fremont plant. This meant
that the original division, with Toyota simply handling
production and GM doing all of the marketing, was no
longer valid. Unfortunately, the Corolla FX was nearing
the end of its life cycle and its sales were not enough to
maintain full production at NUMMI, leading to dimin-
ished output and financial losses.

Introduction of a new Geo Prizm (for General Motors)
and a new model of Toyota Corolla brought production
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at the Fremont plant back up. The new Geo Prizm, with
similar styling to the new Toyota Corolla and of iden-
tical quality, did not sell as well as expected while the
new Corolla sold better than expected. Consumers sim-
ply believed that Toyotas were better cars. An article
in Fortune in 1988 stated that ‘It may take years to turn
around GM’s reputation for bad quality and uninspired
design’ (Moore, 1988, p. 35). It did.

With General Motor’s agreement, Toyota built its own
separate and wholly owned facility for manufacturing
trucks at the NUMMI site. Production of Toyota compact
pick-up trucks began in 1991 and redesigned models of
the Tacoma were introduced in 1995 and 2004. The last
Geo Prizm was built in 2001, and production of the Pon-
tiac Vibe started in 2002. A right-hand drive model of the
Vibe named the Voltz, built for Toyota to export to Japan,
also went into production in 2002 (Armstrong, 2002, B1).
Sales in Japan were disappointing and the model was
discontinued.

The marketing situation for General Motors automo-
biles produced at NUMMI remained cloudy as the com-
pany continued to lose market share. At NUMMI in 2004,
only 20% of current production was for the Pontiac Vibe,
with the other 80% taken up by Toyota Corolla and Toy-
ota Tacoma light truck (Factory visit, 2004). In 2010, only
10% of the NUMMI output was GM-branded cars.

Customer perceptions proved to be difficult to
change and long-lived. When NUMMI started making
GM-branded cars along with the Toyota-branded cars,
they were made on the same assembly line by the same
workers with the same attention to quality. The independ-
ent and highly respected US magazine Consumer Reports
evaluated them as of the same quality based on tests made
by Consumer Reports. However, buyers still preferred the
Toyota-branded versions to the GM-branded ones. Of
even greater interest, surveys by J. D. Powers indicated
that owners of the Toyota-branded vehicles reported
fewer problems and were more satisfied with their vehi-
cles than did the owners of the GM-branded vehicles.

Applying lessons learned and evaluating
the benefits

There appear to have been substantial differences in
what Toyota and GM were able to learn and apply from
the joint venture. The authors’ evaluations of what each
achieved compared to its original objectives is as follows:

Toyota

The experience of Toyota at NUMMI helped the company
to realize its primary objectives. It successfully applied
what it learned in the joint venture, and increased its
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confidence in its ability to successfully manufacture in
other countries. It quickly moved ahead internationally in
building new wholly owned factories in the United States,
Canada, Europe, and Asia (in countries where it was not
required to have a partner).

At NUMMI, Toyota learned that it could work effec-
tively with American unionized labor. It has made some
adjustments to the approaches it used in Fremont while
keeping others the same:

e Its next factory was established as a wholly owned
subsidiary, and located it in Georgetown, Kentucky
where it could hire a non-union workforce.

e Having found that it could achieve high productivity
and quality with a moderate level of automation, it
decided that it could do even better by investing in a
higher level of automation for its new plant.

e Its favorable experience in Fremont has been followed
by the implementation of similar policies in selection,
training, sharing of information, and the use of the
team approach in Georgetown and elsewhere (Duerr,
1991).

Toyota made the greatest possible use of the expe-
riences gained by the executives and managers initially
assigned to NUMMI. Most of them were transferred as a
group to the Georgetown factory. The personnel manager
was later transferred from Kentucky back to Japan, where
he was eventually put in charge of worldwide personnel
relations for Toyota.

The company did learn to work effectively with Ameri-
can suppliers or, to put it another way, American suppliers
learned to work with Toyota.

Toyota’s share of the American market has been
increasing steadily since it began manufacturing in the
United States. In 2003 its worldwide vehicle sales passed
those of Ford Motor Company to make it the world’s sec-
ond largest automobile manufacturer (Zahn, 2005). Toy-
ota began producing large trucks in the United States in
2006 (The Nikkei Weekly, 2006). By 2004, Toyota was pro-
ducing, in North America, 60% of the cars it sells there.
It was also earning more than 70% of its profits in the
United States (Financial Times, 2004). In 2004, it became
the world’s most profitable automotive company and its
market capitalization was greater than that of GM, Ford,
and DaimlerChrysler combined (Ibison, 2004). Toyota
continued to be the world’s most profitable automobile
company until 2009 when the recession, declining sales,
and the high value of the yen meant that earnings over-
seas did not translate into enough yen to offset losses
in Japan. (Where $100 once provided ¥110 or more to



Toyota in Japan, the exchange rate in mid-July 2010
translated $100 into only about ¥84.5, a drop of over 23%
in receipts for Toyota for profits on US sales. Earnings in
euros and British pounds also dropped when converted
into yen. The problem of exchange rate changes is dis-
cussed in Chapter 11, Pricing decisions.)

General Motors

General Motors only partially achieved its two objectives
of learning the Toyota production system and producing
higher-quality vehicles. General Motors did gain valuable
experience with the New United Motor Manufacturing,
Inc. joint venture, but found it difficult to apply what it
had learned to other GM plants. They were able to obtain
high-quality small cars from NUMMI, but had difficulty
selling them.

General Motors provided a number of managers with
experience in working at NUMMI, and thousands of
workers and managers with visits to the Fremont facility.
Several factors prevented this experience from being as
valuable as GM had hoped. One reason was that in their
assignments following work at NUMMI, the GM manag-
ers were not kept together, but rather distributed to var-
ious positions around the company. In their individual
post-NUMMI positions they were surrounded by workers
and managers whose traditional adversarial relationships
were so entrenched that they simply could not be changed
by one individual, or even a small group of people (Inter-
view, 1990a).

In more recent years, teams of managers with expe-
rience at NUMMI have been sent as a group to some GM
plants. This appears to have helped General Motors in mak-
ing substantial improvements in productivity and quality.

Experience with NUMMI was also applied by GM in
an innovative small-car project named Saturn, origi-
nally conceived by GM CEO Roger Smith in 1983. It was
designed to ‘make superb little cars to beat the Japanese
at their own game’ (Taylor, 2004, p. 119). In order to free
the project from the bureaucratic constraints of GM, allow
the development of cooperative labor-management rela-
tions, and to provide it with its own identity, it was set
up as a separate company. Any GM employees desiring to
work for Saturn had to give up their positions and senior-
ity with GM. After seeing the results achieved at NUMMI
with just an average level of automation, GM scaled back
the level of automation to be used at Saturn — the opposite
approach Toyota took at its next US facility in Kentucky.

Saturn was a success in achieving a high level of labor—
management cooperation, and gaining sales to people
who had previously purchased Japanese or European cars:
70% of first-time Saturn buyers had previously owned
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foreign-nameplate cars. It also achieved high customer loy-
alty. However, until recently, Saturn produced only small
cars. Thus Saturn buyers did not have any larger Saturn
cars to trade up to, and often switched to European or Japa-
nese cars. The company also suffered periodically, depend-
ing partly upon who was in top management at GM, from
lack of advertising, lack of new models, poorly designed
models, lack of adequate funding for advertising and other
activities and/or lack of updates to its vehicles. When GM
did decide to make other ‘Saturn’ models, it decided to pro-
duce most of them at existing GM plants. It also intended
to have Saturn work closely with other divisions on engi-
neering, designs, sharing of platforms, parts, and produc-
tion facilities. Saturn would thus have had a wider range of
vehicles, but possibly at the cost of losing its unique iden-
tity. Some Saturn-branded cars were produced, but further
development ceased when GM decided to close the Saturn
subsidiary. Saturn had attained high quality, high produc-
tivity, and good employee relations. However, because of
the problems noted above, the company was never able to
have the production level and variety of cars required to
support a separate company/division. Saturn never made
money in the 26 years it was in operation.

While what General Motors learned at NUMMI did
help them to make substantial improvements in produc-
tivity, they still lag behind Toyota. They have also made
great strides in improving quality, surpassing some over-
seas manufacturers but still lagging behind the major
Japanese companies. At the same time, Ford made major
productivity and quality improvements based on its long-
term partnership with Mazda, its learning from Japanese
companies, and its own leadership. It was the only major
US manufacturer that did not require a substantial loan
from the US government to survive the recession.

All three of the major US manufacturers have
increased the use of shared platforms and parts (Welch
and Kerwin, 2004), developed faster and cheaper meth-
ods of designing new vehicles, and adopted aspects of
lean production.

General Motors does recognize the need to improve its
quality image. In July 2005, it took out full-page adver-
tisements in some leading US newspapers showing recent
favorable ratings by J. D. Power and Associates. They
still have a long way to go. ‘Toyota’s appeal to the Amer-
ican driver is built on decades of high quality standards
— something Detroit manufacturers are only just starting
to rival’ (Mackintosh, 2004). Toyota continues to have
a better global reputation for ‘good mileage, ecological
features and reliability’ (Kagemaya, 2005), or at least it
did until the recalls in 2009-10 (see the Toyota Case in
Chapter 2).
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Summary

Toyota appears to have benefited more than General
Motors from the New United Motors Manufacturing joint
venture.

Toyota learned how to work effectively with the Amer-
ican workforce and suppliers. It used this knowledge,
and the confidence it gained, in its subsequent world-
wide expansion of manufacturing facilities. It has greatly
increased both worldwide market share and profits,
becoming the world’s second-largest automobile producer
and, until 2009, the most profitable. It did substantially
reduce trade friction resulting from automobile imports
by the US, though some concerns remain regarding inter-
national trade in parts.

General Motors did gain from the joint venture, but
because of both past policies and current problems largely
beyond its control, has not been able to gain as much from
the joint venture. Image and marketing problems resulted
in its not being able to sell the expected number of small
cars produced by NUMMI. Though it did learn and apply
much from the Toyota production system, it was unable
to fully replicate the system in any existing plant. Work-
ers and managers at existing GM plants have such a long
history of confrontational relations, and such a distrust of
each other, that a system based on mutual trust and coop-
eration apparently could not be implemented in existing
factories.
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Questions

1. Why did Toyota want to enter a joint venture with
GM?

2. Why did GM want to enter a joint venture with
Toyota?

3. Does the willingness of Japanese workers to
devote their working lives to a company make it
impossible for American companies to achieve
similar levels of productivity and quality?

4. Why did Toyota use a higher level of automation
in their Kentucky plant than NUMMI had?

5. Why did GM use a lower level of automation in
their Saturn plant than NUMMI had?

6. Briefly, what was the value to Toyota of what they
learned from NUMMI?

7. What basic factors kept Saturn from becoming
profitable?

A professor and her husband, while on vacation in eastern Europe, found some beautifully handcrafted, fired-clay figurines

for sale in Budapest. Displayed by the artist in a stall in a small open market near the Danube, the pieces were exquisitely
fashioned in unique designs. In a long conversation with the professor, the maker commented that no one should buy one of

the figures ‘unless it spoke to him.’

During two visits to the market, and a trip to the artist’s small studio in his home across the river, the professor bought
three pieces. Two were different poses of a boy in a type of jester’s costume and one a figure of a young woman in con-
temporary dress. The models, the artist’s son and wife, were introduced at the studio. The studio contained a large num-
ber of finished individual pieces, no two alike. The artist indicated that he spent over half of his time at the stall selling
his goods — time that he would rather spend creating. The relatively small number of tourists and the occasional local
well-to-do individuals who visited his small open market stall simply did not provide enough customers.

63


http://www.nummi.com/

Chapter 1 International marketing and exporting

Upon their return home, the professor and her husband displayed their new art pieces in their living room. They were
surprised at how many of their friends admired the figures, and asked where they might obtain similar works.

Since the professor was teaching a course in international marketing, it occurred to her that she could use the devel-
opment of a marketing plan for the figures as a classroom project. Such a plan could be either from the standpoint of the
artist who wanted to sell his figures abroad, or from the standpoint of a dealer abroad who wanted to import and distrib-
ute the art goods. Such a plan would have to include at least a determination of potential demand, marketing channels to
use, methods of promotion, export, import procedures, physical distribution, and economic feasibility.

Questions

1. How might a textbook such as this one be of use to: (a) the class in the assigned project, (b) the artist if he
decided to try to export his works, and (c) a potential new importer in another country?

2. List some of the items that should be included under each of the major dimensions of a marketing plan for

the art goods.

eBay, Inc.

eBay was started in 1995 by an entrepreneur, Pierre
Omidyar, working from his home. In 2009, the company
he founded had over 90 million active users worldwide
and a net profit of over $8.7 billion, up from just under
$442 million in 2003. eBay is an international company
with 54% of its earnings coming from overseas (eBay
Annual Report, 2009, published in 2010).

eBay’s success was based upon its use of the Internet
to create a new online marketplace. In essence, a market
can be defined as the sum of all of the people who have
possible interest in buying or selling a particular product
or service and who are in contact with each other. The
use of the Internet has enabled eBay to broaden markets
to include people and organizations that otherwise would
not have known of buying or selling opportunities. As
could be expected, the expanded markets have usually
provided benefits to both sellers and buyers. eBay helps
make inefficient markets more efficient.

With the growth of its original online business in the
United States slowing, eBay has been moving into related
areas of service and creating a global network of strong
brands. In addition to its purchase of PayPal, which was
a major success, Skype, which was a disappointment and
was sold at a loss, a number of other acquisitions in the
United States and overseas were designed to complement
and extend the company’s reach and services.

In the rapidly changing world of e-commerce, the
danger of falling behind in new developments is always
a threat, and capitalizing on strengths or finding new
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opportunities is a necessity. A case in point is the rapid
growth of the market segment involving mobile com-
merce. Mobile commerce, sales made through cell
phones and other mobile electronic devices, had
become an $18.3 billion industry in 2009, estimated at
$25 billion in 2010, and projected to grow to $119 billion
globally by 2015. Mobile apps, applications for using elec-
tronic devices for specific purposes that are often developed
by companies other than the producers of the electronic
devices, are specifically designed to help consumers to
make purchases using their iPhones, Apple’s iPads, Black-
Berrys, and handsets with Google Inc.’s Android software.
Though eBay’s mobile commerce sales were growing, eBay
was losing market share to Amazon.com.

Seeking additional growth, eBay undertook a major
development effort to bring out more mobile apps. By
mid-2010, it had already gained a market share more than
double that of Amazon.com in this highly fragmented
market. eBay is presently developing a number of new
mobile apps each month for use in buying, selling, and
searching for deals, including one to alert mobile shop-
pers on the status of online auctions. It has also designed
an eBay fashion app that combines a slide show of clothes
that people can peruse and virtual dressing rooms where
they can try on garments (MacMillan and Galante, 2010).
eBay faces both opportunities and challenges in selection
of additional markets to serve, types of services to be pro-
vided, security issues, growing competition, and further
expansion of operations overseas.



Other initiatives and approaches, domestically and
internationally, are discussed later in this case after look-
ing at how eBay was formed and developed.

An idea becomes a company

Pierre Omidyar, the founder of eBay, had been a com-
puter science major at Tufts University when he moved
to the San Francisco Bay Area and began working in the
software engineering business. He had a combination of
technical, creative, and entrepreneurial interests, and
co-founded Ink Development Corporation. That company
was subsequently sold to Microsoft. In 1995 his future
wife, who collected Pez dispensers, complained that it
was hard to find people in the area to trade with (Cohen,
2000). He decided that he could set up an auction site
on the Internet and developed a simple and easy-to-un-
derstand mechanism for trading. In the autumn of 1995
he started AuctionWeb as a hobby on his home Internet
service. The domain name was www.ebay.com (ebay.com
website). It was started as a free service but there was so
much traffic on the site that he began to charge a small
fee. Omidyar made money the first month and revenue
kept going up rapidly (Cohen, 2000). As the volume grew
and problems emerged, it became necessary to increase
the capacity, adding equipment and making changes to
the software.

With business booming, Omidyar brought in a Stan-
ford University MBA. They hired technical people, cus-
tomer-support staff, and finance people. He worked
with a venture capital firm and arranged an Initial Pub-
lic Offering (IPO), turning his CEO position over to Meg
Whitman (who was a Hasbro Inc. executive before join-
ing eBay). The IPO took place in 1998, and all of the staff
members found themselves rich (Cohen, 2000). Every
year since then eBay revenues and profits have increased.

The number of employees also increased rapidly. The
supporting software for the site, one of the most com-
plicated applications ever created, had to be continually
expanded and improved. Along with the rapid growth,
there were some spectacular problems. In 1999 the eBay
site went dark for 22 hours, resulting in lost fees of $4 mil-
lion and a drop of $5 billion in eBay’s market valuation.
Maynard Webb was hired as president of eBay Technol-
ogies and Lynn Reedy was hired as senior vice president
for software development after the crash. Technology
became a core strength for eBay.

Making use easier and entering new markets

eBay has continued to innovate, providing new sites and
new services, and made acquisitions to support its online
marketplace. It has also benefited as more individuals and
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organizations find that they can profitably offer items on
eBay sites.

eBay offers a wide variety of features that enable
members to buy and sell on the site quickly and conven-
iently. In addition to the auction format for purchases,
items may be purchased at fixed prices through the Buy-
It-Now feature or through eBay’s Half.com. The company
offers a number of workshops and courses to teach people
how to promote their products more effectively on eBay.
They also provide discussion and chat boards to encour-
age open communication between members and the com-
pany. They have a feedback system in which buyers and
sellers rate each other on each transaction, and the com-
pany watches for fraud. They have developed software to
limit sales of merchandise such as guns and Nazi memora-
bilia (Hof, 2003b).

In spite of eBay’s continuing efforts to make their site
easier for customers to use, some people still hesitate to
learn how to do it and to take photographs where appro-
priate. Separate companies with storefronts have been
started where people can take items they want to sell. For
a fee, these companies then take photographs and handle
all other aspects of the listing for the customer. eBay does
not discourage the formation of such companies, believ-
ing that any additional customers benefit eBay. eBay itself
does not want to get into the business of opening stores.

eBay purchased PayPal, a company that enabled
users to send and receive payments through credit cards
or bank accounts, for $1.5 billion in October 2002. This
provided better service for eBay users than did eBay’s pre-
vious system, and also processes payments for other web-
sites, increasing eBay’s profits.

eBay started a new Internet-postage venture with the
US Postal Service in 2004 (Bandler, 2004).

After an eBay manager saw that some people were
listing real cars in its category for die-cast model cars,
the company developed a site for real cars (Hof, 2003a).
eBay Motors, launched in 1998, has since become the top
online automobile site, with sales of over 4,000 cars per
month by 2003. It is used both by individuals and by deal-
ers, for some of whom it provides the majority of sales.
Advantages cited include wide selection, quick responses,
and often lower overall transaction costs (Ross, 2003).
Buyers can hire someone to inspect a vehicle offered for
sale, but most rely on photographs and sometimes on
e-mails to the sellers. One poll indicated that the majority
of buyers believe the cars they purchased are as good or
better than described, 47% find them slightly or signifi-
cantly worse than described.

Since the late 1990s parents looking for a hard-to-find
toy have turned to eBay. In 2002, eBay kept in contact
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with toy makers and monitored its own sites to see which
toys appeared to have high demand. They then supplied
a list of the top 20 of these toys to regular sellers on eBay,
mainly mom-and-pop merchants. The merchants then
sold the toys on eBay when the toys became scarce in
stores. A number of merchants did quite well in reselling
these toys, though a few of the recommended toys did not
sell well (Wingfield, 2002).

The types as well as the numbers of sellers on eBay
have increased. Sears Roebuck & Co., Walt Disney Co.,
and others have sold brand-new items. These are often
offered at fixed prices (Hof, 2003b). The site has not
worked as well for corporations to move large stocks of
unsold merchandise. One company found that when it
offered more than a few dozen digital cameras or laptops,
it tended to crash the price. eBay core merchants remain
the small entrepreneurs for whom the site offers excellent
opportunities (Wingfield, 2004).

At least 12 state governments in the United States
have found eBay an effective and profitable way to dis-
pose of surplus items. Traditional auctions are often
poorly publicized, inconvenient, and reach relatively
few people. The result is that the governments typically
receive very low prices for the goods. Sales through
eBay commonly double or triple the prices received,
and the government may even be able to sell something
that appeared unsaleable. The state of Massachusetts
had been trying unsuccessfully to sell a 128-foot light-
ship for a year and a half. They finally posted it on eBay,
and it eventually sold for $126,100 (Whitaker, 2000).
Everything from tools and furniture to confiscated jew-
elry is being sold.

Since 1999 billionaire financial guru Warren Buffet
has offered himself once a year as a lunch companion to
the highest bidder. The money goes to Glide Memorial
United Methodist Church in San Francisco, an institu-
tion that provides many social services. Up until 2002
the bidding was done live at a fund-raising gala in San
Francisco. Winning bids were in the range of $25,000 to
$35,000 every year. In 2003 Buffett suggested that the
auction be conducted on eBay. It was, and the winning
bid in the five-day auction was $250,100 (Kopytoff,
2003a).

A home where former President Bill Clinton once lived
was put up for sale on eBay, as was a whole small town in
California (the latter bringing a much higher price than
expected).

Small businesses may find the site useful for purchas-
ing items from testing meters to bulldozers, lathes, and
dental X-ray machines. The equipment, often surplus
at another company, is generally available at a fraction
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of the cost of new equipment from the manufacturer. In
2002 sales of business products on eBay reached $1 bil-
lion, up 90% from the year before (Kopytoff, 2003b).

Expanding internationally

eBay operates its core platform in 24 countries, and earns
54% of its profits from international operations. ‘Our
international expansion has been rapid and our interna-
tional business, especially in Germany, the UK, and South
Korea, has become critical to our revenues and profits’
(eBay Inc. Annual Report 2006, p. 12). In 2009, eBay pur-
chased a controlling interest in Korea’s Gmarket Inc. in
an attempt to make eBay the biggest player in the online
shopping market there. One of the setbacks was in Japan
where Yahoo had entered ahead of eBay, and eBay also
made some missteps that resulted in an inability to build
adequate volume (Belson et al., 2001). In 2002, they
withdrew their eBay marketplace offerings from the Jap-
anese marketplace. In 2006, they changed their strategy
in China by entering into a joint venture with a local com-
pany. They are still experiencing some problems in China
in 2010. In their 2006 Annual Report, eBay provides a
list of 20 risks to which they are subject in doing business
internationally (p. 13).

Looking to the future

There are challenges facing eBay. Other online sellers
and auction sites provide competition. Activists protest
if items they deem offensive because of race or other
reasons appear on the website. Varying laws regulate
what can be sold in various countries. Taxes on online
sales have been imposed in some countries. Vigilance
against fraud and non-payment are required. The high
degree of market penetration in the United States would
seem to indicate that more growth must come from
other countries if eBay is to continue to expand at the
present rates.
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Dell, Inc.

(This case study was written by Mitsuko S. Duerr and
Edwin C. Duerr, both of San Francisco State University.)

Introduction

Dell, Inc. was the world’s market leader in personal com-
puters using direct sales through the Internet and over the
telephone until 2005. In 2006, it experienced an unex-
pected decline in market share in the United States. In
2007, the company had a continuing slide in worldwide
market share as it experienced difficulties in penetrating
the growing Chinese and Indian markets.

In early 2007 Michael Dell, the founder of the company
and still Chairman of the Board, took over direct control
as Chief Executive Officer. In addition to making changes
in advertising and customer support that had been prom-
ised earlier, he made changes in the basic business model.
He began selling through Walmart stores in the United
States. The company has since begun selling through
selected stores in a number of countries worldwide.

In 2010, Dell was operating under a new business
model but still experiencing some of the same problems
that it had encountered under its previous model. In its
fiscal year 2010, both sales and profits declined from
2009 (Dell, Inc. Annual Report 2010).

In this case, we look at: (1) the reasons for Dell’s suc-
cess in using direct selling; (2) the problems that arose
and reasons for changing the business model to include
distribution through retailers; (3) how the model had
been adjusted in three of its overseas markets; and (4) the
constraints on its actions as it attempts to turn the com-
pany around.

Case study 1.5

Questions

1. Evaluate eBay’s marketing strategies to date.
What changes, if any, would you suggest?

2. Evaluate its technical and personnel strategies.
What changes, if any, would you suggest?

()

. Has eBay really created a new kind of market?

4. Are eBay’s efforts to increase and improve
interactions with members worth the cost?

5. Is continued rapid growth desirable for eBay?
6. Where does growth appear to be feasible?

Innovation and growth

Dell, Inc., founded in 1984, became the world market
leader in PC sales through its business model of selling
directly to purchasers online or by telephone. The com-
pany believed that its

direct business model eliminates retailers that
add unnecessary time and cost, or can diminish
Dell’s understanding of customer expectations.
The direct model allows the company to build
every system to order and offer powerful,
richly configured systems at competitive prices
(www.dell.com, 29 September 2006).

The company further indicated that this model
allowed them to introduce new technology more
rapidly than companies selling through distributors
since there are no existing inventories to consider.
Dell attempts to maintain cost (and price) leadership
through production efficiency and through using its
size and high rate of growth to obtain the best prices on
component parts.

By directly interacting with the customers, the com-
pany also had success in attracting customers to its web-
site with very low-cost models, and then getting the
customers to buy much more expensive models with ‘all
the bells and whistles’ (Byrnes et al., 2006, 28). Together,
these policies led to rapid growth in sales and increasing
profits. Dell’s marketing model was so successful that
it was cited as one of ‘The world’s 25 most innovative
companies’ by Businessweek (McGregor, 2006). Thomas
Friedman, in his book The World Is Flat, devoted a whole
chapter to the Dell system (Friedman, 2005).
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Dell has three regional business units:

® Dell Americas, with manufacturing facilities in the
United States and Brazil, and regional offices in nine
countries;

e Dell Europe, Middle East and Africa, with manufactur-
ing in Ireland, and regional offices in 29 countries; and

® Dell Asia Pacific and Japan, with headquarters in Sin-
gapore, manufacturing in Malaysia and China, and
regional offices in 11 countries.

Dell Americas provides 65% of the company’s revenues,
Europe Middle East and Africa, 21%, and Asia Pacific and
Japan, 14%.

The company was doing very wellin 2005. It was the lead-
ing seller of PCs in the United States with 33% of the market
(Pimentel, 2006a). In Germany, it increased its share of the
more fragmented market to 12.6%, putting it in third place
behind Fujitsu Siemens Computers and Hewlett-Packard
(Ewing, 2006). Overall in Europe, it was number two in the
market. In midyear, Dell increased its share of the highly
fragmented Japanese market, at least temporarily meet-
ing its long-term goal of passing Fujitsu to become number
two in the market for PCs (The Nikkei Weekly, 2006). It was
number one in the world overall market for PCs.

In addition to notebook and desktop PCs, Dell pro-
duces other standardized product categories, including
network servers, workstations, mobility products, print-
ers, and other electronic products and accessories. PCs
still provide most of their revenue, and are the major
product discussed in this case study. References are made
to Dell’s experiences with other products where appropri-
ate to illustrate differing approaches and problems.

In 2006, Dell was displaced as market leader in the
United States, and in the world overall, by Hewlett-Pack-
ard Inc. In 2002, HP had purchased Compaq Computer
Corporation, a major producer and marketer of PCs, for
$19 billion. Over the next three years, HP had reduced PC
manufacturing costs substantially in order to compete more
effectively with Dell, and took the marketing steps noted in
the next section. While HP was increasing both sales and
market share, Dell lost position. In 2006, for the first time in
over ten years, Dell’s sales grew more slowly than the over-
all US market for PCs (Lawton, 2006; Pimentel, 2006a).

One major difficulty for Dell was that it remained
overly dependent on its home market where HP was par-
ticularly strong. Dell also continued to struggle in the
rapidly growing markets of China and India where people
prefer to buy in person from vendors rather than over the
Internet or by telephone (Slagle, 2006). In the two coun-
tries in which its market share had increased, Germany
and Japan, Dell had adjusted its business model.
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Dell’s problems and successes appear to be the result
of a combination of the changes in the types of computer
demanded by the US market, and by culture-specific fac-
tors in other markets. In the United States, the problems
included changes in the types of PC demanded, problems
related to quality and service, and the company’s reluc-
tance to change its business model in the face of changing
market conditions. In Germany, its success appeared to
be due to modifications to its basic marketing model that
provided a better fit to the German culture (as discussed
below).

In Japan, Dell is providing PC models well suited to
current Japanese customer preferences. There the avail-
ability of the unique delivery-and-payment system pro-
vided through the ubiquitous convenience stores (again
as discussed below) facilitates direct sales. However, the
rapid growth in private brands sold by major Japanese
consumer electronics retailers is a threat. In China and
India, its basic business model of online and telephone
ordering is not consistent with consumer preferences.

Problems and possible responses in the
US market

Dell’s declining market share in the United States was
the result of a combination of factors: changing market
demands; problems with customer satisfaction regarding
sales and service; and increasing competition.

Sales to businesses (rather than individuals) have
been Dell’s primary target market and account for 85%
of its revenue. Its model of keeping marketing costs low
through selling over the Internet and by telephone was
very successful. With the large number of desktop units
typically sold to any given business, a small Dell sales staff
could, if necessary, go to the purchasing company’s offices
to meet with appropriate decision makers. Additionally,
with the large numbers of units in any given company,
arrangements for service were relatively easily made.
With the desire of most companies to have the same brand
and similar models of computers at every workstation,
the preferences of individual workers were of little or no
importance.

Dell also made sales to individuals, though this was
not the primary market. There were drawbacks to Dell’s
traditional model that were of concern to a number of
potential individual customers. The purchaser did not
have an opportunity to compare Dell computers with
other brands at retailers. Some parts were only availa-
ble directly from Dell and some repairs had to be made
at Dell’s factories or service centers. Thus an individual
purchaser might have to send his or her computer back to
the company for service, involving additional trouble and



the loss of the computer for possibly long periods of time
while it was gone.

A shift in demand in the United States away from desk-
top models to laptop models exacerbated the problem for
Dell. An increasing share of the sales of laptops is being
made to individuals rather than to companies. While
individuals make up 30% of HP’s sales of PCs, they pro-
vide only 15% of Dell’s PC sales. Individual consumers
tend to like to compare, hold and test PCs, and, particu-
larly with laptops, often want to take their purchase with
them when they have made their selection, but Dell has
not had its computers in stores. The share of direct sales of
notebook computers in the United States has fallen from
50.2% to 43.7% in two years (direct sales by all companies
included). The problem for Dell is growing: it is forecast
that sales of laptops to individuals will be substantially
higher than those to companies by 2010 (Lawton, 2006).

An attempt to boost profits in fiscal year 2005 by
deeply discounting prices increased unit sales but reduced
profits for a period of time. Elasticity of demand with
respect to price for PCs in the United States was lower
than expected and prices of component parts did not drop
as rapidly as the company expected. Unit sales in Europe
and China did increase for a period of time, but Dell sub-
sequently lost market share in China (McWilliams, 2005).

Dell also experienced increasing problems with
customer satisfaction regarding sales and service. As
a cost-cutting strategy, Dell had changed from using a
majority of full-time employees at its call centers to 75%
part-time employees. Turnover had reached 300% by
late 2005 (Lawton, 2006). One former large customer
who switched to HP complained that Dell PCs and serv-
ers proved too hard to maintain and operate. He felt that
Dell had tried to produce too many different products at
once (Byrnes et al., 2006). Their problems in introducing
plasma screen TVs, a product probably not well suited to
Internet and telephone sales, would seem to be a case in
point.

Another problem is changing competition. Hewlett-
Packard, second in the US market with a share of 27% and
increasing, has made key changes in its position in the
market (Pimentel, 2006a). In addition to cutting costs and
prices to become competitive with Dell, as noted above, it
added additional features to its laptops in order to make
them more attractive. HP has also stepped up marketing
efforts. It opened build-your-own PC operations within
a number of Walmart stores, directly challenging Dell’s
strength in building to order. It sent district managers to
meet with retail stores to improve customer service and
provide greater assistance to customers during back-to-
school times. Other PC makers such as Lenovo and Acer

Case study 1.5

Group are also growing and eroding Dell’s cost advantage
by obtaining notebook PCs from some of the same Asian
original equipment manufacturers that Dell uses. Dell’s
competitors are making such powerful PCs that Dell’s
made-to-order pitch may be losing its cache (Byrnes et al.,
2006).

Dell is taking a number of steps to try to fix their prob-
lems. The company is spending money on improving cus-
tomer service by hiring more support people and offering
an over-the-Internet support service for Dell PC owners.
It is overhauling its website, changing its pricing struc-
ture, and increasing advertising. Until 2006, Dell refused
to make PCs with anything except Intel processors, even
though an estimated 20% of the market prefers PCs with
processors from AMD. Now it has begun to offer some PCs
with processors from AMD (Pimentel, 2006b). Finally,
Dell experimented with two retail stores that displayed
its products and where customers could place orders for
computers. However, potential customers still could not
compare different brands there, and even if they decided
they wanted a Dell PC they could not actually leave with
one since the stores carried no inventory. In 2005, it sold
some PCs through Costco Wholesale Company for the first
time, but it indicated that this was a one-time deal for
PCs coming to the end of their product life cycle (Lawton,
2006; Slagle, 2006). How successful any or all of these
programs may be has yet to be determined.

The major problem with Dell’s approach in the US
market was considered to be top management’s continued
strong adherence to the traditional model that served it
so well in the past. That is, the company still seemed to
remain ‘slavishly loyal to its core idea of ultra-efficient
supply-chain management and direct sales to consum-
ers’ while competitors’ sales through stores appeared to
be increasingly effective in the changing market (Byrnes
et al., 2006, 27). Former Dell managers indicated that
new ideas that move away from the direct sales model
were discouraged.

Approaches in the German market

Dell entered the German market in 1988, but initially had
problems in gaining market share. In 2006, conditions
were improving under Alain D. Bandle, the Swiss citizen
who now runs Dell’s German operation. Dell was the
only company there, besides HP, to be increasing sales in
the declining market for PCs, and moved from 5th to 3rd
place in market share. The key appeared to be that Bandle
was allowed to make adjustments to the company’s basic
approach.

Bandle understood that German customers, includ-
ing the business customers who account for 90% of the
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revenue, still prefer a high level of personal contact at the
beginning of business relationships. Once a business has
made an initial purchase from a salesperson, it is willing
to make further purchases over the Internet. Additionally,
while most Germans are willing to deal with foreigners
on technical issues, they prefer to make purchases from
native speakers. Bandle thus hired almost 500 new sales-
people to serve business customers. Though the company
has an existing facility in Bratislava, Slovakia, he opened
a new center in Halle, Germany, to promote sales to small
businesses and government offices.

Bandle also managed to increase sales to individu-
als. He discovered that one of Dell’s models had features
attractive to advanced computer game players. Additional
promotion of that model made it a best seller. He also
advertised the advantages of Dell’s build—to-order sys-
tem. This system is able to provide custom-made PCs with
more power and options than the discount chain offerings
of basic identical PCs selling at very cheap prices. The pro-
motion has increased sales in this area. (This section drew
largely on information in Ewing, 2006.)

Approaches in the Japanese market

Dell’s current success in Japan is based on an approach
that is different from that taken by the German subsidiary
and differs in some ways from that used by the company
in the United States.

Many Japanese are reluctant to buy over the Internet
or by telephone if they must make an advance payment.
The major concern is about the security of giving out credit
card information over the Internet, and there is also some
concern about whether suppliers will actually make ship-
ments after they have received payment. The 7-Eleven
convenience store chain developed a service in which cus-
tomers can order products over the Internet and have them
shipped to a nearby 7-Eleven store. The customer then pays
the store for the goods by credit card, or in cash as many
Japanese prefer, when picking up the merchandise. The
store then forwards the money, minus a small fee, to the
marketer. The system works efficiently because of a combi-
nation of factors. Most Japanese live within a short distance
of, or pass by on the way to and from work, at least one of
the over 10,000 7-Eleven outlets in Japan (see Case study
4.2). Private delivery systems are quick and reliable and,
with the difficult-to-find addresses of many individuals
in Japan, it is easier to deliver packages to the stores than
to individual homes. The store benefits from the small fee
and, more importantly, from additional purchases made
by many of the people stopping by to pick up merchandise.
This system, which is widely used by the Japanese, facili-
tates Dell’s Internet and telephone sales model.
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In Japan, Dell sells to business and government users
who require substantial personal interaction before mak-
ing initial purchases. They adjusted their marketing to
business and government users appropriately. For individ-
ual consumers, Dell targeted the markets for inexpensive
desktops with simple specifications and low-end laptops.
An article in The Nikkei Weekly noted that many of today’s
PC buyers in Japan are in the market for an additional
machine or a replacement, and are looking for ‘a machine
with barebones specs’ (The Nikkei Weekly, 2006). Japan’s
brand-name manufacturers, such as NEC, Fujitsu, and
Toshiba, have focused primarily on multi-function PCs
costing two to three times as much as the lower-end PCs.
The Japanese market share of the more expensive PCs
is presently declining, though the long-run trend is not
clear. The major threat to Dell Inc. in the low-end desk-
top market is from private-brand manufacturers serving
as original equipment manufacturers for retailers. In early
2006, Dell replaced Fujitsu as number two in the market,
in part due to a one-time order from the Japanese Defense
Agency (ibid).

Problems in the Chinese market

The market in China is large and growing rapidly. Dell
entered the Chinese market in 1998, initially focusing on
corporate customers. They did use some ‘outside sales’
staff making visits to organizations, the largest being gov-
ernmental bodies and government-owned corporations.
But in order for an individual to purchase a PC, he or she
had to visit a Dell office or contact the company through
their website or through newspaper advertisements. At
first, Dell did use some distributors, but subsequently
stopped using them. Some retailers purchased directly
from Dell and then resold the PCs at higher prices. Dell
had hoped that after dropping distributors and stopping
sales to unauthorized retailers, it could use its US busi-
ness model of direct selling. However, direct selling did
not result in a satisfactory level of sales. (Ng et al., 2003).
Dell’s model of direct selling via the Internet and tele-
phone is still not working well in China. The Chinese mar-
ket is growing rapidly, but even among business people
there is a strong preference by buyers for seeing the prod-
ucts before they make purchases. Competitors Lenovo,
HP, and Founder are selling through retail stores in both
large and smaller-size Chinese cities. Lenovo, the market
leader, has over 4,800 retail outlets, and also has installed
education software on a desktop model designed specif-
ically for families. Consumer demand is growing more
rapidly than that of the businesses that comprise Dell’s
primary target, and relatively few Chinese have credit
cards and fewer still are used to buying over the telephone



or Internet (Lee et al., 2005). While China has an increas-
ing number of 7-Eleven stores, the pattern of distribution
does not appear to make the Japanese model of distri-
bution feasible. With the rapid growth of manufacturing
by Chinese companies, the lower end of the market may
become too competitive to provide an acceptable level of
profit unless Dell can become even more efficient.

It appears that Dell must make substantial adjustments
to its model if it is to succeed in China.

Constraints in addressing the worldwide
problems

By the end of 2008, Dell’s market share of the worldwide
market for PCs had dropped to 14.2% while HP’s had
increased to 18.8%, and Acer was challenging with 12.5%
(Scheck and Vranica, 2008).

Some cost cutting, including reducing the number of
employees, has kept the bottom line from falling further.
Unfortunately, one legacy from the past business model
has kept Dell from making even greater cuts in costs. A key
advantage of its online and telephone model was a build-
to-order system that allowed the company to provide a
quick response for specific capabilities in each PC. As part
of this system, Dell did not keep inventories. It kept up
with increasing demand by building more US plants in the
United States while competitors were shifting production
to cheaper Asian countries. Dell is now stuck with higher
manufacturing costs than its competitors, thus keeping its
profit margins lower.

Dell had tried a number of initiatives in its overall busi-
ness. It had placed high hopes on becoming a leader in
the growing market for servers, which is making money
for them and providing a higher profit margin. HP has
taken the lead in the market, but Dell still hopes to grow
its server business. Dell had looked at entering the mobile
phone business but was held back by concerns over the
high cost of entry (Scheck, 2008).

How well Dell can deal effectively with its various
problems remains to be seen.
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Questions

1. Should Dell have made changes to its marketing
model in the United States earlier?

2. What problems may Dell encounter in its
change in approach in the United States and
elsewhere?

3. Is the use of native speakers, as in Germany,
important elsewhere in Europe?

4. |s Dell’'s Japanese marketing model likely to be
successful in the long run?

5. What marketing model should Dell use in China?
6. What marketing model should Dell use in India?
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Learning outcomes

In Chapter 2, we discuss:
@ the economic benefits of trade:

— international trade theories: traditional theories and change
— observations on results
e® the reasons that individual companies export and import

® the development of exporting in the firm:

— possible models
— the importance of networking and relationship marketing
e the growing impact of social responsibility concerns on business:

— ethical/moral issues
— the changing social and political/environment

Three cases are presented at the end of the chapter. Case 2.1, BP, discusses the UK compa-
ny’s oil well blowout in the Gulf of Mexico, the resulting public anger, government actions and
the company’s heavy financial losses. Case 2.2 looks at the difficulties faced by Toyota after
its massive automobile recalls. Case 2.3 considers the problems faced by a British company
regarding changing market conditions and problems in pricing pharmaceuticals.

Introduction

Chapter 1 laid out the factors underlying international trade, the globalization of business,
and the increasing importance of international marketing to companies and economies. In
Chapter 2 we review key concepts, models, and elements of both the macro- and microeco-
nomic bases of international trade and exporting. Considerations regarding the distribution
of costs and benefits are discussed. Finally, moral/ethical considerations and issues regard-
ing social responsibility of business and their employees are discussed.

While written primarily from the perspective of exporting, the analysis is applicable to
most types of investment and strategic alliances. In short, what is discussed is relevant for
all types of international marketing activity.
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Potential benefits from export marketing

Ideally, international marketing occurs on the premise that it results in benefit to all par-
ticipants and injury to none (other than perhaps competition), regardless of whether we
are considering nations or individual firms. For the individual business concern this usu-
ally means that profits are realized, either directly in the case of the seller (exporter) or
indirectly for the buyer (importer). The discussion in this section will be primarily in the
context of international trade for it is here that the macro effects are more readily apparent.

Generally speaking, the benefit of international trade to a country is determined by its
impact on consumption and production. No country is entirely self-sufficient in terms of its
ability to satisfy effectively and economically the entire range of the ever-changing desires
of its populace. Since consumption is the end of economic activity and production is but a
means to that end, the most basic of all contributions of international trade is that to the
welfare of domestic consumers. Active trade relationships among countries create employ-
ment opportunities, and consumers gain as employment is their source of purchasing power
for both domestic and foreign goods and services.

A discussion of the problems of possible injuries to particular groups of workers, compa-
nies, or economic sectors is discussed below (see pp. 114-16).

The effects of imports

Interestingly, to economists the real benefits of trade lie in importing rather than in export-
ing. Thus the only real reason for exporting is to earn the funds to pay for imports. This was
clearly stated almost 200 years ago by James Mill when he said the following: ‘The benefit
which is derived from exchanging one commodity for another, arises, in all cases, from the
commodity received, not the commodity given’ (cited in The Economist, 1997, p. 85). The
nature of potential benefits of importing consumer goods are obvious — namely, lower price,
an increase in the supply and variety of goods from which consumers can choose, and being
able to access the results of technological developments and advancements. While not quite
so obvious, the effect of importing industrial goods is the same. However, it is not a direct
benefit, but depends on the impact that such imports have on the domestic production sec-
tor of the economy.

In the first place, importing certain industrial products, whether raw materials or capital
equipment, brings about lower domestic costs of production than would be possible if the
consumer goods manufacturer bought only from domestic suppliers. Another way of look-
ing at some raw material imports is that they tend to conserve precious resources.

Second, importing many industrial goods, particularly certain raw materials such as
copper and tin, enables the production of goods that depend almost exclusively, and in
some cases entirely, on nondomestic sources of supply. It may be that a country has to
import because it is not capable of supplying domestic buyers with all their requirements
from domestic resources. Oil-producing countries of the West that also import from the
Middle East are examples. Again consumers gain by paying lower prices but, in addition,
gain through the greater quantity and variety of goods made available to them in the
marketplace.

A major benefit of importing to a nation and to individual companies is the acquisition
of technology to add to whatever innovations are developed locally. This happens in three
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ways. First, countries can import directly technology in the form of capital and consumer
goods (e.g., cell phones, machine tools for use in industrial production, etc.). Second, they
can license technologies from those who developed them. Third, a country can attract for-
eign direct investment (FDI), so that a multinational company can establish production
facilities within its borders (e.g., Intel’s plants in Ireland and Malaysia). Licensing and FDI
represent a direct import of the technology itself, which is the preferred acquisition method
of developing countries. In all cases, however, countries must also be successful as export-
ers in order to pay for the imports of technology or to pay dividends on foreign investment.
Clearly, there may also be adverse effects in the importing country. In order to pay for
imports, there must be a capital outflow. Not only does this have a negative effect upon the
country’s balance of payments, but there would be a reduction in the amount of foreign
exchange available for other needs. Increased competition to locally produced goods may
exist, and labor could be affected if this competition led to lost sales and profits and redun-
dancy in employment. Since a significant amount of imports into a given country can result
from intracompany ‘sales’ this situation could occur more often than would be apparent.
On balance, the effect of imports will, in practice, vary on a country-by-country basis.

The effect of exports

In order to finance a country’s imports in a way that does not adversely affect its balance of
payments and cause a drain on its international monetary reserves, a country must export.
Consumers have a stake in the exports of domestic firms to the extent that high volume cre-
ates economies in the production process which are then passed on. That is, selling abroad
helps to gain economy in production at home, which means lower prices to consumers of
domestic products. For the individual firm, a lowering of product costs tends to improve its
competitive position both at home and abroad, and helps to diversify the risk inherent in
conducting business.

Exports may also have an influence on, and be influenced by, the general business con-
ditions of a country. During a domestic business downturn, exports generally tend to hold
steady and sometimes even increase, thereby softening the effect of the recession. Since
the business cycle in some countries is on the upswing while on the downswing in others,
exports may even increase during a domestic recession. This has been the case in Japan
since 2004, based in part on the upsurge of orders from China, helping to improve Japan’s
weak economy.

In the late 1990s the so-called Asian crisis emerged. The currencies of Southeast Asian
nations crashed to the extent that many were at less than one-half their old values against
the US dollar. This would indicate that export prices from these countries would be lower
and that exports would increase. However that did not happen, as many manufacturers in
the countries of the region were so short of cash they could not buy the imported materi-
als needed to produce the goods to fill the export orders that were out there ‘for the grab-
bing.” Even though sharp falls in currencies lowered labor costs, manufacturers still had to
pay more for imported raw materials and components and they could not easily obtain the
financing to fill export orders. This applied to all kinds of firms ranging from small Indone-
sian shoemakers to South Korea’s largest conglomerates.

Although, on balance, exports will tend to have a positive effect in a country, there
may be individual countries that at certain times face negative effects as well. Shortages
of goods could exist, leading to higher prices for domestic consumers. In 2004 the United
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States considered placing an embargo on the export of scrap copper to Japan, its major mar-
ket for the material. The rapidly rising export demand for scrap copper was felt to be hurt-
ing the US manufacturers that used the material. Many years before, the United States had
also briefly imposed an embargo on soybean exports because of concerns over shortages
and rising prices in its own market. In that case, it opened new markets for Brazilian pro-
ducers. Some years ago Japanese companies set export prices lower than domestic prices
on a number of products from automobiles to color television sets. The Japanese domestic
market accepted the high prices and Japanese businesses were seeking more rapid mar-
ket penetration of international markets through low prices (as well as high quality). The
Japanese government, seeking a higher level of exports, approved of these policies. When
such pricing policies are used now, they are likely to bring charges of ‘dumping’ (as dis-
cussed in Chapter 11). Some industries and companies, particularly those that are less
export oriented, may find it difficult to hire qualified people if the export-oriented indus-
tries are growing. This has not been a serious problem for most of the more industrialized
countries in recent years.

Increasing productivity and efficiency

The previous comments on imports and exports suggest that to some nations a substan-
tial amount of international trade will primarily foster efficient use of productive resources.
This implies that trade is a way to increase, and perhaps even maximize, productivity.
Industry and trade are dynamic, and methods of production and marketing are changing
continuously. In old industries, new production techniques are developed and they migrate
from one country to another. Furthermore, technological advancement creates entirely
new industries all the time. These changes are transmitted around the world by interna-
tional trade or through direct foreign investments or strategic alliances. This means that
established domestic industries are constantly confronted with new competitors. In some
instances new industries displace old ones. For example, nylon practically ruined the silk
industry of Japan, while the development of synthetic materials, such as synthetic rubber,
has limited the expansion of their natural counterparts and may, in some cases, entirely
replace them. Transistors, silicon chips, computers-on-a-chip, and newer technologies have
completely changed the electronics industry.

There is great interest throughout the world in technology transfer, which can be viewed
as the sending of new products, processes, and production inputs from one country to
another. Eastern European countries have been acquiring technology from the West, and at
the same time have been supplying technology there. The developing countries of the world
are constantly seeking technology from the developed countries. China, with the allure of
its potentially huge market and its large purchases of industrial equipment, is being par-
ticularly aggressive in seeking technology transfer. General Electric, with potentially bil-
lions of dollars of orders at stake, is providing high technology. In 2004, in order to secure
a $900 million contract for electrical generation turbines, GE agreed to provide advanced
technology to two Chinese partners that eventually want to make such equipment them-
selves. Siemens AG is working with a Chinese academic institute to develop technology for
a national mobile phone standard for the nation (Kranhold, 2004).

In addition to the technology per se, countries may benefit by employment opportuni-
ties for their citizens, housing, schools, and management development programs. Earlier,
in addition to transferring technology and building a $720 million computer chip factory,
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Motorola Inc. built 2200 apartments and two schools for its employees — and provided a
fast-track management training program for local Chinese (The Economist, 1996a, p. 48).

With industrial change, therefore, international trade becomes a potential engine of pro-
gress. Whether this potential becomes actualized, and productivity is increased, depends
upon the response of domestic industries to the challenge created by competition from new
industries and new methods. In the United States, for example, some industries such as
bicycles and watches responded to rising competition from imports by seeking government
protection. The semi-conductor industry, on the other hand, virtually abandoned domestic
production of high-volume standardized chips and turned to an emphasis on specialized
and custom-made computers-on-a-chip. This enabled the US industry to regain its position
as the world’s largest supplier of computer chips (on a dollar-value basis). Some industries
have been able to persuade their government to seek and obtain from foreign governments
‘voluntary’ reductions or limits in the amounts of products exported. When such govern-
ment protection is granted to domestic companies the stimulus from import competition
causes no gain in productivity because the reaction is negative; the situation in the pro-
tected industry is literally frozen.

The tourism industry is an example of an important growth industry, and countries
and firms are interested in understanding which determinants are particularly important
to the tourism productivity of a destination. In their award-winning article, Assaf and
Josiassen (2011) for the first time identify the key determinants which determine the effi-
ciency of 120 country destinations. The three determinants most likely to promote the per-
formance of a destination are government expenditures on the tourism industry, strong
environmental regulations, and service-mindedness of the population toward foreigners,
while the three determinants most likely to hinder destination performance are high crime
rates, high fuel prices, and high oil prices. When ranking the actual destination efficiency
the three most efficient destinations are Switzerland, France, and Spain. The three worst
performing countries are Senegal, Chad, and Madagascar.

Another type of response to the competition from imports that leads to increases
in productivity is that of cost reduction. Incorporated by many industries in western
Europe and the United States, that has been accomplished through improved man-
agement, automation, economizing in personnel, elimination of parts, and product
simplifications. These efforts have been greatly assisted and supported by improved
information systems and logistics.

International trade theories

The underlying influences that govern the trade among countries are complex and many.
It is clear that many nations, many businesses and the people of many countries have ben-
efited from increasing international trade. The countries that have attempted to restrict a
wide range of imports in order to protect domestic industries or labor have suffered from
more slowly rising standards of living compared with those that have embraced more open
trade. Nations that have moved from more restrictive policies to more open policies, such
as China and India, have enjoyed substantial increases in economic growth. Yet the benefits
of trade do not appear to be evenly shared among nations, nor equally shared by different
groups within individual economies.
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A number of theories have been developed to explain the patterns of trade among coun-
tries and how the benefits of trade are distributed. These include:

e theclassicaltheoryofinternational trade, which demonstrateswith fairly simple 2-country,
2-product models the conditions under which both countries in a trading relationship
benefit;

e the factor proportion theory, which offers an explanation for the differences in compara-
tive costs between trading partners;

e the product life-cycle theory, which attempts to explain why international trading pat-
terns began to change in the 1960s.

All of these theories concern the question, ‘What determines the nature and amounts
of goods that a country buys and sells in international markets?’ None of them has proved
to be the ultimate general theory applicable to all traded goods at all times, but each pro-
vides useful insights. A more comprehensive treatment of the subject is given in textbooks
on international trade theory covering one or more of these theories.

Some of the current questions regarding growing international trade regard the effects
on different groups of people within nations, whether some countries benefit so much more
than others that the system is becoming less fair, and whether totally free trade would be a
desirable objective. We will look briefly at these questions after a short survey of the three
theories noted above.

The classical theory of international trade

What a country exports and imports is determined not by its character in isolation but in
relation to those of its trading partners. The concept of economic advantage states that
countries tend to specialize in those products in which they have an advantage, namely,
lower cost of production. This means simply that a country produces for domestic consump-
tion and for export those items that it makes better or more cheaply than other countries,
and imports those products that it can acquire more cheaply from abroad than at home. The
essence of the logic behind economic advantage is that any nation can only hurt itself by
excluding imports that can be obtained more cheaply from abroad than at home.

Furthermore, this logic applies even if countries such as France and Germany, for exam-
ple, may be able to produce domestically most kinds of products more cheaply than can
be produced in foreign countries. In such circumstances, Germany and France will gain by
importing those goods for which each has a relative disadvantage in production, and thus
gain the opportunity to export goods for which each has a relative advantage, by reason of
superior natural resources, labor and management skills, capital resources, manufacturing
processes, or technology.

There are three different situations concerning international differences in costs that
must be considered — absolute differences, comparative differences, and equal differences.
The extent to which trade is carried on and its very nature depends on which of these three
conditions exists in any given potential trading relationship and upon the nature of recipro-
cal demand structures. In the classical theory it is assumed that the supply price is the same
as the money cost of production, that is, transport costs, marketing costs, and individual
firm profits are not considered. In the real world, of course, these costs certainly exist, and
are quite significant in most cases. But the concept of supply price remains unchanged; only
absolute magnitudes are affected.
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Absolute advantage

A condition of absolute advantage exists when one country has a cost advantage over
another country in the production of one product (that is, it can be produced using fewer
resources) while the second country has a cost advantage over the first in producing a sec-
ond product. In a two-country two-product world, international trade and specialization
will be beneficial to each country when the country is absolutely more efficient than its
trading partner. For a given set of productive resources (capital and labor inputs), speciali-
zation and trade lead to a greater output of both products.

The absolute advantage theory also sought to explain why costs differ among nations.
Cost differences exist because productivities of factor inputs (in particular labor) represent
the major determinant of production cost in different countries. Such productivities are
based on natural and acquired advantages — localization advantages. Natural advantages
include factors relating to climate, soil, and mineral wealth, whereas acquired advantages
include special skills, technical and marketing know-how, and so on. Another advantage in
the 21st century is technology. With such advantages for producing an item, a nation would
produce that item at lower cost than a trading partner without the same advantages.

Comparative advantage

In order for trade to be profitably carried on it is not necessary that a country have an abso-
lute advantage over other countries. If one country has an absolute advantage over another
country in the production of all products, trade will be beneficial if the domestic exchange
ratios in each country are dissimilar; in other words, if the country with the absolute advan-
tage has a greater advantage in producing one product than it has in producing another.
This situation is known as ‘the principle of comparative advantage.’

When this condition exists a country benefits by specializing in and exporting the prod-
uct in which it has the greatest advantage, or a superior (comparative) advantage, and
importing the product in which its advantage is less, or in which it has an inferior advan-
tage (that is, a comparative disadvantage). Thus, the other country, even though it is at a
disadvantage in producing all products, can benefit by specializing in and exporting the
product in which its disadvantage is least. An illustration is presented in Exhibit 2.1.

In the real world, the power of comparative advantage seems weaker than this simple
model of trade implies (The Economist, 1996b). For instance, countries specialize less than
one would expect. There is much intra-industry trade — France sells cars to Germany and
vice versa. Competition from foreign suppliers does sometimes lower wages in the import-
ing countries. Clearly, geography and the role of similar but different products appealing to
varying tastes also explain why trade occurs. In addition, comparative advantage is often
the result of history and chance. A good example is the commercial aircraft industry of the
United States (The Economist, 1997). There is no inherent reason why the production costs
of large jets, for example, the Boeing 747, relative to other goods/services should be lower
in the United States than in, say, Japan. But, due to the early acceptance of air travel, air-
mail, and large purchases of military aircraft, such costs are lower. This suggests that com-
parative advantage can be created and that perhaps government should help create it. The
European consortium Airbus Industrie is doing this with its new Airbus 380.

More complicated versions of this model help explain these apparent anomalies. Mov-
ing from two goods and countries to many goods and countries greatly complicates the
mathematics, but otherwise changes little. In the real world labor is not the only factor of
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Exhibit 2.1 Comparative advantage: gains from trade

To see how this theory works, think about why two countries — call them East and West
— might gain from trading with one another (The Economist, 1997, p. 85). Suppose, for sim-
plicity, that each has 1,000 workers, and each makes two goods: computers and bicycles.

West’s economy is far more productive than East’s. To make a bicycle, West uses 10
workers while East uses 100. Suppose there is no trade, and that in each country half the
workers are in each industry. West produces 250 bicycles and 50 computers. East makes
125 bikes and five computers.

Now suppose that the two countries specialize. Although West makes both products
more efficiently than East, it has a bigger edge in computer making. It now devotes most of
its resources to that industry, employing 700 workers to make computers and only 300 to
make bikes. This raises computer output to 70 and cuts bike production to 150, as shown
in Table 2.1. East switches entirely to bicycles, turning out 250. World output of both goods
has risen. Both countries can consume more of both if they trade.

At what price? Neither will want to import what it could make more cheaply at home. So
West will want at least five bikes per computer; and East will not give up more than 25 bikes
per computer (these are the domestic exchange ratios that set the limits within which the
international exchange ratio must fall for gains to accrue to both trading partners). Suppose
the terms of trade are fixed at 12 bicycles per computer and that 120 bikes are exchanged
for 10 computers (the exact international exchange ratio will depend upon the existing recip-
rocal demand situation). Then West ends up with 270 bikes and 60 computers, and East
with 130 bicycles and 10 computers. Both are better off than they would be if they did not
trade.

Table 2.1 Comparative advantage: gains from trade

Output and consumption Output after Consumption
under autarky specialization after trade

Bicycles Computers Bicycles Computers Bicycles Computers

East 125 5 250 0 130 10
West 250 50 150 70 270 60

production. There is capital, human resources, etc. Thus, the domestic exchange ratio is not
in general linear, but is curvilinear, bending outward in the middle. This in turn implies that
complete specialization is unlikely. As the international exchange ratio or price based on
reciprocal demand changes, a country shifts production slowly in accordance with compar-
ative advantage to complete specialization.

Equal advantage

A condition of equal advantage exists when one country has an absolute advantage over
another in production of all products but no superior advantage in the production of any
one product.

This can be simply illustrated by the data for shoes and clothing in Table 2.2.

In producing both products Italy has an absolute advantage over Guatemala. In fact Italy
is twice as efficient in both products. The domestic exchange ratio of shoes to clothes in
each country is the same, 1 : 2. Using the reasoning above, there is no range of possible
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Table 2.2 Production costs for shoes and clothing

Production costs per unit
(in hours of labor)

G Shoes Clothing
Guatemala 30 60
Italy 10 20

international trade ratios, which means that each country will neither gain nor lose any-
thing by trading. Under such conditions, trade could not possibly exist as the incentive of
gain is lacking.

It is reasonable to ask what the limitations and implications of this analysis are. The
equal ratios for these two products might be the same for any number of reasons, such as
better machinery being used in Italy. However, it seems unlikely that ratios of labor costs for
all products in both countries would be the same. Therefore, while trade in some products
might not be feasible, it might be advantageous for other products where the ratios differ.
But could trade still be advantageous if Guatemala had higher costs in hours of labor for
every product than Italy? The answer is yes. Over time the monetary exchange rates would
change to reflect the differences in productivity in the two countries — not precisely, but
enough to make trade feasible in some products in which Guatemala had less of a compara-
tive disadvantage in labor costs.

The factor proportion theory

The classical trade theories argue that the basis for trade stems from differences in inter-
national production conditions and factor productivities, owing to domestic differences in
localization advantages (natural and acquired advantages). But other than offering this
general explanation, the classical theories do little to explain what causes discrepancies in
comparative costs.

The factor proportion theory, in contrast, offers an explanation for the differences in
comparative costs among trading partners. According to this theory, international dif-
ferences in supply conditions, for example, factor productivities and factor endowments,
explain much of international trade. It is assumed that trading partners have the same
tastes and preferences (demand conditions), use factors of production that are of uniform
quality, and use the same technology. The productivity or efficiency of a given resource unit
is thus identical for both trading nations.

The factor proportion theory argues that relative price levels differ among countries
because (1) they have different relative endowments of factors of production (capital and
labor inputs) and (2) different commodities require that the factor inputs be used with dif-
fering intensities in their production (factor intensities — capital/labor relationships). Given
these circumstances the factor proportion theory can be formulated as follows:

A nation will export that product for which a large amount of the relatively abundant (cheap)
input is used, and it will import that product in the production of which the relatively scarce
(expensive) input is used.

The principal explanation of the pattern of international trade lies in the uneven distribu-
tion of world resources among nations, coupled with the fact that products require different
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proportions of the factors of production. While the production of clothing, for example, is
very labor intensive, the manufacturing of machines is much more capital intensive.

The product life-cycle theory of international trade

For various reasons, the traditional theories based on economic advantage or factor endow-
ments have been shown to be deficient in explaining international trade patterns as they
evolved starting in the 1960s. Because of rapid technological progress and the development
of multinational enterprises, there has been a need to search for a new international trade
theory to fit the changing realities of the trading world as it began to evolve and now exists.
The product life-cycle theory of international trade has been found to be a useful model for
explaining not only trade patterns of manufacturers but also multinational expansions of
sales and production subsidiaries, that is, it has been useful in explaining certain types of
FDI.

According to the product life-cycle concept, many manufactured goods, in particu-
lar technologically advanced products such as electronic products and office machinery,
undergo a trade cycle.

During the process, which can be described in various stages, the innovator country of a
new product is initially an exporter, then loses its competitive advantage vis-a-vis its trad-
ing partners, and may eventually become an importer of the product some years later. The
introduction stage of the trade cycle begins when the innovator company establishes a tech-
nological breakthrough in the production of a manufactured item. The country where the
innovating company is located initially has an international technological gap in its favor,
and is typically a high-income developed economy. At the start, the relatively small local
market (home market) for the product and technological uncertainties imply that mass pro-
duction is not feasible.

During the trade cycle’s next stage, the innovator manufacturer begins to export its prod-
uct to foreign markets, which are likely to be countries with similar tastes, income levels,
and demand structures, that is, other developed countries. The manufacturer finds that
during this stage of growth and expansion, its market becomes large enough to support
mass-production operations and the sorting out of inefficient production techniques, which
means that increasing amounts can be supplied to world markets.

As time passes, the manufacturer realizes that to protect its foreign sales and export
profits it must locate production operations closer to the foreign markets. The domestic
industry enters its mature stage as innovating firms establish subsidiaries abroad, usually in
advanced countries first. A major reason for this is that the cost advantage initially enjoyed
by the innovator is not likely to last indefinitely. Over a period of time, the innovating coun-
try may find that its technology has become more commonplace and that transportation
costs and tariffs play an important role in influencing selling costs. The innovator may also
find that the foreign market is large enough to permit mass-production operation near the
marketplace, either by a direct investment or strategic alliance arrangement.

Although an innovating country’s monopoly position may be prolonged by legal rights
(for example, patents and other intellectual property rights), it often breaks down over
time. This is because knowledge tends to be a free item in the long run. The Internet con-
tributes to this. Once the innovative technology becomes fairly commonplace, foreign pro-
ducers begin to imitate the production process. The innovating country gradually loses its
comparative advantage and its export cycle begins to experience a declining phase. The
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trade cycle is complete when the production process becomes so standardized that it can be
easily utilized by all nations, including lesser-developed countries. The innovating country
may finally itself become a net importer of the product as its monopoly position is elimi-
nated by foreign competition.

This model is ‘fueled’ by technology. As is well known, technology is less likely to con-
verge (i.e., close the gap between rich and poor countries) than capital. Innovation shows
increasing returns to scale, meaning that countries with advanced technologies are best
placed to innovate further.

At the individual company level, a situation that leads to the breakdown of monopoly
positions based on patents and intellectual property rights is counterfeiting and piracy. In
some cases governments become involved in order to assist national firms. A good illustra-
tion is the threatened sanctions by the US government over selected exports from China
over piracy of compact disk software for computers. The US government felt that the gov-
ernment of China was not doing enough to stop such piracy.

The product life-cycle model of international trade has been helpful in explaining the
history of trade patterns of a number of products, particularly textiles, shoes, radios, tel-
evisions, semiconductors, industrial fasteners, and standardized components for different
uses. These products, available in the United States, western Europe, and Japan, are being
imported from Korea, Taiwan, Hong Kong, India, Singapore, other newly industrialized
countries (NICs), and China.

This theory explains some of present international trade, but does not fully cover all
of present trade. Research and development centers have been established in several less
industrially advanced nations, some as offshore centers of foreign companies and others by
domestic industries for their own use. Tata Industries in India is an example of R&D centers
established by domestic industries. This has resulted in increased innovation in a broader
range of nations. The subject was discussed briefly in Chapter 1 (see also The Economist,
2010).

There are also additional changes affecting patterns of trade development. Some
companies in the industrially advanced countries will immediately have their innovative
products, or parts thereof, manufactured abroad. (Cell phones sold by some companies are
an example.) Other companies in the industrially advanced countries go from manufactur-
ing new products in their own country to establishing production centers abroad to sell to
people in those countries: a number of automobile companies have done this.

Concerns over free trade
The concerns over increasingly free trade are threefold:

e Are reduced barriers to trade really beneficial to all countries?
e Are they needed to protect particular industries or groups of people?

e Are open markets really politically feasible?

The benefits of trade have been demonstrated by the experiences of several groups of
nations. Edward Prescott, a winner of the 2004 Nobel Prize in Economics, has noted several
examples of the effects of varying levels of protectionism, based on his own analyses and
studies by others (Prescott, 2007). In 1950, five years after the end of World War II, the
Latin American nations as a group had per capita GDPs 75% higher than the Asian nations.
While Latin American countries as a whole erected many trade barriers to protect local
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industries and jobs, several Asian countries focused on exporting. The European nations
increasingly moved toward increased integration with lowered trade barriers. The changes
in per capita income for these groups of countries, relative to the already large, increasingly
open, and growing US market, were as follows:

@ Europe: 68% increase
® Asia: 244% increase

@ Latin America: 21% decrease

Prescott also noted differences in growth in productivity of the nations according to the
times when they entered what is now the European Union and reduced trade barriers. The
six nations that originally signed the Treaty of Rome moved forward most rapidly while
those who were not members fell behind. The next three that joined in 1973 have caught
up or are making much progress in catching up, and other countries that joined later are
showing improvement.

China’s rapid growth since it began to emphasize exporting has already been discussed.
India’s growth has also been impressive as it moved away from an emphasis on self-suf-
ficiency, but has lagged behind that of China as it has been slower to reduce barriers to
incoming investment and goods and services.

In an analysis published in 2004, the first winner of the Nobel Prize in Economics, Paul
A. Samuelson, argued that the classical trade theories are still valid. Overall, the gains from
free trade will always outweigh the losses. However, specific groups of people in any given
country may be worse off (Samuelson, 2004). As an example, garment workers in a num-
ber of countries in Africa, and other continents, have been hurt by competition from low-
er-cost garments coming from China (The Economist, 2007). In a 2007 report, the IMF has
stated that ‘labor globalization has negatively affected the share of income going to labor
in the advanced countries.” But the study also states that, while the share of labor’s pie has
decreased, workers have still gained as prices have declined and the overall pie has grown
from globalization (Guha, 2007). A report in The Economist noted again the observation
that workers, who may suffer job losses or lower wages, are generally better organized and
more vocal than the consumers who benefit. It was argued that governments need to find
ways to more fully share the benefits of globalization without reducing the ability of the
countries to gain the benefits (The Economist, 2006).

Companies or whole industries are often more effective than workers in obtaining pro-
tection. In the individual case, giving protection to one domestic industry typically raises
the costs and reduces the competitiveness of other domestic industries. An example from
the United States was where steel makers received a 30% protective tariff that led to higher
prices and resulted in American makers of steel drums losing their international compet-
itiveness and export markets. A study of the effects of earlier protection of the US steel
industry through tariffs and quotas found that, for every job saved in the steel industry,
three jobs were lost elsewhere in the economy (The Wall Street Journal, 2002).

Protectionism, whether to save industries or workers, leads to higher costs, lowered
competitiveness, and in the aggregate to lower rates of growth and lower per capita GDP.
Completely free markets are probably not politically feasible, but the interests of nations,
companies, workers, and consumers as a whole require less rather than more protection-
ism. Where labor markets are less free, more government actions may be required to assist
displaced workers to train for and find new employment.

83



Chapter 2 Bases of international marketing

84

Export behavior theories and motives

Exporting is still the most common way for manufacturers to do business in foreign mar-
kets, especially in the early stages of internationalization. The export behavior of firms
has received significant attention — by researchers and practitioners. Although conceptu-
alization and theory development have been scarce, contemporary international business
theory development considers exporting as a continuous process with the firm gradually
increasing its level of foreign involvement and commitment. Export expansion is generally
viewed as involving discrete changes in organizational structure as firms increase their
commitment to serving foreign markets. The first is thus perceived as passing through a
sequence of export entry modes which ultimately lead to direct foreign investment.

In contrast to the international trade theories as presented above, export behavior the-
ories attempt to explain why and how the individual firm is engaged in export activities
and, in particular, how the dynamic nature of such activities can be conceptualized. Export
theories focus explicitly on the firm’s motives and strategies of exporting (and not only eco-
nomic rationales for exporting), the firm’s marketing and other capabilities in exporting,
and its interaction with the foreign market environment. Risk, uncertainty, and imperfect
knowledge are important determinants in export behavior since companies engaging in for-
eign marketing activities often lack prior knowledge, experience, and adequate marketing
information.

Why do firms engage in international marketing in general and exporting in particular?
We can assume (realistically, we might add) that the driving forces for either starting or
exploiting export activities are that the firm wants to utilize and develop its resources in
such a way that its short-term and/or long-run economic objectives are served. As a con-
sequence, export motives will be strongly connected to the basic goals of the company.
Broadly speaking, companies expand abroad when they can no longer achieve, to their sat-
isfaction, their strategic objectives by operating solely in the domestic market.

For an increasing number of companies, the strategic objectives are international in
nature. Companies such as Switzerland’s Nestlé, Embraer of Brazil, Honda of Japan, and
Boeing, and, increasingly, companies like India’s Tata Consultancy Service, look at the
whole world as their market, with some countries just more difficult or expensive to pene-
trate. These companies also look for potential locations of operations and sources of supply
on a worldwide basis.

Basic goals

Every business firm has a major goal that it strives to achieve. This goal may be profit or
nonprofit oriented. Profit-oriented objectives include those of return on investment, return
on sales, profit maximization, growth, or stability. Objectives that are nonprofit in nature
include a desired volume of sales, market share, preservation of the status quo, serving cus-
tomers and specific markets, financial liquidity, security of existing management, and vari-
ous humanitarian goals such as maintaining employment and producing products that the
firm honestly believes are good for consumers.

Regardless of how the business firm explicitly states its major objective(s), if in fact
an explicit statement exists, there is really only one basic or primary incentive — to make
a profit. Thus, a nonprofit-oriented objective may be desired only to the extent that a profit
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is forthcoming, either directly or indirectly. It is only through the generation of profits that
a firm can continue its operations and afford the luxury of having objectives that are non-
profit in nature. Export business, to those who are already exporting, is frequently the dif-
ference between a profit and a loss for the entire company. In addition, foreign operations,
including exports, lead to stability of profits.

Samsung Electronics’ current profitability is the result of a 1998 decision not to give
greater emphasis to gaining market share than to profits. The Korean conglomerate decided
not to pursue the opportunity to flood export markets during the economic crisis in Korea
and Southeast Asia at the time. The company’s president, Yun Jong Yong, stated that
Samsung factories would produce only goods after orders were in hand and profitability
assured. Putting profitability ahead of gross sales was a radical concept at Samsung and
other Korean conglomerates. Samsung’s actions stand in contrast to those of Daewoo, as
discussed in Case 10.1 in Chapter 10.

For many companies a significant share of their sales revenue and earnings can come
from export and other foreign operations. Examples abound. In 2003 BMW sold more auto-
mobiles in the United States than in Germany. As much as 80-90% of sales and profits of
companies such as Sweden’s Ericsson and Electrolux have come from exports and foreign
subsidiaries. By 2000, Finland’s Nokia was generating 96% of sales and French retailer
Carrefour 44% of sales from foreign operations. Other examples of companies in which a
significant share of earnings comes from international operations are not difficult to find:
Coca-Cola, IBM, Unilever, Procter & Gamble, Motorola, Exxon, CPC, N.V. Philips Gloeila-
mpenfabrieken, Sony, Nestlé, C. Itoh, and Toyota. For many companies the bulk of foreign
earnings comes from foreign-based operations rather than export sales.

Specific reasons

In addition to the basic objective of attaining profit, there may be specific goals underlying
a firm’s commitment to foreign markets, however strong or weak that commitment might
be. As previously stated, each of these becomes a valid goal only to the extent that there is
a contribution made to achievement of the basic goal. That is, underlying each of these spe-
cific goals is the expectation that profits will be enhanced in the long run.

A classification of specific export motives is shown in schematic form in Table 2.3.
Basically, the schema suggests that different kinds of stimuli or influences cause a firm to
engage in exporting. Two main distinctions can be drawn. First, the motivational factors
are specified as either due to stimuli initiated from influences internal to the firm or due
to stimuli originating from the company’s external environment (home market or export

Table 2.3 A classification of export motives

Internal External
Proactive ® Managerial urge ® Foreign market opportunities
® Marketing advantages ® Change agents
® Economies of scale
® Unique product/technology competence
Reactive @ Risk diversification ® Unsolicited orders
® Extend sales of a seasonal product ® Small home market
® Excess capacity of resources ® Stagnant or declining home market
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markets). Second, the motives are categorized in terms of whether the export activity is
due to reactive behavior, that is, the firm responds to internal or external pressures (push
factors), and acts passively, or is a result of proactive and/or aggressive behavior based on
the firm’s interest in exploiting unique competencies or market possibilities (pull factors).
Another way of looking at this is that the decision can be innovation oriented (i.e., there is
awareness of the existence of a market opportunity) or problem oriented. Such a distinction
may be important because it identifies the nature of the export decision task: is the foreign
activity initiated because of the need for exports or is it initiated on a purely voluntary basis,
to improve an already secure situation of the company? Exhibit 2.2 reinforces the impor-
tance of some motives.

Managerial urge

Managerial attitudes play a critical if not a major role in determining the exporting activi-
ties of the firms. Managerial urge reflects the desire, drive, enthusiasm, and commitment
of management toward exporting and other types of international marketing. In smaller
and medium-sized companies export decisions may be the province of a single decision
maker; in bigger firms they can be made by a decision-making unit. Irrespective of the num-
ber of people involved in the export decision process, the choice of a foreign market entry

Exhibit 2.2 Should a company market overseas?

How does a company decide whether foreign marketing is ‘right’ for itself and its product(s)?

The keys to achievement in foreign markets are information, preparation, and commit-
ment. A study of successful medium-sized companies showed that success overseas was
due to management commitment, quality, better marketing, innovation, and acculturation -
not company size, financing, or a favorable currency.

A company’s main incentive, of course, is opportunity for growth and profit. In addition,
sales in foreign markets can aid in stabilizing revenue/ turnover fluctuations whether these
fluctuations are caused by seasonality, technology changes, saturated markets, or eco-
nomic conditions. New markets help a firm to use its production capacity better, to extend
the product life cycle, to increase competitiveness, and perhaps even gain tax advantages.

There are four steps to guide the decision whether to become involved internationally or
not:

® Make sure that there is sincere commitment and involvement from the president down,
and that such commitment becomes integral to business strategy.

® Allocate research and evaluation time and resources.

® Gather information on which to base the decision:

— Study market characteristics (including need and propensity to buy), competition,
possible entry barriers, export/import regulations, customs, and licensing
considerations of targeted markets.

— Evaluate company and product strengths and weaknesses by market.

— Evaluate how to adapt products and services to meet local requirements, standards,
and tastes. Anticipate export financing, pricing, payment methods, and the additional
costs of doing business in foreign markets.

® Audit the foreign marketing know-how, capabilities, and expectations of personnel,
suppliers, and other stakeholders.




Export behavior theories and motives

strategy is still dependent on the decision maker’s perceptions of foreign markets, expec-
tations concerning these markets, and perceptions of the company’s capability of entering
those markets. This suggests that individual decision-maker characteristics may act at two
levels: (1) information stimuli related to export activities are ultimately processed and (2)
the characteristics are related to subsequent decisions to engage in export activities or not.

There is a distinct relationship between individual decision characteristics and export
behavior. Favorable attitudes toward foreign activities have been considered an essential
prerequisite before firms go into or expand in international markets. Decision-maker char-
acteristics, including cognitive and affective factors, can explain in certain instances the
systematic differences between managers in attitude and behavior toward foreign activity.

A process of cultural socialization which exposes the decision maker to information and
contacts with foreign markets is likely to make stimuli received from or related to foreign
countries more familiar. Managers who either were born or have the experience of living
or traveling abroad may be expected to be more internationally minded than other man-
agers. Prior occupation in exporting companies and early socialization, and continued
contact with external reference groups (such as membership in trade and professional asso-
ciations), may also reinforce key decision makers’ perceptions and evaluations of foreign
environments.

Unique product/technology competence

There is a definite role that unique products and/or unique technology competence plays
in stimulating exporting behavior. First, a firm producing superior products is more likely
to receive inquiries from foreign markets because of perceived competence of its offerings.
Several dimensions in the product offerings affect the probability that a potential buyer will
be exposed to export stimuli. Although little is known on this issue, significant elements
in describing the export product may be its degree of standardization, degree of complex-
ity, and, where ‘software’ and ‘hardware’ are involved, the distribution of sales (turnover)
between them.

Second, if a company has developed unique competencies in its domestic market, the
possibilities to spread unique assets to overseas markets may be very high because the
opportunity costs of exploiting these assets in other markets will be zero or very low. Expla-
nations of why a unique competence leads to seeking the exploitation of exporting are usu-
ally based on the fact that there would have been certain sunk costs incurred in developing
the competence or product.

Risk diversification

Many, but not all, exporting companies probably face less total market risk than non-export-
ing firms by virtue of their having diversified geographical markets. Typically, countries do
not face the same type and timing of business cycle. The expectations are that an economic
downswing does not manifest itself necessarily at the same time or with the same inten-
sity in different foreign markets. Selling in several markets (market spreading) reduces the
risk associated with declining sales and profits in any one market. Such diversification in
markets helps the firm to cope with the ever-changing general business conditions in the
domestic market. If the home market should be in the midst of a recession, export sales can
still be made since world markets are seldom equally depressed at the same time. When the
wood products industry in the Pacific Northwest region of the United States was depressed
during the first half of the 1980s due to a quiet domestic building industry, some companies
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did better than others because they were able to export logs and wood chips to Japan. Com-
panies that also developed competencies in cutting wood to the precise dimensions and
configurations required by Japanese construction companies continue to have a market not
open to US lumber mills which only cut to US specifications.

Foreign market opportunities

Revealing market opportunities abroad has often exerted a strong influence upon the firm’s
willingness to export. It is evident that market opportunities act as stimuli only if the firm
has or is capable of securing those resources that are necessary to respond to the opportu-
nities. In general, decision makers are likely to consider a rather limited number of foreign
market opportunities in planning their foreign entry. Moreover, such decision makers are
likely to explore first those overseas market opportunities perceived as having some similar-
ity with the opportunities in their home market.

Change agents

Government agencies, industrial trade associations, banks, chambers of commerce, port
authorities, and other organizations may be major promoters of export activities. Major
export promotion activities include giving and guaranteeing loans, providing credit facil-
ities and insurance, publishing basic market data on foreign markets, exhibiting at trade
fairs and exhibitions, sponsoring and participating in trade missions, providing trade leads
and reports on individual companies, and being party to a trade agreement or convention.
For example, government stimulation measures can have a positive influence, not only in
terms of any direct financial effects that they may have but also in relation to the provision
of information regarding market opportunities in a foreign country.

Economies of scale

If scale economies exist in production, advertising, distribution, or other areas, a broader
market scope created by exporting can give rise to a decrease in unit costs of products
produced. The scale effect reflects the natural efficiencies associated with size. Through
exporting, fixed costs arising from administration, facilities, equipment, staff work, and
R&D can be spread over more units. For some companies a condition for exploiting scale
effects on overseas markets to the fullest extent is that it is possible to standardize the
marketing mix internationally. For others, however, standardized marketing is not neces-
sary for scale economies; such companies can accrue economies on the basis of their size
alone.

Foreign marketing advantages

Specialized marketing knowledge or access to information can distinguish an exporting
firm from its competitors. A good and perhaps unique product, a strong sales force, an effi-
cient marketing infrastructure, and a good service technical support system, for example,
may act as incentives for exporting because a company has built up competitive marketing
advantages. Past marketing success can be a strong motivator for future marketing behav-
ior. Competence in one or more of the major marketing activities will often be a sufficient
catalyst for a company to begin or expand exports. Doing any type of marketing job well,
together with having a strong product and/or brand franchise, means that a company can
be better shielded from competition in export markets. In short, marketing advantages can
serve as entry barriers for potential competitors in foreign markets.
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Extend sales of seasonal product

Some industries, for example textiles, clothing, sports equipment, tourism, and toys, may
be less resistant to business cycles than others. Seasonality in production and demand con-
ditions in the domestic market may be industry specific and can act as persistent stimuli for
foreign market exploration. In the first place, export markets are likely to be pursued in order
to remove fluctuations in the product cycle. Second, eroding of the home market may force
pursuit of export markets to secure continued growth and profitability. Consequently, firms
may be expected to pursue an appropriate strategic response to cope with such changes.

By selling seasonal products in countries where the seasons are opposite to those at
home, a greater stability in sales can be achieved. This, of course, makes possible more bal-
anced production throughout the year. For example, ski equipment and clothing from such
companies as Saloman, Rossignol, Olin, Head, Columbia, and North Face have markets in
the northern hemisphere (North America and Europe) during the months of November—
March whereas markets in the southern hemisphere (Chile, Argentina, New Zealand, and
Australia) would be best during the period May—September.

Excess capacity of resources

When the domestic market served by a company is unable or unwilling to absorb the output
that the firm is capable of producing or is actually producing then export markets can serve
as outlets for this surplus production or productive capacity. Both domestic and foreign com-
petition in the home market often force a firm to seek overseas markets. In many cases addi-
tional production can be obtained from existing equipment and labor without adding greatly
to cost, the effect being an increase in the productive efficiency of the firm. Such economy in
production will enhance the firm’s competitive position both at home and abroad.

There is one potential problem that should not be overlooked when engaging in this type
of activity. Sometimes companies with excess inventories attempt to ‘unload’ them in over-
seas markets at attractive prices. When the price that is offered in the overseas market is
lower than that at which a product is sold in its home domestic market, dumping occurs.
Under WTO rules, investigations are made into antidumping charges on products that
importing countries say are being sold at unfairly low prices and are harming their domestic
industries (de Jonquieres, 2003; Prusa and Vermulst, 2015). Many countries and groups
of countries have enacted laws making dumping illegal or the dumped products subject to
higher duty rates designed to adjust for the situation. Though usually lower, antidumping
duties as high as 454% have been assessed. Not all of the national laws are the same, con-
tributing to possible different interpretations of what actually constitutes dumping. US laws
were written over 80 years ago and define dumping not only as selling in other countries at
prices lower than those in the home markets, but also those selling at prices below the ‘total
cost’ of production, and that are harming domestic industries. Examples of some recent
charges of dumping, by both industrialized nations and developing countries, are given in
Chapter 11, Pricing decisions. Countries that do not have antidumping laws may simply
frown on the practice of dumping with the effect that local importers are discouraged from
buying products that are being dumped. In addition, the government involved most likely
will not view very favorably a foreign company engaging in the practice. Consequently, any
short-term immediate gain from dumping may be offset by adverse longer-term effects.

Under certain circumstances entire industries begin to produce a permanent surplus
for export. This occurs when further growth of the domestic market is blocked, or when,
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because of lack of an adequate domestic market, price degeneration appears to be forth-
coming unless new markets can be discovered and developed.

Unsolicited foreign orders

The receipt of an unsolicited inquiry for product, price, or distribution information may be
a very common method by which firms become aware of opportunities in export markets.
These inquiries can result from advertising in trade journals that have a worldwide circulation,
through exhibitions, and by other means. The evidence has been overwhelming that in differ-
ent countries for the majority of exporting firms their initial orders were unsolicited. Such an
involvement may emphasize an unplanned or passive (reactive) export market entry, but unso-
licited orders as an explanatory factor for export activities raises at least one fundamental ques-
tion. Why should some companies receive more of these inquiries than others, if in fact they do?

In general, it seems to be too simplistic to attribute exporting behavior to any single order
explanation. It should be expected that those factors that make a firm a likely target for an
unsolicited order do not cease after it has started to export. So besides unsolicited inquiries,
there must exist certain enabling conditions that facilitate export activities. In a study by
Simpson and Kujawa (1974), there was evidence presented supporting the view that firms
are differentially exposed by such external stimuli as unsolicited orders. In this study more
than 80% of the exporting firms were exposed to inquiries from foreign customers in con-
trast to approximately 30% of the nonexporters being so exposed. This points out that there
are firm- and industry-specific factors at work that provide an environment that encourages
receipt of unsolicited foreign orders. Relevant characteristics may be related to the firm’s
technology, product mix, experience, and present exposure in the marketplace.

Small domestic market

A company may be pushed into exporting because of a small home market potential. For
some firms, domestic markets may be unable to sustain sufficient economies of scale and
scope, and these companies automatically include export markets as part of their market
entry strategy. This type of behavior is likely for industrial products that have few, easily
identified customers located throughout the world, or for producers of specialized con-
sumer goods with small national segments in many countries. The strategy is also possible
for firms producing consumer products that are targeted to international consumers with
common lifestyles and disposable incomes.

Although domestic markets may be very large this does not necessarily imply that a firm
would want to expand within its home market before choosing to export. For example, for
some Canadian firms, markets in the United States might be far more accessible and eco-
nomically feasible than markets in west Canada. For an Australian firm that has attained
full expansion in its regional market, economic factors such as transport convenience may
make Singapore, Japan or South Korea the most attractive market for entry rather than
another Australian state.

Stagnant or declining home market

Market saturation can provide a major incentive for firms to search for new opportuni-
ties. Foreign expansion may become a feasible strategy if the home market is stagnant or
declining. Home market saturation occurs when a company is, at best, receiving declining
marginal revenues from its marketing effort, or, at worst, is in a situation where required
incremental sales revenue is less than the costs of the related incremental marketing effort.
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But another perspective on market saturation is relevant for understanding why firms may
expand overseas. Home market saturation suggests that unused productive resources (such
as production and managerial slack) exist within the firm. Production slack is a stimulus
for securing new market opportunities, and managerial slack provides those knowledge
resources required for collecting, interpreting, and using market information.

Resources

The ability to undertake any form of international activity is clearly limited by the means
available to the firm to carry out such activity. While export motives drive the process of
internationalization, the resources that are available may limit the expansion at any point
in time. There is more to the resources question than just production or financial capacity.
Several critical factors in the ability to carry out chosen export activities are the possession
of appropriate export knowledge, the ability to make personal contacts, and a greater will-
ingness to take risks compared with doing domestic business.

Multinational, global, world companies

International marketing opportunities including export opportunities are the major rea-
son for the existence of some companies whose operations are truly global in nature. These
companies have been called different names (for example, multinational, transnational,
global, world) and there are some differences in operating characteristics. However, they
all share the common characteristic that decisions are made on the basis of comparative
opportunities worldwide. Markets are not limited to the confines of any political entity and
global resources are utilized. Such companies tend to be increasingly market driven in their
strategic and tactical decision-making.

Other relatively common characteristics are that these companies sell, market, and man-
ufacture in many countries. This means that global business strategies are needed, includ-
ing research and development in multiple areas. Global marketing means a fully integrated
worldwide strategy based on consistent brand selling. These companies are progressive.
The dynamic forces inherent in all progressive companies are logically directed toward
growth and expansion. When the opportunities for growth become limited in domestic
markets, for whatever reason, there is no place to turn but to foreign areas.

Examples of these types of companies are General Motors (US), Philips (Netherlands),
Samsung (Korea), Intel (US), Unilever (Netherlands; United Kingdom), Nestlé
(Switzerland), and Hitachi (Japan). Of course, not all such companies are as large as the
ones mentioned above.

Other goals

In addition to the goals already mentioned, marketing internationally can enhance the
development of management personnel and stimulate the development of improved prod-
ucts and methods. The successful handling of situations in different foreign countries gives
managers the opportunity to show how capable they are, and brings into the open new
ideas and techniques that have been designed to handle particular situations. Moreover,
although technology is such that invention and innovation are distributed unevenly, no one
has a monopoly on success.

Another goal for exports is to provide a source of supply for the home market. This is
the phenomenon known as the ‘offshore plant’ and can be defined as a plant owned by a
company in one country (usually an industrialized country) but located in a less developed
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country whose principal mission is to manufacture products to be exported to the home
country. One type of offshore plant operation has been used in Mexico since the early
1970s by US manufacturers with the encouragement of the Mexican government. These
are assembly plants, known as maquilalora operations, mainly in the electronics industry,
that have been established in designated duty-free areas. Originally, these plants were
established in areas along the US-Mexican border in Tijuana, Mexicali, Ciudad Juarez, and
Nuevo Laredo. However, due to rising labor costs along the border, firms located in the inte-
rior of Mexico, where labor costs are as much as 50% lower. For example, Motorola and
Burroughs Corporation operate in Jalisco, near Guadalajara, and other similar facilities are
in San Luis Potosi, Durango, and the remote Yucatan peninsula. Japanese manufacturers
are also moving offshore, to lower costs. Regardless of the specific reason for investing in
such ventures, for example intense import competition in the home market or the availabil-
ity of extremely low-cost labor, the objective underlying the setting up of an offshore plant
is the desire to export to the home market.

Related to the ‘offshore production’ phenomenon as an objective for exporters sourcing
overseas is buying overseas (importing) from independent sellers simply because quality
is better and/or prices are lower. For example, in 1989 a subsidiary of the US company
Johnson & Johnson bought a water-purification system from a Finnish company because
the system was better than anything available in the United States.

A concluding comment

To conclude our discussion on goals or objectives of individual business units it should be
emphasized that companies usually operate with multiple goals in mind. However, one goal
is often primary, while the others will, be secondary and set up so-called boundary condi-
tions. Also, some goals may be ‘given’ to the export marketing executive by higher manage-
ment, and he or she has to operate within the confines of such goals.

The development of export in the firm: internationalization stages

For most companies, export operations are the first step in internationalization. While some
firms may first become international through other means of market entry, the process of
export development is the key to increased internationalization for the majority of compa-
nies. The rates at which firms increase their international activities differ substantially. From
the standpoints of both individual firms and organizations promoting exports, it is important
to understand what factors determine the process followed and the rate at which it moves.

A number of studies of the export development process (i.e., the internationalization
process) have been conducted over the past 30 years. From the viewpoint of the firm, inter-
nationalization is an evolutionary process in which foreign experience gained over time
results in accumulated organizational learning. The learning cycles include processes by
which the firm adjusts itself defensively to foreign markets as well as processes by which
knowledge and experience are used offensively to improve the fit between the firm and its
foreign market environment. Export development can be described as a stimulus-response
process, in which experimental learning has been considered as an important determinant.
Information activities, willingness to commit resources, and managerial risk-taking behav-
ior are all essential in describing the process.
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Within the research on export behavior, researchers have concentrated almost exclu-
sively on finding industry and firm determinants of international activities. Relationships
between market environmental variables and foreign activities have rarely been subject to
systematic empirical analysis. In the 1970s and 1980s research dealt with identifying tech-
nology and product-specific variables as important structural factors contributing to the
process of export expansion. Structural factors have often been regarded as critical deter-
minants in the exporting activity of a firm, but the evidence to support the effect of size,
product, and technology orientation is conflicting.

More recently, attention has been directed toward behavioral determinants of the pro-
cess of internationalization. Research in this respect has been dealing with the role of the
decision maker’s perception of foreign markets, expectations concerning these markets,
and the firm’s capacity to enter such markets. The available research does give tentative
support to the existence of individual managerial factors influencing the export behavior
of firms.

Empirical evidence indicates that as companies increase their level of international
involvement there is a tendency for them to change the methods by which they serve for-
eign markets. As well as increasing commitment, the pattern appears to be one of greater
operational diversity as internationalization proceeds. This appears to be related not only to
the greater experience, skills, and knowledge of foreign markets and marketing that devel-
ops within the firm, but also to the exposure of a wider range of possibilities and threats.

As the company increases its involvement in international operations there is also a
tendency for its offering to foreign markets to become deeper and more diverse, whether
through an expansion within an existing product line, a new product line, or by changing
the whole product concept to include nonmaterial components such as services, technology,
know-how, or some combination. In the same way, firms tend to export initially to those
customer markets and/or countries that are familiar and/or similar (close psychological dis-
tance) in terms of history, culture, and industrial economic development, where barriers to
information retrieval are low, and where resource commitment can proceed incrementally.

Theories of export behavior identify several stages in the process and, although each the-
ory uses a different classification scheme, the theories all portray one common view: the
decision to go international is a gradual process that can be subdivided.

It should be stressed that the concept of a sequential, cumulative process of internation-
alization does not necessarily mean a smooth, immutable path of development. The actual
paths are often irregular. Commitments are frequently lumpy over time and particular steps
are affected by the emergence of opportunities and/or threats that do not usually arrive in a
continuous or controlled manner. The outcome tends to be derived from a mixture of delib-
erate and emergent strategies. Exhibit 2.3 briefly outlines the stages of exporting.

Companies do not necessarily internationalize in an orderly way.

As mentioned earlier, for many companies exporting is only the first step in internation-
alization. A more comprehensive view of, say, the stages of manufacturing firms is:

1. export operation stage;
2. foreign sales subsidiary stage;
3. licensing and contracting alliances;

4. foreign production subsidiary or alliance stage.

Each of these modes is discussed in subsequent chapters of the text.
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Exhibit 2.3 Levels of exporting

Level 1: Export of surplus. The firm is interested only in overseas sales of surplus prod-
ucts, or is without resources to fill overseas orders for most products on a continuing basis.

Level 2: Export marketing. The firm actively solicits overseas sales of existing products
and is willing to make limited modifications in its products and marketing procedures to
accommodate overseas buyers’ requirements.

Level 3: Overseas market development. The firm makes major modifications in products
for export and in marketing practices in order to be better able to reach buyers in other
countries.

Level 4: Technology development. The firm develops new products for existing or new
overseas markets.

Exporting and the network model

Empirical research has demonstrated that firms in industrial markets establish and develop
lasting business relationships with other businesses. This is known as relationship market-
ing; examples are shown in Exhibit 2.4. In particular, this is true in international markets,
where a company is engaged in a network of business relationships comprising a number of
different firms — export distributors, agents, foreign customers, competitors, and consult-
ants as well as regulatory and other public agencies (see Figure 2.1). These business rela-
tionships are connected by networks, where the parties build mutual trust and knowledge
through interaction, and that interaction means strong commitment to the relationships.

Industries such as textiles, clothing, and machinery can be regarded as networks of busi-
ness relationships. Often the specific firm in question will be involved in different industrial
networks because it exports to several countries. However, different industrial networks
may be more or less international to the extent that the connections between networks
in different countries are more or less intensive. A global industrial network can be parti-
tioned in various ways. Delimitation can be made concerning geographical areas, products,
techniques, and so on.

When the grouping is made on the basis of national borders, different ‘national nets’ can
be identified. Correspondingly, ‘production nets’ refer to relationships between those com-
panies whose activities are linked to a specific product area. For example, it is possible to
distinguish a ‘heavy truck net’ including firms manufacturing, distributing, repairing, and
using heavy trucks. The firms in the net are linked to each other and have specific depend-
ence relations to each other. The ‘heavy truck net’ can further be distinguished by its nation-
ality, for example a French heavy truck net operates in France.

The network model has consequences for the meaning of internationalization of the
market. For example, a production network can be more or less internationalized. A high
degree of internationalization of a production net implies that there are many and strong
relationships between the different national sections of a global production net. On the
other hand, a low degree of internationalization of a global production net means that most
national nets have few relationships with each other.
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Exhibit 2.4 Relationship marketing

Observers of the corporate scene in Europe and the United States might be forgiven for
confusion. On the one hand, firms are busy subjecting once-stable relationships within com-
panies to market pressures, contracting out noncore businesses and forging ‘profit centres’
within firms to compete for cash. On the other hand, they are turning away from market
transactions with outsiders in favor of gentlemen’s agreements.

Traditionally, firms would force their suppliers and distributors to compete on the basis
of price. Today they increasingly rely on informal partnerships. Instead of having many sup-
pliers compete for their business, they are reducing the number of suppliers they use (in the
space of just three years in the 1990s, Ford reduced the number of its suppliers by 45%, 3M
by 64% and Motorola by 70%) and forming closer relationships with the ones that survive.
They are even helping their suppliers to tackle difficult problems, from financing to design.
At the same time, they are breaking down the traditional boundaries that divided one com-
pany from another.

Companies are realizing that, far from being the prerogative of a particular company, cre-
ating value is the responsibility of an entire chain of firms, starting with suppliers and ending
with distributors. Firms should be willing to improve the performance of their distributors
and their suppliers in addition to improving their own performance.

In the West, this started first in the car business. Humiliated by Toyota in the late 1970s,
US and European companies began to study Japanese business methods. They discovered
that the keiretsu system of long-term relationships between firms and their suppliers helped
Japanese firms to outperform them on quality and timeliness, as well as price. Now partner-
ships are so established that the US’s General Motors and Germany’s BMW even allow their
suppliers to help design their cars.

One advantage of partnerships is that they can reduce transaction costs. Dealing with
a handful of trusted suppliers is much easier than negotiating with hundreds of potentially
hostile ones. Companies need to put less time and effort into cultivating relations, fore-
casting demand, processing orders, filling in invoices and hoarding stocks as a precaution
against disaster.

In the first phase of the business craze of ‘re-engineering,” firms focused on their internal
processes, obliterating here and contracting out there. When they discovered that they were
still losing money, or that their employees were overstretched, they started looking out-
wards, to their relations with suppliers.

The Internet is making relationship marketing easier and more effective. A Special Report
in Businessweek listed many examples including: (1) Lockheed Martin is linking 80 major
suppliers from around the globe in a $255 billion project to design and build a new type of
stealth fighter. The company expects the networking of designers and engineers to reduce
costs by an average of $25 million per year. (2) In 2002 Sony linked teams of editors in differ-
ent countries in order to get Lord of the Rings: The Two Towers back on schedule. The cost
was about $1 million, but enabled on-time completion of the project. (3) Bovis Lend Lease
construction company had a $600 million contract to modernize 10,000 BP gas stations in
the United States. In 2001 the vice president of Bovis sent out 22,500 faxes just for parts
orders. In 2002, he used Constructware software to coordinate the builders, architects, and
25 suppliers and subcontractors over the Web. The system has helped to reduce costs
and double the pace of renovations. (4) Other examples include toy-maker Mattel connect-
ing designers and licensees worldwide, IBM using an intranet for workers’ brainstorming,
and Eli Lilly drug company establishing a website where scientific problems are posted and
anyone solving one of the problems can receive a reward ($600,000 paid out in two years)
(Green et al., 2003).

N
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Swapping electronic data, which allows customers and suppliers to share business doc-
uments in a few seconds, is proving so popular that many big companies are shunning
nonusers. Tesco, a British supermarket chain, and Walmart, the US super-retailer, will not
deal with suppliers who are not part of their automated system for ordering and paying for
products. At its most extreme this integration ignores corporate boundaries and manages
suppliers as though they were subsidiaries. Sherwin-Williams, a paint company, lets manag-
ers from Sears, Roebuck help select people who would service the Sears account. Eastman
Kodak, a chemicals and films group, allows outsiders to run one of its supply rooms. Xerox
and General Electric send people to each other’s in-house training sessions.

Though partnerships are the height of popularity at the moment, they are not without
their problems. For a start, they entail a loss of those two crucial competitive weapons,
confidentiality and freedom. A firm that hands its production schedule over to a supplier
may see that supplier run off with a rival. The car firm that pays its supplier for what it
uses may have reduced its paperwork but it has also made itself dependent on a supplier
that may raise prices or go bust.

And partnerships are difficult to manage. If managing one firm is difficult, managing sev-
eral, with different cultures and strategies, can be a nightmare.

When relationships develop through interaction the people or companies in the local
or international environment are tied to each other through a number of different bonds:
technical, social, administrative, legal, economic, and so on. These bonds can be exempli-
fied by, respectively, product and process adjustments, knowledge about counterparts, per-

sonal confidence, special credit agreements, and long-term contracts.
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Figure 2.1 Relational exchanges in relationship marketing
Source: Morgan and Hunt, 1994, p. 21.
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According to the network model, the internationalization characteristics of both the firm
and of the market influence the process (Johanson and Mattson, 1988). In terms of net-
works, internationalization means that the firm develops business relationships in networks
in other countries, that is, network positions. But the firm’s internal assets (a unique prod-
uct line, an efficient production process, and so forth) have a different structure when the
company is highly internationalized than when it is not. Similarly, the competitive strength
of the assets may differ if the market has a high or low degree of internationalization.

A basic assumption in the network model is that the individual firm is dependent on
resources controlled by other firms. The companies get access to these external resources
through their network positions. Since the development of positions takes time and
depends on resource accumulations, a firm must establish and develop positions in relation
to counterparts in foreign networks. This can be achieved by (1) international extension,
through establishment of positions in national nets that are new to the firm, (2) pene-
tration, by developing an existing foreign position, and (3) international integration, by
increasing coordination between positions in different national nets. Which option the firm
may choose depends on the internationalization degree of both the firm and the market.

In sum, the network approach of internationalization offers a model of the market and the
firm’s relationship to that market. The model stresses the cumulative nature of the firm’s activi-
ties in developing international market positions and seems especially important in understand-
ing key issues involved in cooperation in industrial systems and of global industry competition.

Ethical/moral issues

Marketing activities are being subjected to increasing scrutiny and challenges on ethical
grounds. There are growing demands from consumers, special interest groups, and the pub-
lic for companies to behave in a socially responsible manner. At the same time, governments
continue to expand restrictions and requirements governing corporate behavior. For inter-
national marketers, meeting these expectations and demands is particularly difficult. With
activities in more than one country, they frequently deal simultaneously with more than
one set of ethics, different views of what constitutes socially responsible behavior, and dif-
ferent legal requirements. The issue is an important one. In the short run, failure to act in an
ethical and socially responsible way may result in a wide range of problems including pro-
tests by customers or special interest groups, possible loss of markets/market shares, and/
or lawsuits, penalties and fines. In the long run, failure to act in accordance with changing
societal expectations results in additional laws and restrictions on business activities.

The objective of this section is to provide the export/international marketer with a basic
understanding of the ethical factors that should be considered in evaluating proposed
actions or activities. In doing so, it is useful to discuss what is meant by ethical behavior,
some criticisms of the behavior of international companies, and possible ethical models to
use in evaluating possible different courses of action.

Defining ethics

Ethical behavior, at its most basic level, is what most people in a given society or group view
as being moral, good, or right. Some societies emphasize moral conduct based on abstract
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moral principles, the violation of which is expected to cause feelings of guilt. Other societies
emphasize correct or proper conduct based on what is expected in the situation/relation-
ship, the violation of which is expected to cause a feeling of shame (Sullivan, 1999). The
judgement as to whether a decision is considered ethical is ‘firmly anchored and steeped in
a set of individual, corporate and social values, which derive from the cultural underpin-
nings of a society’ (Sanyal, 2001, p. 150). Stated another way, what is considered ethical in
one society may be considered unethical in another.

Three examples that illustrate these basic differences may be seen in the varying views
of the paying of interest on loans, the attitudes toward women in the workforce, and differ-
ences regarding the payment of bribes. Lending money for the payment of interest is ethi-
cal in many societies, but considered unethical in some Islamic societies. Providing equal
employment opportunities for women is considered morally right in many countries (and
required by law in some), but is specifically prohibited by law in other countries. There are
great differences in attitudes toward the payment of bribes or gratuities between countries.

In testimony before a Select Committee of the British House of Commons in 2001, Unile-
ver and BP argued that small ‘facilitating payments’ or bribes are a commercial requirement
in some countries (Mason, 2001). Even though their job requires it, Customs personnel may
refuse to clear merchandise or other local government workers may refuse to process paper-
work unless a small ‘gratuity’ is paid. Lower-level government officials are so poorly paid
in some countries that they simply cannot survive without such payments. In some areas,
gifts to local officials are traditional and considered ethical (if they are even thought about
from this perspective). In other areas, the local people view them as unfair and exploitative,
though perhaps necessary.

Large-scale bribery is more generally condemned, though it has been widely practiced,
and is still a fact of life in some nations. It has been reported that leading exporters in the
construction and arms industries have traditionally paid 10% or more of the value of a con-
tract to a senior official or officials to obtain the contract (Mason, 2001). Payments made
by international corporations, though sometimes legal in the countries in which they were
made, are often considered unethical in the corporation’s home country, and receive wide-
spread unfavorable publicity in the international press. Such publicity resulted in the pas-
sage of the Foreign Corrupt Practices Act in the United States in 1977. This Act specifically
prohibited the payment of bribes to foreign government officials, directly or indirectly, in
order to obtain sales or contracts.

From 1977 to 1998, few other industrialized nations passed such comprehensive and
punitive anti-bribery legislation. This put the United States at a serious disadvantage in
the many countries where government officials were accustomed to receiving facilitating
payments, and failure to do so was sometimes considered unreasonable or even unethical.
Some other industrialized nations continued to allow their own companies to deduct money
paid as bribes as a tax-deductible expense, or as an ‘unexplained’ but taxable expense.

In 1998, the OECD, together with five other nations, developed a proposed convention
making bribery of public officials a criminal offense. However, it was up to each of the par-
ticipating nations to pass legislation to make it apply to their own companies, and to enforce
the law. That is, there was no supranational body authorized to do so. The United King-
dom passed legislation in 2001 making the bribing of foreign officials a criminal offense.
In December 2006, in the midst of a two-year probe into allegations that their BAE Systems
paid kickbacks to members of the Saudi royal family in connection with a £40 billion arms
deal, the United Kingdom government called a halt to the investigation with the Attorney
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General stating that the United Kingdom had ‘to balance the need to maintain the rule of
law against the wider public interest’ (Financial Times, 2007a). It was unclear whether this
was done to avoid a Saudi threat to cease cooperating with the United Kingdom in intel-
ligence operations or because it would jeopardize an additional £40 billion sale of British
Eurofighters (Adams, 2007). Germany and France are currently pursuing investigations of
domestic companies accused of bribery, but Italy, Denmark, Canada, the Netherlands, and
Japan have so far failed to enforce anti-bribery laws (Financial Times, 2007a).

The US Department of Justice is now undertaking prosecutions of foreign companies
that do business in the United States for bribes paid in third countries (for example a sub-
sidiary of UK’s Vetco was fined for paying bribes to Nigerian officials; Masters, 2007). In
2006, the United States launched 15 new investigations. Sweden is investigating the Swed-
ish engineering company Saab, 20% owned by BAE Systems, over allegations of bribery in
a contract to sell fighter aircraft to the Czech Republic. They are trying to determine if Saab
was involved in the alleged bribery (Financial Times, 2007b).

The issue of making facilitating payments or bribes may present a difficult dilemma to
the international marketer. To do so may violate his or her personal ethical code and the
laws of the home country, and possibly those of the host nation. To fail to do so may, in
some cases, result in lost sales, profits, and jobs for the company — and perhaps purchase
by the host nation of inferior products from a company that will make such payments. The
desire to remain fully competitive may account for the reluctance of most industrialized
countries to pass laws against making facilitating payments abroad.

In 2015, the world organization for the most popular sport worldwide football (also
known as soccer in the United States) FIFA, came under heavy fire for unethical behavior.
FIFA officials had long been suspected and accused of taking bribes from the countries
applying to host the World Cup. The head of FIFA Sepp Blatter had for years denied such
accusations and FIFA had carried out internal investigations finding virtually no wrongdo-
ings by anyone. The FBI in 2015 just a few days before the election of the next FIFA presi-
dent at an annual meeting held in Switzerland asked the Swiss police to arrest several FIFA
top people. Un-phased, the sitting president Sepp Blatter declared business as usual and the
elections went ahead. Blatter won the vote and his fifth term over the rival Prince Ali bin
al-Hussein. Blatter has been accused of using FIFA money which mainly stem from sales of
television rights paid by companies from the major European and North-American coun-
tries to be associated with the most famous players from Europe and South-America — to
pay smaller countries (in a football sense) mainly in Asia and Africa. Blatter argues that this
money is a form of football aid to poorer countries or countries with less of a football cul-
ture while critics argues that this is the way Blatter has bought votes from these countries
over the years. Only a few days after getting reelected Blatter resigned amid the FBI investi-
gations and in particular a case where $10 million allegedly were paid from South Africa to
certain FIFA officials in return for their vote (The Economist, 2015). South Africa hosted the
World Cup in 2010. Accusations of bribery and other unethical practices continue to haunt
FIFA.

Companies have also been accused of unethical behavior in a number of other activities
or practices. In 2000 Bridgestone Corporation of Japan was accused of failing to promptly
recall defective tires that resulted in a number of accidents, injuries, and deaths in the Mid-
dle East, Latin America, and the United States. An earlier case that received widespread pub-
licity was Nestlé’s introduction of baby formula in areas where breastfeeding was the norm
and the product was improperly used by many mothers. Also widely criticized have been
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business activities that tend to support oppressive regimes where human rights are viewed
as being violated, such as Royal Dutch/Shell in Nigeria and UNOCAL in Myanmar (Burma)
in the 1990s and continuing to the present time. Charges have been raised that some
companies are providing inadequate pay or poor working conditions to employees in the
less developed nations, or buying products produced by foreign companies or government
organizations that mistreat workers. In 2003 a lawsuit in the United States against two
dozen large clothing retailers over alleged labor abuses in the Pacific island of Saipan was
settled for $20 million. Also in 2003, for the first time, a dozen international companies that
belong to the Fair Labor Association (www.fairlabor.org), including Phillips-Van Hensen,
Reebok, Adidas, and Levi Strauss, made public labor audit findings on overseas factories
that produce their products. This is expected to increase pressure on other firms to release
information on conditions in their overseas factories (Bernstein, 2003).

An increasing number of companies, such as oil giant Chevron and Ford have started
issuing annual reports on their corporate social responsibility performance.

An issue of particular and increasing concern is the effect of business activities on the
environment, including global warming, pollution, wasting of natural resources, the
destruction of forests, residual waste, destruction of animal and plant species, etc. Empha-
sis on these concerns tends to be greatest in the industrialized world, while many of the
lesser-developed countries still prioritize promoting economic growth or other objectives.
One way for the international marketer to operationalize its concern for the environment
is to develop an internal environmental management system (EMS). At the international
level in the late 1990s the International Standards Organization set a standard known as
1SO14001 and companies could gain registration by meeting specified criteria. As discussed
below, conforming to ISO14001 is becoming necessary for many companies.

Larger international and global enterprises are the ones most often identified as violat-
ing ethical standards. This is due primarily to the fact that they are ‘high-profile’ companies.
Failing to meet ethical (and legal) standards is often as damaging for small and medi-
um-sized businesses as it is for larger entities.

Possible bases for ethical decision-making

The international marketer would like to have some guides to action regarding ethical
behavior. Unfortunately, there is no universally agreed upon, or even widely accepted,
standard or model that will always lead to decisions that will be viewed as ethical. Carroll
and Buchholtz (2000) have provided a useful summary of a variety of approaches to ethics
that may give helpful insights to decision makers. These include the following:

e Principle of Utilitarianism: the correctness of an action is determined by its results,
such as the efficiency in use of resources or overall benefits to society. A weakness is that
it may lead to a failure to consider the morality of the means used.

e Principle of Rights: individual or group rights should not be overridden simply because
overall benefits to society occur. What is claimed as a ‘right’ by one individual or group
may be validated by law or claimed on some other basis. Various rights may be in conflict
(smokers vs non-smokers).

e Principle of Justice: fair treatment. Distributive Justice refers to the distribution of ben-
efits and burden; Compensatory Justice refers to making up for past injustices; and Pro-
cedural Justice refers to fair treatment.


www.fairlabor.org
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e Additional approaches: include the Principle of Caring, focused on people; Virtue
Ethics, concerned with the development of virtuous people; and others including the
Golden Rule.

Sanyal (2001, pp. 451-2) has discussed three extreme positions including individual relativism
(based solely on what the individual decision maker thinks is right), cultural relativism (based
on values in the host country alone), and ethical imperialism (based solely on home country
values). He indicates that these extreme views indicate a need for universalism (based on core
values and principles that are applicable everywhere). The core values that are universally
accepted tend to be very general and subject to different interpretations in specific situations.

The different approaches will not always lead to the same conclusion or course of action.
Thus the individual still must make decisions based upon his or her understanding of the
way in which people in both the home and host countries will view the decisions from the
perspective of ethics and morals.

Applying ethics in international marketing

Certainly international marketers need to be concerned with issues related to products (or
services), promotion, and their customers. A number of the issues are also the subject of
legal requirements in many countries. A more complete discussion of these issues is found
in Maidment and Eldridge (2000, Ch. 14):

e the product (or service) should be safe and effective for use in the intended manner.
Potential hazards or problems, both when used as intended and with possible misuse or
use in other applications, should be identified. The product or service should not dam-
age the people or the environment in the target market;

e in activities related to market entry and expansion, care should be taken to ensure that
methods used do not conflict with either local or home country values, and will not be
construed as including bribery;

e advertising and promotion should honestly represent the product or service, avoiding
misleading or confusing claims. The international marketer must also be aware of what
approaches and subjects are considered as acceptable in the target market, and conform
to local requirements. Control of activities by sales persons in the field is difficult, and
efforts should be made to ensure that false claims and pressure tactics are not used.
Proper training of field personnel is necessary, and sales incentives should be carefully
designed to avoid putting pressure on people in the field to behave in ways not proper
with respect to the product or customers;

e prices should be set at a level that will be viewed as reasonable or fair, given the con-
ditions in the target market. Both dumping (selling at below the cost of production or
the cost of the product or service in the home market) and prices that will be viewed as
excessively high should be avoided;

e customers, employees, and suppliers should all be treated in a manner viewed as equita-
ble and proper in their country.

Some specific ‘dos and don’ts’ are found in Fritzsche (1985, p. 95).

The international marketer must also be aware of ethical issues that are currently receiv-
ing increased attention. Some involve the marketing chain and others involve the procure-
ment chain. One issue is the promotion of goods and sales to children of toys or games that
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may encourage or promote violence or other improper behavior. Another is the use of mis-
leading advertisements and pressure tactics in selling to people who may be particularly
impressionable or easily influenced (such as children and the elderly). Procurement activ-
ities are also of increasing concern, including the production of goods or the purchase of
goods made by underpaid or unfairly treated workers, use of child labor, pollution of the
environment in extractive or processing industries, and the waste or destruction of natural
resources in procuring and manufacturing goods. In all company activities, the best practice
is usually to base actions on the highest ethical standards, whether the standards are those
of the host country or of the home country.

In brief, the international marketer needs to understand that his or her beliefs about
what is right and wrong may not be shared by those in the countries in which this market-
ing occurs. Knowledge of the ethics, values, and customs in the overseas markets, as well as
those in the home market, is necessary for successful marketing and avoiding possible prob-
lems. The great importance of the legal framework is dealt with in Chapter 4.

Social responsibility and the business environment
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Traditional British and US views have held that the primary goal of business organizations
was to maximize profits/returns to the stockholders. In much of continental Europe it was
believed that businesses had broader obligations including specific responsibilities toward
customers, employees, suppliers, and society as a whole. In Japan, the reason-for-being of
private business organizations was to advance the interests of the nation, including eco-
nomic growth, social and political stability, and international recognition. Stability of
employment and market share were more important than the level of profits, values that
are changing only slowly even in the 2010s. However, they are changing, particularly in
foreign-controlled companies such as Nissan (Renault) and Mazda (Ford). Even in the
traditional large Japanese companies, fewer employees are being covered by the lifetime
employment system as companies rely more on temporary workers, and companies in
serious financial difficulties have encouraged or even forced regular workers into ‘early
retirement.” Some new university graduates no longer seek ‘jobs for life,” though most who
are able to obtain regular employment with a large company do so. With some increases
in employment opportunities in Japan in 2007, there is also some return to a preference
for ‘lifetime employment.’ There is also a small cadre of university graduates who prefer to
work for foreign companies that are believed to offer less security but greater opportunities.

Even in the United States, the foremost proponent of a laissez-faire economy with
severely limited government intervention, the government has in fact been placing restric-
tions on businesses for social reasons for over 100 years. Laws were passed to protect the
public and promote competition (1890s onwards), and later to promote social goals (1930s
and 1950s onwards). Business as a whole opposed the majority of these initiatives, viewing
them as impediments to maximizing profits.

A broader concept of corporate social responsibility began to receive widespread atten-
tion in the 1960s. Changing social values, and therefore a changing social environment of
business, led to a discussion of whether companies should go beyond legal requirements
and proactively attempt to improve society and the environment. There were a number of
arguments in favor of companies going beyond what is required, including the following:
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@ business must respond to changes in society and its demands/expectations;

e profit maximization in the long run requires a socially and physically healthy
environment;

@ it was necessary to do so in order to avoid increasing government regulation;

e it would provide a better corporate image, with benefits in the ability to attract better
employees, increased sales, improved access to capital, and improved stock performance;

e it might open up additional opportunities profitably to meet existing or emerging
demands.

Arguments against companies going further than required in attempting to improve society
included the following:

e it would reduce the company’s ability to meet its primary objective of maximizing profits
to stockholders;

e itwould undermine free enterprise and result in business assuming functions that should
be handled by the government or social institutions;

e it would place individual business leaders in the position of personally making nonbusi-
ness-related decisions about spending corporate money;

e the whole concept is fuzzy.

The stakeholder concept

An expanded view of what corporations should be responsible for doing was fostered by
the recognition that businesses have more than just shareholders/owners. They also have
‘stakeholders’ who have an interest or some share in the undertaking. The shareholder/
owner is a stakeholder with a legal right to certain treatment. Other stakeholders, such
as employees, customers, suppliers, and the government, also have certain legal rights. In
addition to these legal rights, stakeholders may claim moral rights. An employee may feel
that he has a moral right to his job, beyond the requirements of the law, because of his long
service to the company. A customer may feel that she has a right to have a product that is
better or safer than the warranty specifies because of the money she spent on it.

Primary stakeholders who have a direct or financial interest in the firm usually exert the
most influence. Owners/shareholders/strategic alliance partners, employees/managers,
and customers have obvious interests. Governmental bodies, through regulation, collecting
taxes, providing benefits, and acting as customers, are particularly influential.

While many small investors in stocks may feel that they have little influence, the insti-
tutional investors who now own 49% of US equities are becoming increasingly active in
attempting to bring about changes in corporate behavior (The Economist, 2003). Public
employee pension funds are at the forefront of this effort. CalPERS (the California Public
Employees’ Retirement System) and CalSTRS (the California State Teachers Retirement
System), together with similar funds from Connecticut, New York, North Carolina, and
Ohio, manage over $500 billion in assets. The majority of their funds are invested in equi-
ties in large US corporations, and their votes can be crucial in elections of corporate direc-
tors. CalPERS annually publishes a list of companies that it judges are poor performers and
do not follow good corporate governance practices. It encourages them to change, and if
they do not may take more direct action. Research indicates that a number of companies
targeted by CalPERS in the past did take action to improve and, on average, have enjoyed
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substantial increases in returns (Earle, 2004). CalPERS also removes investments in whole
countries from the list in which they will invest if the countries do not meet criteria regard-
ing labor standards, press freedom, financial transparency, and shareholder protection
(Engardio, 2002).

In March 2003 the six funds listed above worked together in declining to support the ree-
lection of Michael Eisner, the president and CEO of Disney. Since no alternative candidates
were listed on the slate proposed by the company, votes were simply withheld for Eisner
on 43% of all shares. The board of directors acted quickly to split the positions of CEO and
chairman, appointing a new chairman but retaining Eisner as CEO (Burt and Parkes, 2004).
Eisner subsequently retired. Since then, CalPERS has acted to nominate a critic of the New
York Stock Exchange to its board of directors and, working with other funds, decided to
withhold support for the CEO and six other directors of Citigroup, the CEO and two direc-
tors of Safeway, and the entire board of Pacific Gas & Electric (Raine, 2004; Brewster, 2004).

Secondary stakeholders may also exert significant influence. Competitors and potential
competitors are of obvious importance. The media has a direct effect on public opinion, and
also an influence on legislation affecting business. Special interest groups and individuals
have become increasingly important in recent years, promoting causes and directly or indi-
rectly influencing the media, the public, and legislators. Some of these groups/individuals
are directly involved with business as a whole (such as labor overall that is concerned with
unfair competition from poorly paid/badly treated foreign labor, and minority and wom-
en’s groups concerned about discrimination and equal opportunities). Others are affected
by the actions of business in which they are not direct participants (such as those living
near sources of pollution). Yet others act out of overall concern for the environment, human
rights (including labor), or other causes (such as animal rights). The stakeholder concept is
discussed in detail by Carroll and Buchholz (2000).

Changing views of social responsibility

The actions of the media, educational institutions, special interest groups, and others have
led to increasing public awareness of social, economic, and environmental problems, and
increasing demands for businesses to act in a socially responsible manner. The definition of
what is socially responsible, as with the definition of ethics, varies from society to society.
However, the strong tendency is for societies to demand that companies act with increasing
concern for the overall societal and environmental needs, as well as economic needs.

There is still debate about what and how much companies should do voluntarily. A num-
ber of US companies have undertaken initiatives to help the communities in which they
do business, encouraging employees to put in volunteer work on specific projects from
building children’s playgrounds to refurbishing schools and tutoring (Grow et al., 2005).
Silicon Valley billionaires as individuals, through their nonprofit foundations, and through
their companies are funding a wide range of projects ranging from promoting social equity
through health to housing improvement (Jack, 2007). However, the argument is still being
made that businesses should not try to be social institutions. Robert B. Reich, a Professor at
the University of California’s Goldman School of Public Policy and author of Supercapital-
ism: The Transformation of Business, Democracy, and Everyday Life (2008), has argued that
company CEOs do not have the authority or legitimacy to decide where the public interest
lies. In an interview, as in the book, he has argued that the government should set social
goals and make rules for companies to follow (Coy, 2007). The public, however, does seem
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to expect companies to do more than just follow the minimum requirements of the law.
Implementing a green export strategy may also be financially beneficial for firms. Research
(Leonidou et al., 2015) shows that firms which follow a green export strategy enjoyed a
differentiation advantage but no cost advantage. Whether or not firms implement a green
export strategy is driven both by internal and external forces. For example, deciding drivers
are environmental concern in the host country, top management sensitivity, and organiza-
tional culture.

In free market economies, social responsibility for a company with widespread private
ownership would seem to include, as a minimum, the following objectives:

conducting business in accordance with the owners’ desires; including
maximizing profits, or at least returning a satisfactory level of profits; while

conforming to the law in both the host and home nation;

conforming to the ethical values of both the host and home nation.

Even in free market economies, companies that are privately held, such as the US’s Ben
& Jerry’s Ice Cream before its acquisition by Unilever, may be willing to sacrifice substan-
tial profits in order to pursue social goals. Volkswagen AG, whose largest stockholder is the
German state of Lower Saxony and with the apparent acquiescence of other shareholders,
has always been more concerned about providing jobs for local workers than about profits
and share prices (Miller, 2000).

Many large US and western European companies have developed codes of ethical con-
duct and/or social responsibility, though not all have made their codes available to every
employee and the public. All leading business schools in the United States, and elsewhere,
address the topics of ethics and social responsibility in their curricula. The United States
leads the way in corporate giving to educational, humanitarian, and cultural organizations.
European corporations have traditionally been less socially proactive, partly because the
European governments tend to play a more central role. In Japan, there is no tradition of
corporate giving and businesses have concentrated their efforts on protection of the com-
pany and its employees.

The international marketer must be aware of the need to act in a way that is viewed as
socially responsible in both the host and home countries. The guidelines listed in the dis-
cussion of ethics above should be of help in evaluating current and proposed activities. An
interesting account of the differences between Japan and the United States in legal practices,
business—government relations, and views of the social responsibility of business is presented
in Exhibit 2.5. What this illustrates is the need for companies entering markets with subsid-
iaries or with other modes to understand that things are most likely not as they are used to.

It is not inherent that social responsibility and corporate profit are incompatible. A good
example of this is companies’ signing on to the ISO 14001 standard that is concerned with
the environment, and requires a specified type of EMS (Fielding, 2000; Lister, 1998). As
market pressures start to dominate, more companies are considering the international
environment standard a necessary business tool. As of the end of 2000, more than 10,000
companies worldwide have had their facilities registered to ISO 14001. Along with this,
companies such as IBM, Ford Motor Co., Xerox, General Motors, and Honda of America are
asking — even requiring — their suppliers to develop an EMS similar to ISO 14001 or be reg-
istered to ISO 14001. Many companies are finding that profits are increasing as costs such
as those for energy go down due to ISO 14001.
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Exhibit 2.5 Legal practices, business—government relations,
and social responsibility in two countries

Japan and the United States have significantly different legal practices, business-govern-
ment relations, and views of the social responsibility of businesses. These differences need
to be taken into account in company policies and practices of Japanese subsidiaries in the
United States and US subsidiaries in Japan. While the Japanese public is becoming more
concerned about corporate behavior than it has been in the past, often Japanese compa-
nies are still not quite subject to the detailed scrutiny or potential liabilities that they are in
the United States.

Legal practices

The United States has the most litigious society of any industrial nation. Lawsuits are a
widespread and accepted means of settling disputes between and among individuals,
businesses, and government agencies. Judgements are made as to who was right and who
was wrong, and often result in monetary awards for laws violated, losses incurred and/or
punitive damages meant to punish an organization or individual for misdeeds. Penalties and
monetary awards are often large, frequently in the millions and sometimes in the billions of
dollars. A number of large US corporations, including Dow Corning, Johns Manville, and
several asbestos-related companies, have been driven into bankruptcy by lawsuits claim-
ing injury resulting from the products of the companies or exposure to environmental haz-
ards at work. Lawyers may take cases on a contingency fee basis for plaintiffs seeking
damages; the lawyers collect a part of the damages awarded if they win, and the clients
pay nothing if they fail to win. This does give greater access to the legal system for indi-
viduals, particularly for individuals with limited financial resources, but also results in many
additional lawsuits.

As in most other countries, in Japan, recourse to the legal system is much less com-
mon than it is in the United States. The nation has less than one-twentieth of the num-
ber of lawyers per capita as the United States, 17 lawyers per 100,000 population in
Japan compared to 352 per 100,000 population in the United States (Naohiro, 2000,
p. 41). The Japanese public and neighbors tend to react badly to lawsuits (Hendry,
2003, p. 237). There is an emphasis on conciliation, both informal and formal, rather
than recourse to the courts. For cases that do reach the courts, the judge usually tries
to satisfy both sides, not make declarations about right and wrong. An attempt is made
to restore harmony. In Japan, all cases are decided by judges; the nation does not
use the jury system available to most litigants in the United States. In criminal cases,
apologies may serve to lessen sentences since the objective is to correct behavior
and not to punish (Hendry, 2003, p. 235). For corporate failures or misdeeds, accept-
ance of responsibility and resignation of the president may be considered an adequate
response by the company.

Examples of the relatively infrequent resort to courts and the small penalties are found in
both governmental and private actions. The Japanese government imposed only a relatively
small fine (by European and US standards) on Mitsubishi Motor Company for concealing
automobile defects from the Japanese government for a period of over 30 years. Even major
cases of product-related injuries and deaths do not usually result in a number of lawsuits.
Payments for damages are rare and are usually relatively small. The Snow Brand recall, dis-
cussed below, provides an interesting example of a company that was sensitive to customer
and public concerns, but acted in a very non-Western way. In recent years, there have been
an increasing number of lawsuits between individuals resulting from automobile accidents,
but even these are still very uncommon.
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Business—government relations

While there are many ties between government and business in the United States, and com-
panies often contribute to both major political parties’ fund-raising for elections, business—
government relations are basically adversarial. Underlying the relationship is a societal
emphasis on the rights of the individual, a strong belief in property rights (and profits), and a
belief that free competition is both fair and results in the availability of more goods and ser-
vices for consumers. The government, which has the objectives of protecting the public and
promoting competition, has passed many laws, established agencies, and taken actions
that most businesses have felt (at least at the time) have interfered with their property rights,
efficient operations, and profit. With differences in some basic goals, business and govern-
ment often tend to be in an adversarial relationship.

The United States enforces its laws through a bureaucracy that is usually aggressive in
investigating violations of laws and regulations, and through heavy financial and sometimes
criminal penalties for non-compliance. The government levies penalties and/or sues on its
own initiative, and also acts on complaints or enters cases brought by individuals or organi-
zations where it deems appropriate. The aggressiveness and adversarial stance taken by US
government agencies, and the large penalties that may be assessed by US courts, is often a
surprise to Japanese companies (and sometimes companies from other countries). Almost
every large Japanese subsidiary in the United States, for example, has been charged with
discrimination or sexual harassment, and many have paid multi-million dollar settlements.
Most of the actions in which the companies engaged would not have been violations of
Japanese law, and none would have been subject to large fines.

Business—government relations in Japan are so cooperative that many outsiders have
viewed them as conspiratorial. The generally close cooperation, however, is actually based pri-
marily on Japanese beliefs that cooperation is often more effective than competition, that the
group is more important than the individual, that the nation is the most important group of all,
and that strong industries are needed to promote national interests. Industry and labor, as well
as the government, have shown a sense of national purpose in promoting economic growth
and stability. Thus, similar objectives and mutual dependence are the basis of cooperation.

Japanese antitrust laws on the US model do exist — as a result of actions taken during
the Allied Occupation after World War Il — but are seldom enforced. Since the end of the
Occupation in 1951 no significant legislation affecting business has been drafted and passed
without substantial consultation with and input from businesses. Where business has had
serious concerns about the effects of a proposed law, modifications are almost always made
to the law before it is passed by the legislature. For example, in the case of the 1985 Equal
Employment Opportunity Law that addresses the rights of women in the workforce, business
pressure resulted in the law having no enforcement provisions at all. The law can be, and is,
violated without legal penalty by many companies (Duerr, 1997, p. 67; Nakanishi and Duerr,
1999, p. 130). In the relatively few cases where the government has taken formal adminis-
trative or legal actions against companies, penalties usually have been small or nonexistent.

Views of the social responsibility of business

The public in the United States shows a high level of concern over business behavior that
affects consumers, workers, suppliers, minorities, the public, the environment, the commu-
nity, international activities, and other areas. A study of over 22,000 people in 23 countries
indicated that the United States has the highest percentage of consumers who say they
have punished a company for not being socially responsible by refusing to buy its products
or services (San Francisco Chronicle, 2000b). The media is active in investigating and publi-
cizing corporate misdeeds or problems, including those related to unsafe products. A num-
ber of individuals and public interest groups have goals of putting pressure on companies
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to change their behavior in ways that are believed to be more socially responsible. The gov-
ernment, as noted above, is active in trying to at least ensure compliance with the law. The
national legislature conducts hearings about problem areas, and additional laws believed to
be in the public interest are enacted. Curricula in university schools of business address the
topics of ethics and social responsibility. While the pursuit of profit remains a primary goal,
most large companies have policies or statements regarding corporate social responsibility.

The Japanese public has generally shown much less concern with issues of the social
responsibility of business. The primary responsibility of companies has been believed to be
to provide jobs and economic growth, and business and government together have been
credited with creating Japan’s highly prosperous society and high level of employment. The
greater importance of the group as compared to the individual, or the larger group (total
company) compared to the smaller group (some workers or a small community) tended to
make complaints seem selfish (Hendry, 2003, p. 58). The media in Japan has been less
likely than their US counterparts to report certain types of misdeeds. Where serious corpo-
rate misbehavior has received public attention in the media, an apology or resignation by the
president of the company has often been viewed as a sufficient response.

Changes are now occurring in Japan as a result of several factors. The economic slow-
down and increasing unemployment during the last 10 years, the collapse of a number of
companies due to mismanagement or bad judgement, and scandals involving payoffs to
gangsters and bribes to government officials have reduced the faith of many Japanese
in their government and companies. The June 2000 case of Snow Brand Milk Products,
where nearly 15,000 people were made sick by contaminated milk from the country’s big-
gest dairy, and the revelation that some of the recalled products were secretly reshipped
to other stores, created distrust in the minds of many Japanese consumers. The response
of the company to the problem was uniquely Japanese. Snow Brands made a payment to
everyone who indicated that they had been made ill, without trying to evaluate the validity of
the claim, and without lawsuits being filed. The company also paid a fine to the government.
Additionally, a manager from the company personally visited every person who reported
they had problems, and made a personal apology for the company’s actions. Then the pres-
ident, vice presidents, and other senior executives of the company all resigned in apology.
The process was time-consuming but consumer confidence was restored and the company
enjoyed a rebound in sales. Though there were 18 food-contamination recalls in July 2000,
the Japanese Consumers Cooperative claims that contamination is not on the rise but that
the problem is just getting more attention (San Francisco Chronicle, 2000a). The increased
media attention to such problems should also encourage change.

Effects on the political/legal environment

Any issues related to the social responsibility of business may result in changes in the polit-
ical/legal environment discussed in Chapter 3. These will occur when some group is suc-
cessful in identifying a problem/issue and proposal for change, developing support for
their position, and finally obtaining legislative or administrative changes implementing the
objective. The group may comprise members from any of the primary or secondary stake-
holders. Changes impacting a large number of people usually trigger the push for change,
and the media normally play a role in bringing the problem, related issues, and possible
solutions to the attention of the public as a whole. Legislators and officials who can bring
about changes in appropriate laws or regulations are affected both by the press and by their
constituents.
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Issues currently receiving substantial attention from special interest groups, the media, and
government officials include (with the degree of emphasis varying from country to country):

environmental issues, pollution, global warming;
outsourcing of jobs;

unsafe products;

discrimination;

corruption;

child pornography;

exploitive marketing of products to children;

executive compensation deemed to be excessive (particularly in the United States, the
United Kingdom, and Switzerland);

personal security and security of personal information;

problems in education;

@ poor standards of treatment of workers in some underdeveloped nations by local suppli-
ers to international companies, or by subsidiaries of the international companies.

Environmental issues have been pushed to the forefront by global warming and the
degradation of the environment. This has been the subject of much legislation. Many com-
panies, particularly those involved in international business, have made action on environ-
mental issues and actions to help solve problems in the lesser-developed countries key parts
of their corporate objectives.

The outsourcing of jobs, discussed in Chapter 1, is another subject that has received
much attention in the industrialized nations. This is now affecting highly educated people
in the knowledge-intensive industries. It has raised concerns about the loss of valuable seg-
ments of the economy, as well as the jobs themselves, and the security of private health and
financial information sent abroad.

Arguments for avoiding restrictions on sending work abroad include the need to remain
internationally competitive. In the United States, arguments revolve around the demon-
strated resilience of the economy to past changes, the benefits derived from past openness
to change, and the expectation that new jobs will be created, as has been true in the past.
For example, Peter Drucker has emphasized the number of jobs that have been created
in the United States by foreign companies setting up facilities there, including 60,000 by
Germany’s Siemens and tens of thousands more by Japanese and European automobile
manufacturers. US unemployment reached record lows after the implementation of the
NAFTA trade agreement with Canada and Mexico, and remains the lowest among the
Western industrialized nations (Drucker, 2004). Unemployment rates in the United States
increased substantially after the recession discussed in the Appendix to Chapter 1.

Some state and local restrictions on outsourcing of jobs have been passed, but the likely
effects are small. Given the overall business and political environment, it would be diffi-
cult to pass legislation that would seriously impede the freedom of US business to increase
outsourcing.

Executive compensation has become a matter of greater concern, particularly after the
recession and revelations of large payouts even to executives of failing or failed companies.
In 2009, the US government ordered seven companies that had received large amounts of
bailout funds to cut total compensation for their top executives in half (Crutsinger, 2009).
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Total compensation for CEOs in the United States, including annual bonuses and long-term
incentives, is approximately twice that of European CEOs and ten times that of Japanese CEOs
(Hayashi and Dvorak, 2008). The largest differences were in annual incentives and long-term
incentives. In the G7+, the share of national income going to workers has been dropping
sharply and the share going to corporate profits has been rising sharply since 2002. Legislators
in France, Germany and the Netherlands are moving to curtail boardroom excesses (Thornhill
et al., 2008). There is broad concern across Europe, Asia, and China that income inequality
between rich and poor is too wide and taxes on the rich should be raised (Thornhill, 2008).

There are not clear answers to many ethical questions, though almost every individual
has an answer she or he thinks is correct. Exhibit 2.6 presents an example of a company
action that some would think was the only right thing to do, and others might think was the
wrong thing to do. It would be interesting to see how the members of a class might view it,
especially if there were students from several different countries in the class.

Exhibit 2.6 An ethical question

Mark Hurd, Chief Executive Officer of Hewlett-Packard, was forced out of the company
on August 6, 2010. He was one of the industry’s most highly regarded executives (Waters,
2010). Hurd had been named CEO of HP in March 2005 and was ‘widely credited with turn-
ing the company around after the volatile reign of Carly Fiorina’ (Temple, 2010) (see also
Case 15.1 in Chapter 15). During his tenure, the company’s sales and reputation grew and
profits increased to well over twice what they had been when he was appointed (the value of
HP stock dropped $10 billion when his resignation was announced).

The forced departure was the result of an allegation of sexual harassment by a former
contract employee. The allegation resulted in a broader investigation into Hurd’s conduct. It
is not clear why the complaint had been made since the woman, identified as Jodie Fisher,
settled the claim out of court, possibly for some amount of money. Fisher said through her
attorney ‘that there was no affair and no intimate sexual relationship’ (Kim, 2010). HP’s own
investigators had already revealed that what the woman claimed did not constitute sexual
harassment (Robertson and Metz, 2010).

Fisher had worked as a host for over a dozen events put on for CEOs by HP between
2007 and 2009. If these events required setting up the conferences and seeing that they
were run properly, which has not been disclosed to date, they would have required a lot of
preparation time outside of the events themselves for which Fisher should have been paid.
No information has been made public regarding this.

In any event, the investigation had uncovered ‘numerous’ cases in which Hurd had made
‘invalid expense claims.” HP’s general counsel (their top lawyer) said the inaccurate financial
reports related only to Hurd’s personal expenses, and ‘It has to do with integrity, has to do
with credibility, has to do with honesty’ (Waters, 2010).

A number of the disputed claims for reimbursements apparently were in regard to dinners
put on by HP after events. It has been reported that Hurd insists these were legitimate, but
offered to reimburse HP anyway (Robertson and Metz, 2010).

Oracle Corporation’s CEO, Larry Ellison, publicly criticized the HP board for forcing
Hurd’s resignation. In a letter to the New York Times he stated: ‘The HP board just made the
worst personnel decision . . . the board failed to act in the best interests of HP’s employ-
ees, shareholders, customers and partners’ (Evangelista, 2010). Others have supported the
action while many have disagreed.

The board of directors immediately appointed an interim CEO, who has declared she is not
a candidate for the permanent position, as it searches for a replacement CEO for Mark Hurd.




Questions for discussion

Summary

This chapter has examined the bases and economic rationale for export marketing. In
essence the thrust of the chapter has been to understand the motives that underlie company
involvement in exporting. These motives are also the basis of the broad and specific goals
and objectives that individual companies seek to achieve through export strategy.

Our first concern was with a more macro understanding. The potential benefits from
exporting and relevant international trade theories were presented. Next we turned to
micro considerations by exploring alternative theories of export behavior of the individ-
ual firm. This necessarily led to discussing the process by which companies can become
‘internationalized.’

The nature of networks — that is, business relationships among companies — was dis-
cussed from the perspective of national and international networks. Where the individual
company fits in such networks and the alternative positions that a firm can develop in such
networks were identified.

Finally, ethical and moral issues that potentially face all companies doing business in for-
eign markets were discussed. It is important to understand that what is ‘right’ and ‘wrong’
is not always easy to determine as there is no universally accepted code of behavior to aid
decision makers. Knowledge of the home market and foreign markets is essential to arriving
at one’s own behavior code for each situation faced.

Questions for discussion

2.1 What are the benefits to consumers arising from international trade? Are they the same for
industrial goods as for consumer goods? What costs to consumers arise from international
trade?

2.2 Discuss how exports and imports help to increase productivity and efficiency.

2.3 The productivities of factor inputs with respect to different products are determined by a
combination of natural and acquired advantages. Is the productivity of the Japanese due
primarily to natural or acquired advantages? How about the French, or the Chinese? Explain.

2.4 (a) Briefly explain the different types of economic advantage for two countries, A and B,
each able to produce two products, X and Y, and discuss the conditions for trade to be
advantageous (assuming no transaction costs).

(b) How is it possible for an individual business firm to have a comparative advantage?
2.5 Find an example of a country that is exporting a product for which it has an absolute dis-

advantage with a trading partner but where there is a comparative advantage. Explain the
nature of this trading relationship.

2.6 Explain the product life-cycle concept as it relates to international trade and investment.
What does the concept mean to the individual firm?

2.7 Export motives can be classified as internal or external and as reactive or proactive. What is
meant by these terms with respect to export marketing? Give examples of each of the com-
binations of export motives.
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2.8 Why might some companies be willing to undertake new or additional international/
export marketing even though it apparently offers only similar (or even lower) levels of
profitability?

2.9 What is meant by a ‘change agent’ in export marketing? Give examples of activities of each

type of change agent.

2.10 Find an example of a company that has expanded its export/international marketing activity,
or started such activity, and determine the company’s objectives for doing so and the results
achieved.

2.11 How can a company make operational use of the network model and relationship marketing
in planning and implementing international marketing programs?

2.12 There are many who believe that ‘whatever is legal is ethical.’ Do you agree with this belief
as it might apply to the international marketer? Explain your position and give examples of
behavior in the global marketplace that would support your position.

2.13 Is being ‘right’ or ‘wrong’ about moral issues in international marketing activities an absolute
or is it relative? Explain.

2.14 With what particular issues must international marketers be concerned?

2.15 Are traditional views about the goals of business the same in Britain, the United States, and
the continental western European countries? If not, how do they differ?

2.16 In general, are businesses becoming more or less sensitive to social responsibility issues?
Why?
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BP

(This case was written by Mitsuko Saito Duerr and
Edwin C. Duerr, San Francisco State University)
On April 20, 2010 there was a blowout and then an
explosion aboard the Deepwater Horizon platform of
the Macondo oil well being drilled in very deep water in
the Gulf of Mexico. Eleven people aboard BP’s drilling
rig were killed and a heavy flow of oil coming from an
underwater rupture of the pipe began to contaminate
the water. The drilling platform itself sunk into the sea
(Hatcher, 2010).

In the following weeks, it became apparent that the
continuing flow of oil was creating an environmental dis-
aster of unprecedented magnitude in the Gulf of Mexico.
The contamination of the Gulf waters, coastal lands and
habitats was coupled with increasing business losses and
failures, and widespread loss of jobs in the fishing, tour-
ism, and all related economic activities. As complaints
and losses in the Gulf area rose rapidly, the Obama
Administration proposed to BP that the company set up
a $20 billion trust fund to pay claims for losses suffered
by individuals and companies in the affected areas. BP
did so, but it increasingly appeared that even that amount
would not be adequate to cover all of the eventual dam-
ages. Highly successful American tort lawyer Daniel Bec-
nel Jr. indicated that over 110 lawsuits had already been
filed by the end of May. He estimated that lawsuits against
BP and its contractors ‘could add up to half-a-trillion
dollars or more’ (Wells, 2010). This may well be the case
in the United States where lawsuits, and large monetary
awards by juries, are very common.

BP’s handling of the disaster brought widespread crit-
icism. The company’s initial downplaying of the extent
of the problem, the CEQ’s public comments and subse-
quent testimony before US Congress committees, and the
difficulties the company experienced in its many efforts
to reduce and stop the flow of oil, angered both the US
public and government officials. It also became apparent
that the company had sacrificed safety in order to save
money in the operations at the well. Some of the other
major international oil companies also criticized BP, and
distanced themselves from it.

BP and the White House jointly selected a lawyer,
Kenneth Feinberg, to administer the $20 billion fund
set up to compensate victims of the oil spill. He has had
experience in a number of other cases involving disas-
ters, and has said his main concern will be fairness. This
will be complicated by some variations in law between

Case study 2.1

different US states, and possibly by maritime law. Claims
filed before the oil flow is stopped will be paid without
requirements for signing forms releasing BP from future
claims. After the flow stops, Feinberg will propose final
settlements that the claimants will not receive unless they
sign forms agreeing not to sue BP in the future. Since
many people feel that health problems resulting from the
spill may not show up until some years later, they will face
a difficult (and some feel unfair) decision. In the mean-
time, many who have claims find the provision of detailed
information required and the delay in receiving payments
to be annoying and/or unacceptable (Fifeld, 2010). Of
course, the claims administrator must also try to guard
against paying when false claims are filed.

This case briefly discusses the events leading to the
disaster, BP’s handling of it from both the technical and
public relations standpoint, and questions about the
company’s apparent policies compared to what society
expects.

Technical efforts to contain the blowout

Soon after the explosion on the Deepwater Horizon plat-
form, BP assembled a team of 600 people who worked
around the clock on the problem. The team included BP
engineers and other personnel, plus experts from outside
of BP including engineers from ExxonMobile, Chevron,
and contractors from some 160 companies. In this com-
mand center, ideas were developed and tested, plans
made, equipment and tools — some fabricated specifically
to work on this job — ordered, plans made for operations,
and orders sent to technicians on ships near the site of the
well. These technicians controlled the remotely operated
vehicles (ROVs) that positioned and operated the tools
and machines being used in attempts to reduce or stop
the flow of oil (Crooks, 2010a). The many efforts made
in the first three months, including trimming the under-
water pipe gushing oil, placing different caps at the break
point, and attempting a ‘top kill’ to plug the well, failed
to stop the leak (The Economist, 2010b). Though the flow
of oil was reduced somewhat during part of this period,
oil flowed freely into the Gulf during times when new ini-
tiatives were undertaken (Breen, 2010). Two remaining
efforts, started on May 2 and May 16 respectively, were
to drill relief wells to intersect the Macondo well (Crooks,
2010b). In July, the first was getting near to its target
after going 5,398 meters. In the meantime, other efforts
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continued including one to place a new, tighter cap on
the well. The US government estimates that during this
period the well was sending 1.5 to 2.5 million gallons of
oil a day into the Gulf (Breen, 2010).

The members of this team and the technicians worked
extraordinarily hard, and for very long hours. However,
they were unable to stop the flow until August, over three
months after the explosion. Their extraordinary efforts
have drawn praise (especially after the oil flow was
stopped).

The command center also had people around the
clock to handle angry calls from Americans who were
being harmed, or expected to be harmed. It also received
calls from around the world from people who were angry
about the environmental damage being done.

A basic difficulty in dealing with the continuing flow
of oil was that no one anywhere in the world had drawn
up in advance any adequate plans for controlling a prob-
lem of this magnitude at this depth in the ocean.

The flow was finally completely stopped on July 15,
just under three months after the explosion, by a ‘top
kill’ with sealant pumped in from the top. A final step, in
August, was a permanent sealing by cement to be pumped
into the well far under the sea floor by an intersecting
pipe already very near the original well hole.

Company responses to the public

In the first weeks after the April 20 explosion, the com-
ments of BP personnel and their responses to questions
greatly damaged the reputation of the company. They
seemed to minimize the importance of the effects the oil
flow would have on the environment of the Gulf and sur-
rounding areas. Additionally, company e-mails disclosed
to government investigators and in governmental hear-
ings seemed to indicate that the company, in comparing
possible loss of life and expenditures for safety, would
simply take the least-cost solution. It also appeared that
a desire to reduce time on the drilling rig caused less safe
methods to be used.

Mr Tony Hayward, the Chief Executive of BP, had been
brought in three years earlier to make safety the top pri-
ority at the company after a 2005 explosion at its Texas
refinery that killed 15 people (Fifield and Luce, 2010). As
a spokesman for BP, CEO Tony Hayward’s comments and
testimony were particularly damaging to the company. An
article in the UK’s Financial Times argued that though BP
has about one-third of its reserves and more than half its
refining capacity in the United States, it has few Ameri-
cans in senior roles and didn’t understand local sensitiv-
ities (Crooks and Edgecliffe-Johnson, 2010). The article
included several quotes from Hayward that had been
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published in various other sources. Some of these com-
ments, the sources used by the Financial Times, and the
comments of one of this book’s authors about them are as
follows:

® From The Guardian, May 14, 2010: ‘The Gulf of Mexico
is a very big ocean. The amount of volume of oil and
dispersant we are putting into it is tiny in relation to
the total water volume.” From Sky News, May 18,
2010: ‘I think the environmental impact of this disas-
ter is likely to be very, very modest.” These statements
would seem at least to demonstrate a lack of a basic
understanding of ecology. It is hard to understand why
no one in the BP organization with a feeling for public
relations was consulted before such statements were
made, especially after the angry responses to the first
one by the media and the public.

® From Fox News, May 30, 2010: ‘There’s no one who
wants this thing over more than I do. You know, I’'d
like my life back.” On CNN on June 9, 2010 there was
a follow-up comment: ‘A man whose brother was
killed wants his brother back, as does his brother’s
wife and children.” How can a company CEO seem to
publicly compare his being under stress to the loss of
11 lives?

® Analysts’ briefing, June 4, 2010: T'm so far unscathed
... They’ve thrown some words at me. But I'm a Brit,
so sticks and stones can break my bones but words
never hurt me, or whatever the expression is.” If he
thinks that he is unscathed or that his company is
unscathed, clearly he did not understand the situation.

® The Financial Times article cited above also noted that
the New York Daily News said Mr Hayward had become
the ‘most hated and clueless man in America’ because
of his remarks.

In a June 17 appearance before a US House of Repre-
sentatives hearing, Mr Hayward came across as ‘evasive,’
‘stonewalling,” and impatient as he denied knowing virtu-
ally anything about the series of alleged shortcuts taken
on the well before it blew up (Fifield and Luce, 2010).
One of the authors of this case study watched part of the
hearings on CNN. Mr Hayward answered questions as if
he knew absolutely nothing about the rig disaster, or vir-
tually anything else about the company. While this may
have been a tactic designed to prevent his being charged
personally with anything, he came across as a person who
knew nothing and, unfortunately, cared nothing about
operations.

The Fifield and Luce (2010) article cited above
included ‘The five-point case’ listing accusations by Con-
gressional investigators regarding key decisions made by



BP leading up to the April 20 explosion (original source:
US subcommittee on oversight and investigations):

o that BP chose the ‘riskier’ option when it was installing
the casing, or lining, in the well before the accident;

e that BP failed to use enough ‘centralizers’ to keep the
casing in the center of the borehole as it was lowered
into the well;

e that the company and its contractors failed to run
an acoustic test to check whether the cement used
to attach the casing to the rock walls of the well had
formed a seal to prevent gas escaping;

e that BP did not properly pump enough drilling fluid
through the well to check for and remove pockets of
gas before cementing the well;

e that the company failed to secure the top of the well
properly with a ‘lockdown sleeve’ to keep it in place
and sealed tightly, thereby allowing oil and gas to leak
out and rise up the pipe to the rig at the surface.

Concerns about BP company policies
and actions

Earlier BP had clearly indicated Mr Hayward’s and the
company’s objectives: ‘As CEO Tony Hayward constantly
makes clear, safe and reliable operations are his number
one priority for BP and the company has a strong record
of safe and reliable operations in the Gulf of Mexico.’
A number of BP documents, statements by a survivor of
the explosion, and testimony by others indicate that com-
pany actions at many levels showed a lack of concern
for safety and/or gave higher priority to moving ahead
quickly and keeping costs low.

Over time, much additional information surfaced
about the conditions and actions taken prior to the explo-
sion. On May 17 the widely respected weekly CBS televi-
sion program 60 Minutes aired an ‘Interview with Mike
Williams’ (Pelley, 2010). Mike Williams worked for Trans-
ocean offshore drilling company and was the Chief Elec-
tronics Technician in charge of computers and electrical
systems aboard the Deepwater Horizon.

In the explosion, Williams was blown overboard from
the rig and managed to survive. In the interview, he
stated that in seven years on the Deepwater Horizon, no
worker had been seriously injured, considered remarka-
ble in a very difficult environment. However, in the period
leading up to the disaster, they had already spent six
weeks on a drilling job that had been scheduled to take
only 21 days. BP managers told the crew to speed up the
rate of drilling. After this was done, the bottom of the well
split open and swallowed up the ‘mud’ and drilling tools.

Case study 2.1

(‘Mud’ is a very heavy fluid, continuously recirculated as
it is pumped down into the well and back up. It serves to
maintain sufficient pressure to prevent gas and oil from
coming up the well pipe.)

Four weeks before the explosion, the rubber gasket
seal of the blowout preventer (BOP) (POV) had been acci-
dentally subjected to extreme pressure. (The POV is a set
of valves designed to automatically prevent a blowout
when unexpected pressure comes up from the well hole.)
Subsequently, an operator discovered pieces of the criti-
cally important and extremely heavy-duty rubber gasket
of the BOP coming up in the drilling ‘mud.” He was con-
cerned and took the pieces to the manager, but the man-
ager said it wasn’t important. After wires leading from the
surface to the BOP and associated equipment seemed to
be unreliable, the manager for Transocean held a meeting
to explain how the problem could be fixed. He was inter-
rupted by a BP manager who said he was going to do it a
different way.

The day of the explosion, Williams was in his office
when the BOP failed and methane gas came up from
the well. The rig’s diesel generators sucked in the meth-
ane gas and then speeded up, sending a powerful surge
of electricity through the lines. The light bulbs and some
other electrical equipment exploded. Several other explo-
sions ripped a three-inch thick steel door from its hinges.
Williams ended up in the water, and was eventually
rescued.

Other facts surfaced as additional people provided
information, more than 50,000 pages of company e-mails,
inspection reports, engineering studies, and other com-
pany documents were seized from BP, and analysts stud-
ied various materials.

On May 27 the New York Times obtained a document
from a US Congressional investigator indicating that BP
officials had used a cheaper but less safe type of casing for
the well because of economic considerations. The method
the company used was ‘without a doubt a riskier way to
go’ according to the director of the Petroleum Extension
Service at the University of Texas at Austin, an assess-
ment with which several other engineers agreed (Urbina,
2010a).

A May 30 article in the New York Times cited many
problems that had been called to the attention of the
company by its own personnel long before the disas-
ter, but on which the company had not taken correc-
tive action (Urbina, 2010b). It was determined that in
June of 2009, 11 months before the blowout, BP’s own
engineers had warned that the well casing the company
intended to use might collapse under high pressure.
The company needed to obtain permission from other
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company personnel to use this type of casing because it
violated BP’s own safety policies and design standards.
Nevertheless, company officials approved its use. In
April of 2010, a company document stated that the plans
for cementing the casing would not meet regulations of
the US Minerals Management Service. A second version
of the report was then made saying that it would meet
the regulations.

In the same article, several other problems were dis-
cussed. It stated that in March 2010, BP had informed US
regulators that they were struggling with a loss of ‘well
control,” and a post-explosion BP internal investigation
found that before the explosion there had been warning
signs that gas was entering the well and a blowout was
coming. The director of the Petroleum Extension Service
at the University of Texas, Austin subsequently said that BP
should have stopped drilling at that point to get the oper-
ation under control. What BP did, however, was to ask the
US Minerals Management Service for permission to delay
a regular test of the BOP and continue drilling. In their
dealings with BP, it appears that the Minerals Manage-
ment Service did not adequately regulate BP’s operation.

A June 6 article in the San Francisco Chronicle provided
comments and analysis by Robert Bea, a UC Berkeley
engineering professor (formerly manager of Shell Oil’s
offshore technology development group, and later a con-
sultant to BP). He discussed not only BP’s problems at the
Deepwater Horizon, but the earlier experiences with BP
that have led him to fault continuing problems in BP’s cul-
ture. In a 2002 consulting report to BP on organizational
issues in its US refinery operations he identified a number
of problems. The refineries had been acquired through a
series of acquisitions and some of the different workplace
cultures clashed with BP’s corporate culture. In particu-
lar, he and a colleague identified serious problems at one
of the Texas refineries and made recommendations for
changes. As far as Bea can determine, BP did not really
use the report or its recommendations. Three years later,
the facility suffered an explosion and fire that killed 15
people. Bea indicated that BP made a number of specific
bad decisions that led to the disaster at the Deepwater
Horizon. These included allowing quality control proce-
dures to slip, ‘displacing drilling mud with lighter seawa-
ter that didn’t exert as much downward pressure on the
oil’ and failing to properly address evidence that the BOP
had been damaged. The fact that the drilling was costing
much more and taking much more time than had been
forecast added exceptional pressure on the managers
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involved. He also cited the US Minerals Management Ser-
vice for inadequate oversight (as others have also done)
(Baker, 2010).

Anadarko, a 25% partner in the project, has accused
BP of ‘gross negligence’ in the operation (The Economist,
2010a).

The US House energy committee found no trace that
any information about potential problems at the Deep-
water Horizon had reached Tony Hayward or any other
member of senior management (Jackson, 2010).

Effects on worldwide operations
of oil companies

In late May, the Obama Administration declared a six-
month moratorium on new drilling in the deep waters of
the Gulf, subsequently challenged in the courts. The Gulf
provides 33% of America’s domestically produced oil and
10% of its domestically produced natural gas. The mora-
torium directly affected not only BP, but also other major
oil companies ExxonMobile, Shell, and Chevron working
in the Gulf, Anadarko Petroleum (which is a 25% partner
in the project), Mitsui (which is a 10% partner), smaller
companies Murphy and Noble, associated partners and
contractors, and workers (Crooks, 2010c). While BP had
indicated that the accident represents industry-wide
challenges in deepwater drilling, a number of other major
oil companies defended the safety of their own practices
and tried to distance themselves from BP (McNulty and
Blas, 2010). All companies fear that more US require-
ments and restrictions on deepwater drilling might affect
requirements and practices in other producing areas in
the world.

Norway has suspended any new deepwater drilling
until the investigation of the oil leak is complete. Other
countries are also taking actions of some kind regarding
deepwater drilling. Brazil was still planning to go ahead,
though the issue was under discussion.

BP cancelled its 2010 dividends. Though it had enough
money to handle the $20 billion fund set-up, it was con-
cerned about potential additional losses. The company
needed an additional $10 billion and sold off some major
assets to obtain it.

PetroChina, the country’s largest listed oil and gas
producer offered closer cooperation with BP, and might
enter into joint ventures or purchase some of BP’s assets.
CNOOC, China’s largest offshore exploration company,
is also likely to be interested in buying assets from BP.



Chinese companies have already made major invest-
ments in raw material producers overseas, as mentioned
in Chapter 1, and are actively looking for more (Hook,
2010).

Some closing comments

An article in The Economist noted that Mr Hayward, with
his background in exploration, has emphasized ‘a com-
mitment to safety with ambitious company-wide schemes
meant to bring it about.” But it also notes that years of
effort are required to bring about a change like this (The
Economist, 2010c). The authors of this case have some
brief additional comments based on their experiences in
industry and consulting.

BP does give recognition for safety achievements as it
was about to do at the Deepwater Horizon for seven years
of operation without an accident. However, managers in
many organizations perceive that they will receive large
rewards, such as bonuses, promotions, or simply avoid-
ing criticism, for achieving high productivity, cost-cutting
and/or on-time completion of jobs/projects. They may
also believe that they will receive lower rewards if they
emphasize safety when it may result in lower productiv-
ity or higher costs. It is also true that many individuals
tend to discount the extent of the potential damage to the
company or their own careers when they take risks. The
larger the organization, and the longer safety or quality
have had lower priority, the longer it takes to change the
corporate culture. One of the key BP managers involved
in the decision to save time and expense by using fewer
‘centralizers’ when placing and cementing the pipe run-
ning from the wellhead to the drilling rig sent an e-mail
before the explosion: ‘Who cares, it’s done, end of story,
will probably be fine’ (The Economist, 2010c).

After the leak was stopped, Tony Hayward was
replaced by another BP executive who is an American.
Hayward was assigned to head up one of BP’s major
divisions.
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Questions

1. How can BP now go about attempting to create
a real ‘safety first’ attitude in the company’s
managers and employees? What are the
problems and how could they be solved?

2. How fair to those having claims is the approach
being used by the claims administrator? Is there
any other solution that would be fair to both those
filing claims and BP?

3. Should the US government try to prohibit
any more deepwater drilling in the Gulf of
Mexico? Why, why not? What factors should be
considered in coming to a decision?

4. Should other governments consider restricting
deepwater drilling in their territories? Why, why
not? What factors should be considered in
coming to a decision?
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Toyota Motor Corporation

(This case was written by Mitsuko Saito Duerr and
Edwin C. Duerr, San Francisco State University)

Toyota’s vehicle recalls: responses, problems
and concerns

Introduction

Between October 2009 and July 2010, Toyota Motor
Corporation recalled 8.5 million cars and trucks. The
design and quality problems that caused the recalls, and
expenses related to the recalls, were obviously of great
concern to the company. Repairing defects will cost sev-
eral billion US dollars and it is not clear whether the
company will suffer serious long-term effects due to
the recalls. Its reputation for quality had become well
established over several preceding decades, particularly
in North America (its largest and most profitable market).
Media attention to its problems has now been somewhat
lessened by the BP disaster discussed in Case 2.1.

While recalls are relatively common in the automobile
industry, Toyota’s problems gained widespread attention
because of: (1) the number and size of the recalls; (2) the
company’s longstanding reputation for producing high
quality vehicles; (3) the company’s slow and inadequate
responses to the problems; and (4) concerns that Toyota’s
commitment to quality may have been impaired by its
rapid expansion and emphasis on profits.

Of the 8.5 million recalls, the majority were related
to unintended acceleration problems (Nation, 2010),
or failures to respond to pressure on the brakes. At least
52 deaths were linked to these problems (Thomas and
Krisner, 2010). The unintended acceleration problem was
largely solved by securing loose floor mats that could snag
gas pedals. The problem of accelerators that could some-
times stick required a design change.

Separately, Toyota recalled some of the hybrid Prius
automobiles because the company found a design prob-
lem with the brakes that could cause poor performance on
slippery or uneven roads (Sobel and Simon, 2010). Other
problems were claimed to be due to failures in the elec-
tronic control systems. Following a number of complaints
regarding vehicles that sped up, another one came from a
Prius owner who said his accelerator stuck while he was
driving on a Southern California Freeway. Investigators
from the US National Highway Traffic Safety Administra-
tion and from Toyota found no problems with the vehicle
(Spagat and Thomas, 2010). In July 2010, it was disclosed
that at least some of the reported cases of unintended
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acceleration were caused by driver error rather than defects
in the Toyota control systems. In these cases, a preliminary
investigation by a US government agency has indicated that
onboard instruments showed that the drivers had their feet
on the accelerators rather than on the brakes at the time of
the crash. Figures or estimates of how many of the prob-
lems were due to driver error will not be available for some
time (after further investigation and analysis).

Some of the many recalls during the period were
required because of a wide range of other problems.

Two other examples of the reasons for
and scope of the recalls
In China in December of 2008, before some of the more
massive recalls, Toyota recalled 120,000 Crown, Reiz, and
Lexus cars produced there between 2005 and 2006. The
Chinese Administration of Quality Supervision, Inspection
and Quarantine said a manufacturing defect could cause
the electric power-steering systems to fail (Toyota, 2008).
On Friday, July 2, 2010, Toyota recalled a total of
270,000 Lexus and Crown vehicles, their luxury brands.
This recall affected their vehicles worldwide, and was
to fix valve springs that could cause the vehicle to stall in
traffic. Of this number 138,000 were in the United States;
91,903 in Japan; 15,000 in Europe; 10,000 in the Middle
East; 6,000 in China; and 8,000 elsewhere. About 200
complaints had been received, but no accidents or inju-
ries reported. This covered models produced between July
2005 and August 2008. On Monday, July 5, 2010, Toyota
began recalling another 90,000 Lexus and Crown branded
vehicles, though this time only in Japan (Kageyama, 2010).

Poor communications and slow responses
Of great concern to many Americans was Toyota’s slow,
and in US culture inadequate, initial responses to reports
of problems with the company’s vehicles. The company
was fined a record $16.4 million by the US government
for responding too slowly to the crisis. Even nine months
after the recalls began, an analyst with Nomura Securi-
ties in Tokyo said the company is not doing a good job in
communicating with the public about what it is doing to
improve quality checks, and thus it is difficult for people
to believe that the company is taking the customers’ view
as it promised it would (Kageyama, 2010).

Outside observers, and eventually Toyota officials them-
selves, blamed poor communications upward for the slow
response to problems. Managers in Japan responsible for



overseeing American operations received many warnings
from Toyota’s top US management about complaints. But
they were slow, or failed entirely, to pass on these warn-
ings to top management in Japan. An eventual response of
top management in Japan was to remove one intermediate
level of managers between top US and top Japanese man-
agement (Sobel, 2010), assumedly transferring the middle
managers to other positions or allowing them to retire.

An additional problem may have been a feeling in
some large Japanese companies that the Chief Executive
Officer should not become directly involved in details of
operations. Akio Toyoda had been appointed as CEO of
Toyota in June of 2009, but until February 5, 2010 he had
not made any public comments about the quality prob-
lems that had been occurring since before he took the top
position, or even about the major recall of 2.3 million US
cars on January 21, 2010 after he became CEO. He finally
‘emerged from seclusion’ on February 5, 2010 (Kageyama
and Foster, 2010). Toyoda said: ‘I personally regret that
we have caused worry for so many people’ and ‘I apolo-
gize from my heart.” He said that the problem had created
a ‘crisis situation’ for the company, but did not explain
what had gone wrong (Sobel et al., 2010). In Japan, an
apology goes a long way toward being forgiven, but in
the US people are generally more concerned about what
will be done to correct the problem. Even in Japan his
message is not getting through. Complaints about confu-
sion are coming from even ‘ultra-loyal Japanese suppliers’
(Sobel and Reed, 2010).

It has also been suggested that the people who run
Toyota had been ‘unable to comprehend that its cars could
be less than perfect.” Its marketing group continued to
refuse to accept that its cars might have problems, though
some accounts indicate that acceleration problems may
have come to light as early as 2002. This lack of awareness
of the problems, especially by top management, may have
been what led the company to continue selling cars with
faulty accelerators and brakes (Pilling, 2010).

Concerns about Toyota’s commitment to
quality: effects of rapid growth and stress

on cost-cutting

Of even more concern to some is the surfacing of infor-
mation that Toyota’s increasing emphasis on continu-
ally controlling/reducing costs, coupled with very poor
upward communication, has actually threatened quality.
An independent study by J.D. Power and Associates in the
United States, based on 82,000 responses regarding the
number of problems new car owners found after having
their cars for 90 days, indicated that Toyota owners now
report more problems than Ford owners (Simon, 2010).

Case study 2.2

In 2006 Katsuaki Watanabe, then Toyota’s CEO, was
increasingly worried that quality was slipping, that Toyo-
ta’s engineering practices and factories weren'’t efficient
enough, and that the company was losing its competitive
edge. In the United States in 2005, Toyota had recalled
more cars than it sold. Watanabe wanted radical change
to reduce the number of components used in its cars, and
to build new more efficient and more flexible plants. His
objective was to cut costs by about $4,000 per vehicle. Addi-
tionally, he pushed rapid expansion overseas. The rapid
growth, as Toyota attempted to overtake General Motors,
also led to excess capacity and eventually to losses in the
recession in 2009.

In his previous positions before becoming CEO,
Mr Watanabe had introduced innovations that did make the
company much more efficient (Shirouzu, 2006). Complete
redesign did not prove to be attainable, and rapid growth
was causing rapidly increasing quality problems. Part of
Toyota’s present quality problem is believed to be due to the
increased complexity and use of electronics, and the need
to buy more components from outside suppliers. Engineers
have become more specialized and fewer people understand
how everything works together (Harding and Sobel, 2010).

One analyst has suggested that the company’s pres-
sures on suppliers to keep costs low, and to keep the costs
of its own labor down by using more part-time labor,
have compromised quality (Pilling, 2010). An executive
in a US supplier company said that Toyota required that
his firm reduce prices by 10% for each new generation
of parts. This led some analysts to conclude that scrimp-
ing by suppliers has caused quality problems for Toyota
vehicles (Welch, 2010). In recent years, some Japanese
workers have felt underpaid, overworked, and less loyal
to their companies, thus contributing to production line
problems. Part of the labor troubles in Toyota’s plants in
China was due to the fact that their workers there felt they
were underpaid relative to what workers at plants oper-
ated by other foreign companies were receiving. They also
felt that their grievances were not being responded to
within a reasonable amount of time. Of course, the local
Japanese managers could not make any changes without
approvals from Tokyo. These took a long time to obtain —
if they could be obtained at all.

In 2010, Toyota announced that they would reduce
their labor force in Japan by 15%, on top of a previous
15% cut, in order to move more production to lower-cost
overseas plants. This was a great change for a company
that years ago wanted to keep as much of its production
as possible in Japan to maintain employment in the coun-
try and to maintain strict quality control. Status in 2015 is
that Toyota is continually troubled by quality issues and
has recalled 637,000 cars because of airbag problems.
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Concluding comments

Toyota should of course attempt to determine the underly-
ing causes of continuing quality problems, and methods for
fixing them. Toyota also needs to provide faster and more
well thought-out responses to reports of potential quality
problems. This involves improving internal communica-
tions, and improving communications with customers and
the public as to the extent of problems and what is being
done about them. It has even been even suggested that if
the recalls are a result of serious problems in the company’s
procurement policies, labor policies, and/or manufactur-
ing policies, Toyota may need to overhaul its design, engi-
neering and manufacturing systems (Welch, 2010).
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| CASE STUDTGL S

GlaxoSmithKline PLC

(This case study was written by Edwin Duerr.)
In August 2010, Britain’s GlaxoSmithKline PLC (GSK)
was facing the possibility that its highly profitable dia-
betes drug Avandia would have to be withdrawn from
the US market. Sales of Avandia had already been pro-
hibited in Germany, and the drug was being investi-
gated in another European country. The problem was
the possibility of an increased risk of heart attacks
when taking the drug. GSK had already set aside £2.3
billion for its potential risk from lawsuits (The Lex
Column, 2010).
An even bigger problem facing the company, and the
whole pharmaceutical industry, had been resolved with
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Questions

1. What do you think the long-term effects of the
recalls will be on Toyota?

2. What, if any, cultural issues appear to be involved
in this case?

3. Why did Toyota’s American managers appear to
have such trouble in getting action from Toyota’s
top management in Japan?

4. Why was Toyota’s CEO so slow to talk to the
public about the company’s problems?

5. What are the apparent views of Toyota’s top
management with respect to social responsibility?

little public concern earlier in the year. The US compre-
hensive health care plan, passed in 2010, had not man-
dated ceiling prices for prescription drugs purchased
under the plan. It did provide for some ceilings on gov-
ernment reimbursements for medicines under the gov-
ernment program, but otherwise left companies free to
set their own prices. The United States is the only country
among the industrialized nations that does not effectively
have price controls on prescription drugs. Had the United
States imposed them, it would have had a major impact
on the industry. Because of the lack of price controls, the
American market provides 60% of the profits of the whole
international pharmaceutical industry.



The many other problems facing GSK, and the indus-
try as a whole, are discussed below, after discussing some
of the challenges faced by GSK in its formation.

Forming GlaxoSmithKline

Britain’s GlaxoSmithKline, the second largest pharma-
ceutical company in the world, was formed on 27 Decem-
ber 2000 by the merger of Glaxo Wellcome PLC and
SmithKline PLC, one British company and one American
company. The merged company had over 7% of the world
market for ethical (prescription) drugs. GSK has had an
increasing trend in both sales and profits since its forma-
tion, except for a small drop in sales in 2007. Total turno-
ver (sales) was £28.4 billion in 2009.

Because of the international nature of the companies
involved, the proposed merger had required approvals by
three governments as well as the stockholders of the com-
panies involved. The European Commission had granted
approval in May 2000, stockholders of both companies
had endorsed it in July, and both the US Federal Trade
Commission and the British High Court had given their
approvals in December 2000. As a condition of approv-
ing the merger, the three governmental authorities had
required the companies to divest themselves of specific
patents and drugs. These conditions were imposed in an
effort to avoid reducing competition in pharmaceutical
markets where the companies had overlapping products.

The companies expected that the merger would provide
economies of scale and scope in marketing and production,
spread the risks inherent in the high cost of new drug devel-
opment and testing, and provide a smoother income stream
as new drugs reach the market and the patents on older
drugs expire. The chief executive of the new company, and
former chairman of SmithKline, was Jean-Pierre Garnier.
One of his major objectives was ensuring that customer loy-
alty is maintained so that as patents expire on older medi-
cines they can be successfully marketed as over-the-counter
medicines. This strategy worked well for SmithKline with
its ulcer drug, Tagamet. While the merger and policies to
increase customer retention can be very beneficial, they
may not be sufficient to meet changes in the market.

A primary problem for GSK, as for other international
pharmaceutical companies, is the worldwide challenge
to their pricing practices. Though GSK is a British com-
pany that markets worldwide, much of its earnings come
from the United States and are therefore subject to prices
received there. The United States is the only industrialized
nation that does not have price controls on prescription
drugs. It accounts for 40% of the billion sales of prescription
medicines sold worldwide, and an estimated 60% of phar-
maceutical company profits. Demand in the United States is
growing at twice the rate of that in Europe as governments
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there attempt to limit their spending on drugs. However,
there is growing dissatisfaction in the United States with the
way in which the companies price their drugs. This presents
not only a threat to the profits of the drug companies, but in
the longer run may limit their ability to develop new drugs.

The problem arises from several interrelated factors: the
basic cost structure of developing, testing, and producing
drugs; the growing number of individuals who need high-
priced drugs, but cannot afford them; the publicity given to
these unmet needs, particularly but not exclusively related
to the AIDS epidemic in Africa; and an increasing public
acceptance of the idea that all people (or at least all people in
their own country) are entitled to needed pharmaceuticals.

Even after offering the AIDS drug Combivir in Africa
for less than 12% of its price in the United States, GSK con-
tinues to be criticized for high prices there and elsewhere.
Garnier has commented: ‘Do you want us to give away
these drugs for free? Then there won’t be any more drugs
to treat AIDS or anything else. Isn’t it ironic that the com-
panies that brought the drugs to market are the ones being
criticized for people dying?’ (Harris and McGinley, 2001).

While the problem may be clear, what GSK should do
about it is not apparent.

Costs of producing pharmaceuticals

The development of new drugs to the point where they can
be marketed is both very expensive and risky. The marketing
itself is expensive. The manufacturing costs, and particu-
larly the marginal costs of production, are relatively low. In
order to sustain (or increase) overall profitability, the drug
companies must charge enough for their drugs to cover the
high development costs. This has been possible primarily
because of the patent system that allows the company hold-
ing the patent to be set a far higher price than it could obtain
if other companies could begin to manufacture and market
it. Of course, some system allowing companies to recover
research and development costs is necessary or the develop-
ment of new drugs by private enterprise would cease.

The total cost of simply developing a single new drug,
including research and testing, is estimated to be upwards
of $700 million. The cost of actually bringing a new drug
to market, including meeting regulatory requirements
and marketing, has risen to $1.7 billion (Flynn, 2004).
The costs of both the initial research and the expend-
iture on trials may be lost if the drug proves to be inef-
fective or has serious adverse side effects. Approximately
80% of drugs in development never win FDA approval in
the United States, though some are dropped before the
expensive trials are conducted. Some drugs are banned
after they have been in use for some time as side effects
emerge that were not found during the trials.
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New technologies for developing some additional drugs,
including those designed to tap the potential of new knowl-
edge of genetic triggers of disease, require extremely large
investments. Application of bioinformatics, merging informa-
tion technology and molecular biology, holds the promise of
assisting in developing new candidates for pharmaceuticals.
The great computing power and specialized software required
are very expensive. The manufacturing equipment required
for producing new drugs is also very costly when new technol-
ogies or additional capacity are needed. Once these are pro-
vided the marginal costs of manufacturing the medicines are
relatively small compared to the fixed costs already incurred.

Pricing of pharmaceuticals

David Stout, the head of GSK in the United States, called
the country the last free market in the world for pharma-
ceuticals (Shales, 2001). Most of the European countries
have programs under which their citizens have some sort
of entitlement to prescription drugs. Their national health
systems have become monopsony buyers of pharmaceuti-
cals exerting downward pressure on prices. The govern-
ments of each of the countries has set a different price
structure. Overall, the result is that patients in Europe pay
one-third less for drugs than do Americans.

The low marginal costs of producing drugs, combined
with the high prices that can be charged in the United
States, have made pharmaceutical companies willing to
supply drugs to markets outside of the United States at
much lower costs than they charge within it — when they
are forced to do so. That is, insofar as they can charge more
than production costs, and sales to the outside market do
not decrease sales in their primary market, they profit
by selling abroad at lower prices than they obtain in the
United States. This is, of course, the situation that gives
rise to ‘dumping’ in steel and a wide range of other prod-
ucts. Even within the United States very large purchasers
of pharmaceuticals can obtain lower prices when the alter-
native for the company is selling less product overall.

The result has not only been that drug companies make
most of their profits in the United States; the country has
also become the center for research on new drugs, with
companies working there spending approximately twice
as much on research as those in the EU. This is in spite
of the fact that the European Union has a larger popula-
tion and a bigger economy than that of the United States.
Of the 17 antiretroviral drugs used in AIDS treatment, 13
were developed in laboratories in the United States.

Growing dissatisfaction

US drug companies have argued for many years that they
must continue to have patent protection and be able to
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charge high prices in the United States for their current
drugs in order to support the costs of research and devel-
opment for new drugs. They have been successful to date,
but face the increasing probability that a combination of
factors will result in downward pressure on prices.

Public dissatisfaction with the prices of prescription
drugs in the United States has been rising both because
of the increasing prices and because of greater knowledge
of what is charged for the same drugs in other countries,
including Canada and Mexico. Increasing numbers of US
residents who live sufficiently near to Canada are driv-
ing over the border to purchase their prescription medi-
cines there. On average, brand-name prescription drugs
cost over 60% more in the United States than they do in
Canada, but importing them from Canada into the United
States is technically illegal. US law forbids the importation
of prescription drugs by anyone other than the original
US manufacturer (who may bring them in from its plants
overseas). Thus a US company can, for example, bring in
drugs from its plants in Europe, but an individual or other
company cannot buy the same medicines in Europe and
legally bring them in. US pharmaceutical manufacturers
imported $40.7 billion of drugs into the United States in
2002 (Barlett and Steele, 2004). The US national gov-
ernment has not, however, cracked down on individuals
bringing in prescription medicines.

Escalating prescription drug costs, coupled with an
aging population increasingly in need of more medication,
are a concern of governmental bodies at different levels
as well as individuals and consumer advocate groups. In
the United States, the amount spent on prescription drugs
as a percentage of total health costs has been escalating
rapidly. It has been stated that the higher prices US res-
idents pay for drugs in turn pay for half of the industry’s
research, and that US taxpayers also pay for most of the
world’s government-funded basic biomedical research.
Commissioner McClellan of the US Food and Drug Admin-
istration has stated ‘That is not a sustainable or fair situa-
tion’ (Carey, 2003). Still, the US national government has
not come up with a feasible solution to the problem, and is
opposed to efforts by individuals, consumer groups, and
some local governments to make imports of less expensive
drugs easier. In addition to industry objections to easing
imports, there are also potential problems with counter-
feit drugs (as discussed below).

While the US national government has not stopped
individuals from bringing in medicines for their own use
purchased in Canada, it has warned that it will go after
third parties assisting US residents in buying Canadian
drugs (Colliver, 2003). A number of Canadian-based Inter-
net companies are providing prescription drugs to US resi-
dents. The process is legal from the standpoint of Canadian



law as long as a somewhat complicated procedure is used
to obtain proper prescriptions. In spite of warnings by US
officials, as of mid-2004 no action has been taken against
the Internet companies (Parloff, 2004).

In 2003 GSK and several US pharmaceutical compa-
nies stopped selling to Canadian pharmacies that supply
US patients. They indicated that they did so because it
is illegal and is undercutting their business. A nonprofit
organization in San Francisco then tried to organize a
boycott of GSK products but the company indicated it had
not felt any effects (Colliver, 2003). In 2004, drug indus-
try giant Phizer, Inc. threatened to cut off all sales of its
products to Canadian pharmacies that help the cross-bor-
der trade. In Minnesota, where there is much opposition
to US national government restrictions on imports, the
state Attorney General is looking at whether the actions
by the companies constitute antitrust violations (Barry,
2004). Political pressure is building at both the local and
national levels to allow such imports, or to find another
solution to the high prices of drugs for US residents.

It is not only in the United States that the price of drugs
has been criticized. Concern over the AIDS epidemic, and
particularly the recognition that the drugs needed to fight
the disease are too expensive for most of the population
affected in Africa, has led to widespread criticism of the
pharmaceutical industry. Strong public pressure resulted
in a number of pharmaceutical companies, including
GSK, offering lower-cost AIDS drugs for African nations.
This action, or any other to reduce the costs of AIDS drugs
for Africa, appears unlikely to do much to help the vast
majority of people affected (Knickmeyer, 2001). Problems
of distribution and education, and the reluctance of some
African leaders to admit that there is a problem, are likely
to limit the effectiveness of the efforts. It has been pointed
out that even where medications have been available at
low cost for other diseases in Africa, it has still not been
possible to control the diseases. However, the extensive
attention given to the problem by governments and the
media has increased concern everywhere about the pric-
ing of prescription medications.

Governments have also taken action to make low-
er-cost AIDS drugs available. The US government
announced in February 2001 that it would not seek
sanctions against poor countries that legalize the impor-
tation of generic copies of patented anti-AIDS drugs
(McNeil, 2001). Some reputable drug manufacturers in
India, Argentina, and other countries do not honor tra-
ditional patents, and produce properly labelled pharma-
ceuticals for sale outside the United States and Europe
(Capell and Timmons, 2001). This practice is, of course,
objected to by the original developers of the drugs.
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Another potentially serious problem for the pharma-
ceutical industry was raised by an agreement negotiated
by the World Trade Organization (WTO) in August 2003.
It provides a method by which developing countries can
overrule drug patents in certain cases. The Brazilian gov-
ernment threatened to use the procedures on a leukemia
drug patented by Novartis of Switzerland before suc-
cessfully negotiating a lower price from Novartis. In the
meantime, a generics drug company in India has been
given the right to produce a copy of the Novartis drug
(Dyer, 2004).

Another critical problem, for both consumers world-
wide and for pharmaceutical companies, is that of coun-
terfeit drugs or substandard drugs originating in a number
of less-developed countries. Various studies have found
drugs with no active ingredients and others with so lit-
tle of the required active ingredients that they may serve
only to increase the resistance of microbes to the active
ingredients (Johnson, 2000). Some counterfeit drugs
contain poisonous substances. The World Health Organi-
zation estimates that 8% of the bulk drugs imported in the
United States are counterfeit, unapproved, or substand-
ard (Capell and Timmons, 2001).

Critics of the pharmaceutical industry argue that it
could lower cost without sacrificing innovation. They note
that the industry is one of the most profitable in the United
States. The industry is also criticized for the amounts it
spends on advertising. Since the Food and Drug Admin-
istration began to allow the advertising of prescription
drugs on TV and radio in the late 1990s, spending has
increased rapidly. The industry claims that advertising is
an effective way to inform the public of advances in med-
icine. Critics complain that much of the money is going to
promote heartburn, allergy, and hair-loss medicines, and
even some expensive drugs that might be less effective
than cheaper medicines. The growth in staff is also criti-
cized. The number of sales people employed by the top
40 drug companies has grown rapidly.

Others argue that the rising cost of health care is a
result of the changing demographics of the population
and the continuing search for new drugs to solve health
problems previously untreatable. A contributing writer
for the New York Times Magazine become a supporter of
the pharmaceutical companies after he was diagnosed
with HIV. Though his medications cost $10,000 per year,
he argues that having effective drugs that are expensive
is better for the health of the nation than not having the
drugs at all. In the long run, as patents expire, cheaper
generic versions will become available. He further argues
that if Americans do not carry the burden of high drug
costs, innovation will dry up (Aoki, 2001).

125



Chapter 2 Bases of international marketing

The pharmaceutical industry is now spending some
of its advertising money on producing TV commer-
cials featuring individuals whose lives have been saved
or vastly improved by newly developed prescription
medications.

As noted earlier, the US government has increased pre-
scription drug coverage, tending to push down that price
of drugs for a portion of the population. How this will
affect the pharmaceutical companies will depend upon
how much volume will be increased, and the policies fol-
lowed by the pharmaceutical companies.

Some options for GlaxoSmithKline

In general, when patents expire and generic drugs become
available, prices overall may drop as much as 90%. Com-
panies selling prescription drugs on which the patents are
about to expire have used various methods in attempts to
maintain as much of their income stream as possible. One
approach has been to actually raise the price of the prod-
uct. Though some (or many) users will switch to cheaper
generic products, others are relatively price insensitive.
It may thus be more profitable to sell substantially less of
the drug at a higher price rather than try to maintain a
higher level of sales at much lower prices.

Another approach, which may be combined with
the first, is for the company to introduce its own generic
product before the patent expires. The company can then
advertise the new generic product and gain a dominant
position in the generic market before the competition is
allowed to enter that market. Combining heavy marketing
in the original drug with dominance in the generic market
allows the company to continue to earn a high margin on
the original drug while having most of the lost sales on
that version go to its generic version.

The former SmithKline’s policy of developing lasting
customer loyalty for patented products, through a combi-
nation of advertising and pricing, may allow a company
to continue to successfully market the product on an over-
the-counter basis after the patent expires.
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Questions

1. Are the present pricing policies of the major
pharmaceutical companies ethically justifiable?
Explain your answer.

2. Are companies in less developed countries
ethically justified in producing and selling generic
copies of patented drugs without obtaining the
permission (and paying) the patent holders?
Explain your answer.

3. With Americans paying substantially higher
prices for prescription drugs than people in other
countries, are US consumers unjustifiably having
to subsidize the development and sale of drugs
to people in other countries?

4. Is the selling of drugs abroad at lower prices than
in the United States actually a case of dumping?
If not, why not? If so, why do other countries
force ‘dumping’ of pharmaceuticals while they try
to stop ‘dumping’ of steel?

5. Is advertising by pharmaceutical companies
socially desirable?

6. What policies should GlaxoSmithKline adopt with
regard to:

(@) pricing of patented products during the early
years of protection and as patent protection is
due to expire;

(b) attempting to influence public policy through
advertising or lobbying?



The international environment: culture,
economic forces, and competition

Learning outcomes

Chapter 3 covers the impact on international marketing and export
management of:

e culture and the socio-cultural environment

® economic forces

@ competition

At the end of the chapter are two cases: (1) the Supreme Canning Company case involves
cultural misunderstandings that prevented agreement on a potentially mutually advantageous
export-import agreement and (2) Ford Motor Company discusses Ford’s actions in relation to
the social, political, and economic environments.

Introduction

As was discussed in Chapter 1, the international marketer operates within both a domes-
tic environment and one or more foreign environments. However, we also mentioned that
even exclusively domestic marketers are operating in an international market place (e.g.,
by competing with foreign companies). While the elements of the marketing mix and the
functions that must be carried out are the same in all markets, differences between environ-
ments can affect every aspect of marketing activities. The environment in the home mar-
ket is usually well understood by most marketing professionals, and may erroneously be
assumed by some marketers to be the way it is (or should be) everywhere. However, this is
not the case, as was noted in the first chapter, and is further discussed below.

This chapter and the next one focus on the four major environmental components that
affect behavior in markets everywhere, and that often require different marketing strategies
abroad than are used in the home market. These are:

@ culture and societal structure;

@ economic forces;
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® competition;
e political and legal forces (discussed in Chapter 4).

They directly affect information requirements and accessibility, negotiations, market
entry strategies and modes, channels of distribution, product and pricing decisions, financ-
ing and methods of payment, promotion and marketing communications, logistics, and
organization structures. Other components of the environment that affect international
marketing include differences in geography, infrastructures, and levels of technology. More
detailed analyses of these other factors, and additional information about culture, eco-
nomic forces, competition and the political/legal environment, can be found in specialized
books on the particular subjects.

Culture and the socio-cultural environment
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Culture and the socio-cultural environment influence the behavior of customers who com-
prise markets, the managers who plan and implement international/export management
programs, negotiations, and the marketing intermediaries (e.g., advertising agencies and
media) that participate in the international marketing process. Culture influences the polit-
ical/legal environment of a country, the way in which its economic system works, and the
attitudes toward competition. Each of these, in turn, has an effect upon culture in the long
run. Some examples of the pervasive effects of culture on international/export marketing
are given in Exhibit 3.1.

Exhibit 3.1 The pervasive effects of culture on international/export
marketing

The most apparent effects of culture may be on the types, designs, styles, and colors of
products that can be sold in overseas markets. Pork products are not normally accept-
able in Islamic cultures, although a US-owned international chain of barbecue restaurants
received permission to import pork into Malaysia (which has a sizable non-Islamic Chinese
population). Personal tastes, as well as road conditions, taxes, and income levels determine
what colors, sizes, and horsepower are preferred in automobiles. The high-tech Japanese
toilets, which feature heated seats, water sprays and warm-air drying, did not sell in Arabic
countries because the seated individual had to operate it with the right hand. A Middle East
company that made a similar toilet that was flushed with the left hand did find a ready mar-
ket among the most affluent.

Culture also affects the themes and presentation of advertisements that will be most
effective in selling products. In promoting diamonds, television ads that pictured a sophis-
ticated man and woman in a romantic setting, which worked well in European countries
and the United States, were not very effective in Japan. There, sales increased substantially
when the theme was changed to a man in ordinary business dress giving a diamond to his
wife, who indicated (very pleasantly) that he was stupid for spending so much money on her.

Methods of negotiation also are culturally influenced. US negotiators typically pre-
fer direct statements, vigorous defense of their positions, agreements on a point-by-point
basis, the covering of all contingencies in a written contract, and rapid progress toward a
settlement. Japanese negotiators typically prefer to take time to get to know their potential
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associates first, prefer to avoid argument and confrontation, wish to consider the agreement
as a whole, and need to consult frequently among themselves and with their colleagues
at the company before agreeing to anything. If these differences are not recognized and
allowed for, feelings of mistrust may cause failure in reaching agreements that would other-
wise be beneficial to both parties.

Dealing with foreign managers or subordinates in overseas offices presents potential for
misunderstandings and conflict. A senior US executive, visiting a large office in Italy, called
a meeting for 8 a.m. (against the advice of his resident US manager). Only the resident US
manager showed up on time, and everyone was greatly irritated: the Italian staff for the
outsider’s having called a meeting at a completely unacceptable hour, the US executive
because people who ‘worked for him’ did not do as he told them to, and the US manager
because he was embarrassed. In some countries, the manager who invites suggestions from
subordinates or gives them too much latitude in deciding how to do a job may be viewed
as not doing his own job, as weak, or as incompetent. Managers and professional people
from many European countries, Canada, and the United States expect a degree of individ-
ual freedom, discretion, and responsibility that they may not receive if assigned to work for
someone from a country emphasizing a higher degree of collectivism and group coopera-
tion. In the United States, the Japanese owners of gambling casinos in Las Vegas reportedly
ran into problems when they tried to use Japanese management techniques — specifically,
making decisions the Japanese way by consensus. The approach may work well in Japan,
but it was deemed too slow and cumbersome in the fast-moving casino environment.

Understanding the effects of culture on dealing with people in other societies, whether
they are customers, partners, employees, or subordinates, is necessary if one is to avoid
costly mistakes. It is also valuable in helping one to avoid the feelings of discomfort and
stress that occur when others do not behave in the way we expect, or fail to respond to
us as we believe they should. Thus, culture influences the selection of foreign market entry
mode especially when choosing among joint ventures, greenfield (new start-up) invest-
ments, and acquisitions (Kogut and Singh, 1988); influences the ability of businesses to
effectively organize intra- and intercultural relationships with their international partners and
whether or not the process of fostering and evaluating relationships can be globally stand-
ardized (Griffith et al., 2000); and through social ties can influence export initiation in small
and medium-sized enterprises (Ellis and Pecotich, 2001).

Personal relations are an important input into social and economic life. If the interna-
tional marketer wishes to be successful in doing business in China, for example, it is impor-
tant that guanxi be established. Guanxi, which is based on reciprocity, refers to personal
connections/relationships, which can range from strong personal loyalties to semi-bribery.
Three components operationalize guanxi: trust, relationship commitment, and communica-
tion. In a study of Chinese managers regarding knowledge transfer, results showed that
trust and communication were the two main channels for such transfer (Ramasamy et al.,
2006). The lack of significant relationship between relationship commitment and knowledge
transfer is attributed to the situation where Chinese managers perceive knowledge transfer
as an instant process which can be executed within a short time period and are confident
in grasping knowledge and learning from others. One way to cultivate guanxi is to show
respect for business partners and government contacts, especially in social settings. This
gives them ‘face.” Small gestures count. Avoid giving lavish gifts such as jewelry and avoid
using white gift wrap. The former may appear to be bribery and the latter connotes death. In
effect, having good guanxi amounts to having a good network operating in China. The real-
ities of doing business in China, or with Chinese companies, are such that one cannot get
anything done easily, reasonably quickly, or even at all without good guanxi (Liu and Roos,
2006). Guanxi has been a norm in China for hundreds of years.
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Understanding and dealing effectively with the pervasive effects of culture on export
management and international marketing is both interesting and challenging. People who
simply accept most or all of their own beliefs, values, and ways of doing thing as simply
being the correct, right, best, and/or only way of doing things inevitably encounter prob-
lems. Consumers in foreign countries typically differ from domestic consumers to some
extent in all aspects of buyer behavior — the what, why, how, when, and where of buyer
behavior. The employees and business people with whom they come in contact also can be
expected to differ in what they believe is correct and acceptable behavior, and in virtually
all other aspects of doing business. An illustration of such differences is the view of business
ethics in China and the United States. In China, research has categorized people into six
groups: (1) high expectations for others, (2) challenge avoidance, (3) other directed, sym-
pathetic, (4) religiosity, (5) ethically challenged, and (6) empathetic (Sardy et al., 2010).
In contrast, research in the United States identified business ethicality as having two com-
ponents: (1) behavioral and (2) philosophical (Albaum and Peterson, 2006). While these
two studies are not directly comparable (scales of measurement differed), they did study
similar populations (students as future business leaders) and they do show that ethical
views vary among cultures. Countries such as the United States, Canada, Australia, and
many European countries are truly multicultural in nature, due largely to immigration. To
illustrate this, the following are approximate percentages of population that is foreign-born
in selected metropolitan areas (Businessweek, 2006, p. 39): Miami (50%), Toronto (45%),
Vancouver (40%), Los Angeles (38%), Melbourne (28%), Amsterdam (25%), London
(25%). In marketing to people within these subcultures, many of the same approaches used
in overseas marketing will improve marketing performance.

In order to be successful in the international marketplace, marketers need to develop an
understanding of the foreign culture(s), its differences from their own culture, and how it
affects the desires, objectives, and behaviors of potential customers and others with whom
they will come in contact. They need to learn how to manage the cultural differences. In
short, there is a need for managers to interact effectively in foreign cultures, often in mul-
tiple cultures. This is known as acquiring cultural intelligence, which has been defined as ‘a
multifaceted competency consisting of cultural knowledge, the practice of mindfulness, and
the repertoire of behavioral skills’ (Thomas and Inkson, 2004, pp. 182-3). Recent research
has shown that certain types of exposures to other cultures such as education and/or
employment abroad and the level of exposure from the experiences increases cultural intel-
ligence (Crowne, 2008).

Managing cultural differences

Cultural differences are sometimes viewed as obstacles in doing business across cultures.
Examples of problems that can arise in exporting and in all aspects of the management of
international marketing operations can certainly be found. Some of these were noted in
Exhibit 3.1 and others are discussed below. But it should also be noted that understanding
cultural differences has enabled many companies, both very small enterprises and multina-
tional giants, to market successfully and profitably across cultures.

Understanding cultural differences and developing strategies to work effectively in the
multicultural or foreign environment can be used as a competitive tool. There are multi-
ple examples from the past as well as the present. Kentucky Fried Chicken became an
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outstanding success in Japan using approaches that fit every aspect of the culture, while
another American company with a similar product withdrew from the market after failing
to make appropriate adjustments to its managerial approach, relationships with Japanese
companies, and advertising. After carefully studying the Japanese market many years ago,
McDonald’s decided that Japanese consumers could be persuaded to change their habits
and patronize a fast food chain. They, also, were very successful. The 7-Eleven chain, as dis-
cussed below, brought about changes in Japan’s marketing system and has also been very
successful in other countries, as they have adapted to local cultures.

A few additional examples of ways in which culture has affected particular companies in
international markets can be seen from the variety of experiences of three large-scale retail-
ers and five automobile companies briefly discussed below. Successes and failures have
been largely determined by the ability and/or willingness to adjust to the cultures and other
environmental factors in each of the countries.

Retail giant Walmart has had both successes and some serious problems in its overseas
markets. It is doing well in China and Mexico, where its low-price model is very attractive
to consumers. In China, it felt that it was necessary to go against normal company policy
by allowing 31,000 workers to unionize. Walmart has pulled out of Germany and South
Korea. In Germany, it had experienced a number of problems: existing hard-discounters
with minimum service and bare-bones stores beat Walmart’s prices; many people still
prefer to purchase a number of types of products from specialty stores (bakeries, butch-
ers, etc.) rather than having the one-stop shopping experience that many Americans pre-
fer; Walmart’s smiling face emblem was disliked by some potential customers; and the
company’s insistence on employees being very friendly and helpful was disliked by some
employees and viewed by many customers as being unpleasantly intrusive. In the United
Kingdom Walmart’s Asda chain grew until it became the country’s second largest retailer
in 2003. However, the company failed to recognize changing consumer tastes. As incomes
rose, people began spending a lower percentage of their income on groceries and simulta-
neously demanding higher quality foods, particularly in fresh fruits, vegetables, and meat
(The Economist, 2006).

Walmart is struggling in Japan where the question is one of ‘cultural fit with employees
and customers’ (Holstein, 2007, p. 78). Consumers sometimes view low prices as mean-
ing low quality; some products the company imported from China did not meet Japanese
tastes, the company fired a number of employees, thus alienating many workers, and it
irritated the business community by too rapidly cutting out middlemen (Holstein, 2007,
Agence France-Presse, 2007).

One clear success story is that of 7-Eleven, originally an American company that even-
tually became even more successful under Japanese management. The original company
believed that Japanese consumers would be attracted by innovative convenience stores that
would be open for longer hours, would offer a wider range of products than typical small
shops, and could still offer attractive prices by changing the distribution system supplying
the stores. They formed a joint venture with an established Japanese company that could
provide valuable connections and advice about cultural relationships. The model it used
for success in the Japanese market has been adjusted to meet differences in the cultures of
other countries where it operates (see Case 5.2).

IKEA (see Case 5.1) has successfully adapted to differences both among and between
countries. It has found that its customer base comprises people with different values and
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objectives in different countries: in some nations, most potential customers place the great-
est emphasis on furniture being well-made, solid, and inexpensive; in other countries, the
company caters for those who view their products as modern and making a fashion/life-
style statement. Advertising and product selection are designed for each of the major tar-
geted groups. The company advertises in more than one language in countries or parts of
countries (such as California and other American states where there are large numbers of
Spanish-speaking people) to meet more than one targeted group.

Toyota provides examples of both great successes and some problems in the automo-
tive sector. In the US market, it initially gained customer acceptance through providing
high quality, low fuel consumption small cars at prices below those of the large US com-
petitors. As its reputation for quality, value and innovation increased, it was able to raise
prices and expand its line of vehicles. In response to American concerns about the flood
of Japanese automobile imports, Toyota opened its first US plant in California in a joint
venture with General Motors. Before beginning hiring, Toyota executives and managers
studied American labor practices at great length, worked with the union to establish a new
and cooperative labor agreement, and established a climate in the plant to meet American
workers’ desires for greater participation and equality. The plant has enjoyed high levels of
productivity and quality, and relatively low rates of turnover, ever since it began produc-
tion. In opening other plants in the United States, however, it went to areas where it could
hire less-experienced, non-union labor that it felt could more easily be taught the Toyota
way. It has been a leader in developing hybrid vehicles to meet the desire for less-polluting
automobiles.

Toyota has encountered several problems with customer acceptance in the Chinese
market. Two of its models were seen as overpriced and prices had to be cut in 2004. Its
build-to-order sales system, with little inventory, caused lost sales. It also had two brand-
name problems. First, in 2003, the sound of the character it used for its Land Cruiser SUV
was offensive to many Chinese and the character had to be changed. A year later, in 2004,
Toyota rebranded its Lexus from an English name to a phonetic rendering of the name in
Chinese characters, which unfortunately turned out to sound similar to SARS in one dialect
and one of which had a connotation of death (Miyazawa et al., 2005). The names had to be
changed. In 2006, prices for the newly introduced Prius hybrid appeared to be too high for
the market and had to be cut.

Mercedes had problems with the labor force at its first US factory (before the formation
of DaimlerChrysler). In spite of the expenditure of much time and money on training its
workforce, it was not able to attain the high levels of quality and productivity it desired.
The workers did not respond as expected to the German style of management. When the
company acquired/merged with America’s Chrysler to become DaimlerChrysler, and then
acquired controlling interest in Japan’s Mitsubishi Motors and a stake in Korea’s Hyundai
Motors, it had problems in the marketplace and with its partners. The marketing problems,
part of which could not be foreseen and part of which occurred because of bad decisions
made by executives in all four countries, resulted in large losses in the United States and
Japan. Japanese managers found the attitudes and manners of German executives to be
offensive. Clashes occurred between US management and German headquarters over
several issues. Some senior US executives quit, and others were fired and replaced by
German executives. DaimlerChrysler eventually withdrew from both Mitsubishi Motors
and Hyundai Motors. Problems with the partners had also diverted German management
from growing problems at the Mercedes division, and BMW took market leadership away
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from Mercedes in some countries. In 2007, DaimlerChrysler sold the Chrysler Division to
US investors at a price far below what they had paid for it.

In 1999, France’s Renault SA purchased a controlling interest in the nearly bankrupt
Nissan Motors of Japan. The Brazilian-born, French-trained, and multilingual Carlos Ghosn,
with executive-position experience on four continents, became CEO. He set about changing
Nissan’s corporate culture, creating cross-functional teams, including employees from vari-
ous levels, to help formulate a revival plan. Ghosn managed to set and meet ambitious goals
for closing plants, cutting costs, and developing new vehicles without actually laying off
regular employees, though he made changes in some traditional Japanese practices. The
company returned to profitability in two years. His remarkable accomplishments, based
upon an exceptional level of cross-cultural understanding and an ability to create a sense
of urgency, have resulted in many articles being written about him and the transformation
he accomplished (see, e.g., Taylor, 2002; Edmondson et al., 2005). The Renault-Nissan
Alliance formed a new overall strategic management group in 2002 in the Netherlands as
Renault-Nissan BV (Besloten vennootschap, a closed limited liability under Dutch law). It
has been profitable ever since.

General Motors, while struggling in the United States, enjoyed rapid growth in China
with its Buick brand. Marketed as a luxury vehicle it has appropriate special features. For
example, the controls for the radio are in the rear since people in China who can afford lux-
ury cars typically have chauffeurs. In 2005, GM added Chevrolets to its lineup and became
the 2nd largest automobile producer in China.

VW entered the Chinese market early, understood guanxi and formed a very useful alli-
ance in a joint venture with a Chinese automobile manufacturer. The joint venture then
took in a government bank and other government entities as partners. It produced inex-
pensive cars, held 58% of the automobile market in 1997, and was very profitable. Its mar-
ket share and profitability have since dropped sharply as competition has increased, it has
found improving quality and reducing costs difficult, and the company has been slow in
introducing newer models.

Problems that others have encountered can be as informative, or more informative, than
the successes.

Export managers all too often lack cultural awareness, which can lead to errors or loss
of potential gains in marketing policies. For example, Ricks (1999, pp. 31-2) reports an
example of use of multiple-unit packaging that backfired. A US golf ball manufacturer
attempted to sell golf balls in Japan packaged in groups of four. Pronunciation of the word
four in Japanese also sounds like the Japanese word for death. The number four, there-
fore, is considered undesirable and items grouped into fours simply do not sell well. As
another example, Adler (2002, p. 26) cites the case where a North American expatriate
manager in Hong Kong chose an office of large size, regularly shaped, and located next
to the vice-president’s office. Chinese customers were uncomfortable visiting him in this
office as they felt that the office had bad feng shui and would create bad business. Feng shui
reflects the belief that people and their activities are affected by the layout and orientation
of their workplace and home, and the goal is to be in harmony with the environment. The
manager’s choice of office reflected his culture — maximize status and influence through
office size and proximity. But to the Chinese, the office was unlucky because it lacked har-
mony with nature. Fortunately, the manager was sensitive to Chinese cultural values and
changed offices.

A general approach to managing multiculturalism is given in Exhibit 3.2.
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4 2\
Exhibit 3.2 Managing multiculturalism

Managing multicultural organizations is not easy. A paper by Vence (2003) reported that
Elmer Dixon, senior associate at US-based Executive Diversity Services, Inc. specified some
vital characteristics of a manager for this task:

® Cultivate self-awareness. If a manager is to understand the styles and behaviors of
other cultures he or she has to be able to understand his or her own actions and their
cultural origins.

® Work with differences. A key question to ask is whether the difference in behavior or
culture really makes a difference.

® Learn various styles of communication. To be successful and effective in a multicultural
organizational environment a manager needs to be fluent in a number of communication
styles, which are tied to individuals’ experiences, values, and nuances in every culture.
This includes cultures that one works with and markets to.

@ Ability to settle cross-cultural conflict. Some conflict is inevitable within organizations,
distribution channels, and the marketplace. A manager needs to be able to distinguish
between misunderstanding and real differences.

® Be curious. One should be willing, in fact be eager, to seek out and be fascinated with
information that is different.

Within organizations, and channels of distribution as well, managers from different cul-
tures can have differing management styles, which can have a negative impact on the suc-
cess of relationships. A management style is ‘a recurring set of characteristics associated
with the process of making decisions.” Research has been reported that shows such styles
differ among managers from five European Union countries (Albaum and Herche, 1999) and
among six Asia-Pacific region countries (Albaum et al., 2007).

The nature of culture

Cultural factors exert the major influence on consumer behavior as it is the most fundamen-
tal determinant of a person’s wants and behavior. Since so much of success in international
marketing depends upon an understanding of culture, one might ask: what is it? For anthro-
pologists, culture has long stood for the way of life of a people, for the sum of their learned
behavior patterns, attitudes, and material things (Hall, 1973, p. 21). In a real sense, culture
is human-made. It is learned and, as such, is communicated from one generation to another.
Culture is shared by members of a society, and the behavioral traits of which it is composed
are manifested in a society’s institutions and artifacts. It is something that shapes behavior or
structures one’s perception of the world. In sum, culture is a shared system of meanings, it is
learned, it is about groups, and it is relative (that is, there are no cultural absolutes); it is not
right or wrong, inherited, or about individual behavior (Hoecklin, 1995, pp. 24-5). Thus,
culture can be viewed as the homogeneity of characteristics that separates one human group
from another (Griffith et al., 2000, p. 304). Yet another view looks at culture as the collective
programming of the mind that distinguishes one group or category of people from another
(Hofstede, 2001, p. 9). Table 3.1 presents a set of indicators identified by Brislin (1993).

To understand a culture one must understand its origins, history, structure, and function-
ing; how its artifacts and institutions developed to cope with the environment; and the effects
of the geographical environment on the culture, acculturation, and assimilation. Culture
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Table 3.1 Indicators of a person’s culture

1.

Concepts, values, and assumptions about life that guide behavior and which are widely shared by people.

2. The person-made part of the environment.

Ideas that are transmitted generation to generation, rarely with explicit instruction (by parents, elders, teachers,
etc.).

4. This means that there will be identifiable childhood experiences that lead to the transmission of culture.

5. Animage that may be helpful is to think of a group of 18-20-year-olds; respected elders can look at all the

18-20-year-olds and can make the summary judgement, ‘Yes, that person is one of us,’ or, ‘No, that person is
not one of us.” The people judged as ‘one of us’ have learned the culture.

Culture is not talked about — much of it is taken for granted (much as the air we breathe), and what is taken for
granted is not discussed. Also, since culture is widely shared, it is uninteresting to talk about what everybody
shares. This means, however, that people have little practice in discussing how culture affects their behavior,
and so are ill-prepared to explain their culture to people from other countries.

Behaviors influenced by culture are done for their own sake — people are not expected to defend these
behaviors.

Practices strongly influenced by culture stay despite mistakes and slip-ups.

9. Culture becomes clearest when people interact with others from very different backgrounds. Culture becomes

10.
11.

12.

13.

14.

15.

16.

clear in ‘well-meaning clashes.” People are engaging in proper behavior according to their own culture, but there
is a clash when the interaction is between people from different cultural backgrounds.

There is an emotional (not just intellectual) reaction when cultural assumptions are violated.

Behaviors influenced by culture can sometimes be summarized in very clear pictures, or in short scenes (scripts)
that are much like those in a movie.

Culture allows people to “ill in the blanks’ when faced with the basic elements of a set of behaviors familiar in
their own culture.

Related to point 12, culture allows people to say ‘and all that sort of thing’ and ‘you know what | mean’ when the
basics of familiar behaviors are mentioned.

People can reject aspects of their culture at one point in their lives and can move back into an acceptance of
these aspects at other times in their lives.

Some culturally influenced behaviors can be summarized in very sharp contrasts (individualism—collectivism,
punctuality, spatial orientation of people, theory vs empiricism).

There is a feeling of ‘this will be difficult and time consuming’ when attempts at culture change are considered.

undergoes change over time, with change typically being slow to occur. Sometimes ‘rapid’
changes occur. These, however, are often not ‘natural’ but are due to outside pressures, for
example from government or other groups such as religious organizations. When the Shah
lost power in Iran and the religious leaders gained control of the government, the culture
changed relatively rapidly from its ‘Westernized’ direction to a more fundamental Islamic
orientation. A similar situation occurred in Afghanistan. Government influences culture in
other ways that may not be as quick in becoming effective. For example, there are move-
ments in many countries to develop a legal framework for cohabitating couples. If laws are
passed that recognize these legally, unmarried couples would become eligible for many fiscal
and legal rights now enjoyed by married couples. Such ‘legalization’ would ultimately lead to
a change in values about marriage. Needless to say there is, and will continue to be, strong
opposition to this from religious groups. International marketing managers need to know
how the culture changes, and also how their decisions interact with and sometimes serve as a
change agent in the culture. Culture provides norms for behavior of buyers, consumers, and
sellers, and these norms control behavior in ways that are not always well understood.
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There are many dimensions to culture as summarized in Table 3.2. Some of the great reli-
gions of the world, for example, transcend national boundaries and thus contribute to cultural
homogeneity among certain nations. Or the educational opportunities in ‘developed’ nations
for people from ‘developing’ nations can contribute to similarity of habits and customs, tastes,
and values. Foreign languages are often used by the educated classes of nations and contrib-
ute to cultural homogeneity. On the other hand, the diversity of languages, religions, educa-
tion systems, and numerous other cultural factors contributes to different ways of life, habits,
and customs. Even within nations there is great cultural diversity, for example between those
from Hamburg or Munich in Germany, or between the numerous ethnic and racial groups in
the United States, or among the many major language groups in India and in China.

Another way to learn about cultures is to examine cultural universals, and seek generaliza-
tions that apply to all cultures. Murdock (1945) identified more than 70 cultural universals

ural dimensions

Values and attitudes about

Time

Work

Risk taking
Education

Wealth
Change
Achievement

Formal education (primary, secondary, higher)
Literacy level

Vocational training

Human resources planning

Language

Spoken, written, official
International languages

Mass media
Linguistic pluralism

Religion
Beliefs and norms Rituals
Sacred objects Prayers
Taboos Philosophical systems
Holidays

Law
Common law, code law Foreign law, home country law
Chntitrust policy Overall regulation
International law treaties

Social organization
Interest groups Kinship
Social mobility Social satisfaction
Social institutions Authority structures
Status systems

Politics
Nationalism, national interests Sovereignty
Imperialism Power
Political risk Ideologies

Technology and material culture
Communications, invention, science, etc.
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including such diverse things as athletic sports, education, feasting, games, language, mourn-
ing, music, status differentiation, and visiting. While the means of, say, status differentiation
or the preferences for music may or may not be the same in each culture, every culture has
some means of differentiation and some preferences for some kind of music.

Although one can study and compare cultures by seeking regularities or irregularities in
cultural universals, this task is made difficult by the fact that much of the routine of living is
governed by cultural characteristics of which people are only dimly aware, or perhaps even
unaware. This phenomenon is known as the iceberg principle. There is a surface culture that
includes the more obvious dimensions of music, art, food and drink, greetings, dress, man-
ners, rituals, and outward behaviors. But the most powerful elements of culture may very
well be those that lie below the surface and include so-called value orientations, which are
preferences for certain outcomes over others — for example control of the environment over
harmony with the environment. Illustrations of selected value orientations toward selected
variables are shown in Table 3.3.

Table 3.3 Selected value orientations

Variable Description of different value orientations toward variable
Environment Control: People can dominate their environment; it can be changed to fit human needs.
Harmony: People should live in harmony with the world around them.
Constraint: People are constrained by the world around them. Fate, luck, and change play
a significant role.
Time Past: High value placed on continuance of traditions.
Present: Short-term orientation aimed at quick results.
Future: Willingness to trade short-term gain for long-term results.
Action Doing: Task-centered. Stress placed on productive activity in goal accomplishment
and achievement.
Being: Relationship-centered. Stress placed on working for the moment, experience
rather than accomplishment.
Communication High context: Shared experience makes certain things understood without them needing to
be stated explicitly. Rules for speaking and behaving are implicit in the context.
Low context: Exchange of facts and information is stressed. Information is given primarily in
words, and meaning is expressed explicitly.
Space Private: Individual orientation to the use of physical space. Preference for distance
between individuals.
Public: Group orientation to the use of physical space. Preference for close proximity.
Power Hierarchy: Value placed on power differences between individuals and groups.
Equality: Value placed on the minimization of levels of power.
Individualism Individualistic: ~ The ‘I’ predominates over the ‘we.” Independence is highly valued.
Collectivist: Individual interests are subordinate to group interests. Identity is based on the
social network. Loyalty is highly valued.
Competitiveness ~ Competitive: Achievement, assertiveness, and material success are reinforced.
Cooperative: Stress is placed on the quality of life, interdependence, and relationships.
Structure Order: High need for predictability and rules, written and unwritten. Conflict is
threatening.
Flexibility: Tolerance of unpredictable situations and ambiguity. Dissent is acceptable.
Thinking Inductive: Reasoning based on experience and experimentation.
Deductive: Reasoning based on theory and logic.

Source: Adapted from Doing Business Internationally, Irwin Professional Publishing (Brake, et al., 1995) pp. 46-7, Reproduced with
permission of The McGraw-Hill Companies
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Learning about cultures is made even more difficult because societies or groups may
share certain common culture traits, but there are also many possible subcultures with
characteristic traits that explain variations in behavior within cultures. Major subcul-
tures may be based on nationality, religion, race or ethnicity, and geographical area. For
example, the Catalonian Spanish are fiercely proud of their distinct culture that differs in
many ways from the rest of Spain. Some people may share common cultural traits with
citizens of other nations; but these same people may also have some distinctly different
characteristics. Although members of the Catholic Church in France and Latin America
have cultural similarities, there are other socio-cultural characteristics such as lifestyles
associated with poverty or affluence that cause diverse behaviors in this religious group.
As another example consider the clusters of countries formed on the basis of similarity of
cultural values as shown in Table 3.4. Although the countries within a cluster have simi-
lar values (or shared preferences) there are differences in other cultural characteristics.
For example, in Cluster 4 the language of Finland differs from that of the others. A final
example is from Asia. Asian values have been held by certain political leaders in the
region such as the former Prime Minister of Malaysia, Dr Mahathir, and former president
and Senior Minister Lee Kuan Yew of Singapore to be ‘homogeneous’ and to differ greatly
from values of the West. Moreover, these same leaders asserted that these values were
inherently superior and explained East Asia’s economic success of the 1990s and prepared

Table 3.4 Country clusters ranked on similarity of values*

Cluster 1 — Anglo:

Canada, Australia, New Zealand, United Kingdom, United States
Cluster 2 — Germanic:

Austria, Germany, Switzerland
Cluster 3 - Latin European:

Belgium, France, Italy, Portugal, Spain
Cluster 4 — Nordic:

Denmark, Finland, Norway, Sweden
Cluster 5 — Latin American:

Argentina, Chile, Colombia, Mexico, Peru, Venezuela
Cluster 6 — Near Eastern:

Greece, Iran, Turkey
Cluster 7 — Far Eastern:

Hong Kong, Indonesia, Malaysia, Philippines, Singapore, South Vietnam, Taiwan
Cluster 8 — Arab:

Bahrain, Kuwait, Saudi Arabia, United Arab Emirates
Independent (not closely related to other countries)

Japan, India, Israel

*Countries within a cluster are considered similar with regard to their cultural values. Clusters are arranged in an approximate order of
cluster similarity; i.e., the Anglo cluster is more similar to the European cluster (Germanic, Latin European, and Nordic) than it is to the
Latin American, Near Eastern, Far Eastern, and Arab clusters.

Source: From Experiencing International Business and Management, 2e, Wadsworth (Punnett, B. J. 1994) p. 15, Exhibit 1.4, Thomson
Learning, From Punnett, Experiencing International Business and Management, 2E. © 1994 South-Western, a part of Cengage Learning,
Inc. Reproduced by permission. www.cengage.com/permissions
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the region for future global dominance. In addition, the research of Hofstede (2001)
indicates there is measurable variance among Asian nations in four of the five dimensions
of culture he has identified. The one value dimension that has the most consistency in
the index scores developed is individualism/collectivism. Asian countries are essentially
collectivist in nature.

With regard to international marketing management, it seems best to study cultures
not only from a broad perspective to learn about relevant patterns and themes, but also
from a narrow perspective as behavior relates specifically to certain products or marketing
efforts. This approach to studying culture can lead to information that will guide interna-
tional marketing efforts, especially to determine when the same strategies and tactics can
be employed in multiple countries and when they cannot.

It may be well also to identify some of the limits of culture as an explanation of behav-
ior. For example, linguistic relativity (or the Whorf hypothesis) is still cited in some circles,
namely, that the world-view of individuals depends on the structure and characteristics
of the language they speak; that different languages provide different segmentations of
experience; and that perhaps language and thought are synonymous (Kess, 1976). Many
nations are linguistically homogeneous and others are heterogeneous. Examples of lin-
guistically homogeneous nations are the United Kingdom, Korea, Japan, Costa Rica,
Egypt, Norway, and Brazil. Nations where more than one language is spoken include the
United States, Belgium, China, South Africa, India, Ivory Coast, Switzerland, Guatemala,
and Canada. In linguistically heterogeneous countries, one language may still be predom-
inant for many uses. China provides a good illustration. There are seven major languages
spoken in the country (The Economist, 1999). There is, however, a unified national lan-
guage, Putonghua, which is based loosely upon the Beijing dialect of Mandarin. More than
60% of the population speaks Mandarin of one form or another. Putonghua is the univer-
sal language of government, and it is used in schools and universities (regional dialects
are banned).

Those who have had experience with another language often find that certain ideas
are difficult to translate, or the ‘best’ translation seems incomplete somehow. Ricks (1999,
p. 90) cites an example of what can happen in translation of idioms and expressions. The
English expression ‘touch-toe’ created an adverse reaction for a manufacturer of den-
tal equipment. In a brochure written for the Russian market, the company featured the
‘touch-toe’ control of its dental chair equipment. The translator rendered the description
of this feature in such a way that the Russians thought that the dentist had to be barefoot
in order to operate the equipment. Some languages seem to express certain ideas, feelings
or experiences more briefly or more clearly than others.

Research by the international marketer on these and related topics would be likely
to have meaningful strategic and tactical applications in selecting brand names, or
packages, or in designing advertising in multiple countries. Such information, for
example, would be helpful in determining when brand names, packages and/or adver-
tisements that are appropriate for one culture could also be appropriate for others (and
when not).

At times government acts on business practices in support of cultural values. In 1996
the central government of the PRC announced that Chinese businesses could no longer use
Westernized names as brand names if they were viewed as detrimental to Chinese culture
and society.
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Culture and communication

Each culture reflects in its language what is of value to the people. Language — whether
written, spoken, or silent — becomes the embodiment of culture and is a means whereby
people communicate to other people, either within their own culture or in other cultures.
More broadly, communication includes any behavior that another person perceives and
interprets. As such, it is one person’s understanding of what another person means. Accord-
ing to Adler (2002, p. 74):

Communication includes sending both verbal messages (words) and nonverbal messages (tone
of voice, facial expression, behavior, and physical setting). It includes consciously sent messages
as well as messages that the sender is totally unaware of sending . . . Communication therefore
involves a complex, multilayered, dynamic process through which we exchange meaning.

Behavior itself is a form of communication. Each culture may differ in the way that it
experiences and uses such things as time, space, relationships, and a host of other aspects
of culture. This form of communication is known as the silent language. In a general sense,
Hall (1973, Chapter 3) has defined ten primary message systems as the means by which cul-
tures communicate to their members and to other cultures. These primary message systems
are shown in Table 3.5.

Only the first primary message system involves language. All other primary message sys-
tems are non-linguistic forms of communication. More specifically, Hall (1960) has defined
the major dimensions of the silent language as they operate within international marketing
as being: (1) time; (2) space; (3) things; (4) friendship; and (5) agreements.

These five dimensions can form the basis of a real understanding of foreign cultures.
The international marketer must, if there is to be a successful and mutually profitable rela-
tionship, know how the persons whom he or she will be contacting use each of the lan-
guages. For example, it is essential to know that when communicating verbally, Middle
Easterners and Latin Americans stand much closer to each other than do western Euro-
peans. Figure 3.1 shows the meaning of gestures in selected countries. Figure 3.2 shows
how personal space is used in Chinese culture. Needless to say, nonverbal communica-
tion is important in business dealings, and meanings vary across countries. Many cultural

Table 3.5 Primary message systems

Interaction: the ordering of people’s interaction with those around them, through language, touch, noise, gesture,
and so forth.

Association: the organization and structuring of society and its components.

Subsistence: the ordering of people’s activities in feeding, working, and making a living.
Bisexuality: the use of sex lines to differentiate roles, activities, and function.

Territoriality: the possession, use, and defense of space and territory.

Temporality: the use, allocation, and division of time.

Learning: the adaptive process of learning and instruction.

Play: relaxation, humor, recreation, and enjoyment.

Defense: protection against the environment, including medicine, warfare, and law.

Exploitation: using the environment through technology, construction and extraction of materials.
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practices are treated differently based on gender, and in business travel, protocol for
women differs from how men are expected to behave (Tulshyan, 2010).

Another example can be derived from how agreements are arrived at. Agreements
involve negotiation, and cultural differences do arise in techniques of negotiating. In some
countries in Asia, for instance, the specified price is often the starting point for negotia-
tions, not a ‘final figure’ as in many Western countries. In addition, the value of using logic
or emotion when negotiating can vary among cultures.

Cultural context is important for understanding differences among cultures in their
reactions to communication and behavior. High context cultures are those that need to
know in what context you find a person or a product in order to evaluate it, or, in the case
of language, how a word or words are used. By themselves words carry little meaning. In
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contrast, low context cultures can evaluate a product based on, for example, test results
and without knowing what kind of people use it, when it is typically used, and so forth.
With respect to language, in a low context culture most of the meanings are in the words
themselves, and the meaning of a message can be isolated from the context in which
the message occurs. Example of low context countries are those in Northern Europe
and North America whereas high context countries are found in Asia and Latin America
(Gesteland, 1999, pp. 38-40).

Finally, the international marketer needs to recognize that doing business in foreign
markets involves cross-cultural communication in all aspects of the relationship. When
the person from the other culture does not receive the sender’s message in the manner
intended, cross-cultural miscommunication occurs. The greater the differences between
the cultures of the seller and the buyer, the greater the probability for cross-cultural mis-
communication to occur. Miscommunication involves misunderstanding due to mispercep-
tion, misinterpretation, and misevaluation. Thus, in becoming involved in a cross-cultural
situation, the international marketer should heed the following advice: ‘always assume dif-
ference until similarity is proven.’

Self-reference criterion (SRC)

Lee (1966) coined the term ‘self-reference criterion’ as a useful concept to avoid cultural
bias. He suggested that problems should be defined first in terms of the cultural traits, hab-
its, or norms of the home society. Then they should be redefined without value judgements,
in terms of the foreign cultural traits, habits, and norms. He indicated that the difference
between these two specifications is an indication of the likely cultural bias, or SRC effect,
which can then be isolated and carefully examined to see how it influences the concept or
the problem. Following this examination, the problem is redefined with the bias removed.
The value of this approach lies in forcing the manager posing the problem to make specific
his or her assumptions about the cultural elements affecting the problem and to question
whether or not they hold for another culture.

A concluding comment

Culture is a pervasive environmental variable affecting all international and export mar-
keting activity. Of concern to the manager are the influences of the religious, family, edu-
cational, and social systems of a society. Often these are manifested in the values, attitudes,
and motivations of people and can affect business customs such as personal manners,
colors, advertising, ‘gift’ giving and receiving, and pride and status. All too often in domes-
tic transactions we have a tendency to take culture for granted and not explicitly incorpo-
rate its effects into our decisions. When dealing with the foreign markets, even those whose
cultural distance from ours is not great, this should not be done.

Economic forces

A major characteristic of the international marketer’s world is the diversity of marketing
environments in which business may be done. In particular, the economic dimensions of
the world market environment are of prime importance.
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Economic forces affect the international marketer by the impact that they have on mar-
ket potential and, at any point in time, market actualization. In addition, economic forces in
a country may be influenced strongly by the infrastructure that exists, including the com-
munications, energy, and transportation facilities.

Significant variations in national markets originate often in straightforward economic
differences. Population characteristics represent one major dimension. Of relevance are
such attributes as total population and location of the population within the country (for
example, degree of urbanization). The income and wealth of the people, both absolute mag-
nitude and location, are relevant because they determine purchasing power. It is well doc-
umented that income is a major determinant of ownership of consumer durable goods. Of
course, sales of some durable goods are affected by other factors such as climate and geog-
raphy. For example, purchases of air conditioners and dehumidifiers are affected by climate
as well as income. High-income people in Sweden can easily afford an air conditioner but
are unlikely to buy one. In contrast, low-income people in Algeria have a need for an air
conditioner but are unlikely to buy one since they cannot afford it.

Distribution of income and wealth and the affluence of particular groups in a nation or
region are also of great interest. Even in a society with low average income, there may be
a population segment with a high income level and the desire to purchase luxury goods.
While the average income in Hong Kong, as measured by Gross National Income (GNI) per
capita, is well below that in the major industrialized nations, it has the highest per capita
ownership of Rolls-Royce automobiles in the world. For 2013, Monaco, Lichtenstein,
Bermuda, Norway, and Qatar make up the top five highest GNI per capita. Australia was
ranked 9th, Sweden 11th, and Denmark 12th, Singapore 16th, and the United States 17th.

Market development

On a broader scale, the extent of economic development of a market influences the lines of
business and methods by which business can be carried out in a country. Infrastructure is
affected, as are all types of institutions within the country.

Foreign markets may be at different stages of economic development, each stage having
different characteristics. A common way to group countries is as developed (for example
Australia, New Zealand, Denmark, the United Kingdom, Japan, the United States) or devel-
oping (for example Malaysia, Costa Rica, Egypt, Uruguay).

Another approach to categorizing the world’s economies is illustrated in Table 3.6, where
the World Bank groups countries on the basis of GNI per capita as follows:

1. low-income economies (GNI per capita <US$1025);

2. lower middle-income economies (GNI per capita US$1026-US$4035);

3. upper middle-income economies (GNI per capita US$4035 but <US$12,475);
4. high-income economies (GNI per capita >US$12,475).

A small number of countries in central Europe, Latin America, and Asia experienced
rapid growth in the 1990s, and have been identified as having major marketing oppor-
tunities. These countries have come to be known as big emerging markets (BEMs). Ten
countries generally recognized as BEMs are China (PRC), India, Indonesia, South Korea,
Brazil, Mexico, Argentina, South Africa, Poland, and Turkey (Keegan and Green, 2000,
p. 54). These countries cut across all stages of economic development. China is the larg-
est with a population of over 1.3 billion and Poland is the smallest with a population of
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Table 3.6 Classification of selected countries by the World Bank based on GNI per capita as of

15 June 2015

Low-income economies

Afghanistan Ethiopia
Bangladesh Gambia, The
Benin Ghana

Burkina Faso Guinea
Burundi Guinea-Bissau
Cambodia Haiti

Central African Republic Kenya
Chad Korea, Dem Rep.
Comoros Kyrgyz Republic
Congo, Dem. Rep Lao PDR
Eritrea Liberia

Madagascar
Malawi

Mali
Mauritania
Mozambique
Myanmar
Nepal

Niger
Rwanda
Senegal
Sierra Leone

Somalia

Tajikistan

Tanzania

Togo

Uganda
Uzbekistan
Vietnam

Yemen, Republic of
Zambia

Zimbabwe

Lower-middle-income economies

Albania Egypt, Arab Rep.
Angola El Salvador
Armenia Georgia
Azerbaijan Guatemala
Belize Guyana

Bhutan Honduras

Bolivia India

Cameroon Indonesia
Cape Verde Iran, Islamic Rep.
China Iraq

Congo, Rep. Jordan
Cote d’lvoire Kiribati
Djibouti Kosovo

Ecuador Lesotho

Maldives

Marshall Islands
Micronesia, Fed. Sts.
Moldova

Mongolia

Morocco

Nicaragua

Nigeria

Pakistan

Papua New Guinea
Paraguay

Philippines

Samoa

Sao Tomé and Principe

Solomon Islands

Sri Lanka

Sudan

Swaziland

Syrian Arab Republic
Thailand
Timor-Leste

Tonga

Tunisia
Turkmenistan
Ukraine

Vanuatu

West Bank and Gaza

Upper-middle-income economies

Algeria

American Samoa
Argentina

Belarus

Bosnia and Herzegovina
Botswana

Brazil
Bulgaria
Chile
Colombia
Costa Rica
Cuba

High-income economies

Dominica
Dominican Republic
Fiji

Gabon

Grenada

Jamaica

Kazakhstan
Latvia

Lebanon

Libya

Lithuania
Macedonia, FYR

Malaysia Serbia

Mauritius Seychelles

Mayotte South Africa

Mexico St Kitts and Nevis

Montenegro St Lucia

Namibia St Vincent and the
Grenadines

Palau Suriname

Panama Turkey

Peru Uruguay

Poland Venezuela, RB

Romania

Russian Federation

Andorra
Antigua and Barbuda

Denmark
Estonia

Puerto Rico
Qatar

Italy
Japan

(continued)
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Table 3.6 Classification of selected countries by the World Bank based on GNI per capita as
of 15 June 2015 (continued)

Aruba Equatorial Guinea Korea, Rep. San Marino
Australia Faroe Islands Kuwait Saudi Arabia
Austria Finland Liechtenstein Singapore
Bahamas, The France Luxembourg Slovak Republic
Bahrain French Polynesia Macao, China Slovenia

Barbados Germany Malta Spain

Belgium Greece Monaco Sweden

Bermuda Greenland Netherlands Switzerland

Brunei Darussalam Guam Netherlands Antilles Trinidad and Tobago
Canada Hong Kong, China New Caledonia United Arab Emirates
Cayman Islands Hungary New Zealand United Kingdom
Channel Islands Iceland Northern Mariana Islands ~ United States
Croatia Ireland Norway Virgin Islands (US)
Cyprus Isle of Man Oman

Czech Republic Israel Portugal

Source: World Bank website, http://data.worldbank.org/about/country-and-lending-groups#Low_income. International Bank for
Reconstruction and Development © The World Bank.
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38 million. Some barriers to their emergence as major global players are their past
behavior on human rights, environmental protection, and other issues of concern to
potential trading partners. Another emerging group is known as BRICs, which includes
Brazil, Russia, India, and China. These countries are the four largest economies outside
the OECD (Organization for Economic Development, the so-called rich man’s group).
They are the only developing economies with annual GDPs of more than US$1 trillion:
thus they have great economic weight, or at least the potential for such weight. Except
for Russia, these countries sustained better growth than most countries during the
recession of the first decade of the 2000s. During this time China became the world’s
largest exporter. One measure of BRICs’ importance is their share of foreign exchange
reserves. In 2010 South-Africa joined the BRIC countries to form BRICS. The BRICS
countries count more than 40% of the world population and more than 20% of the
world GDP.

Countries differ widely in risk to business profitability. The Economist on its website
www.economist.com makes available to subscribers a number of country rankings based
on such measures as credit risk, quality-of-life, political instability, executive confidence,
and ease of doing business (and its dimensions). In addition, The Economist ranks countries
on the basis of business environment and there is an index of operational risk. This index
is an aggregate of ten categories of risk: security, political stability, government effective-
ness, legal and regulatory, macroeconomic, foreign trade and payments, tax policy, labor
market, and infrastructure. Another type of index, the Country Risk Classification, is pre-
pared by the OECD. This classification is based on a country’s credit risk — that is, the like-
lihood that a country will service its external debt (www.oecd.org). The classification is
based on both quantitative and qualitative analyses. Countries are categorized into one of
eight risk groups, scored from 0 (least risky) to 7 (most risky). A final example of classifying
countries is the Human Development Index which is calculated by the United Nations for
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its members. The rankings are based on life expectancy, education enrolments, literacy and
per capita GDP adjusted for purchasing power.

These types of classification are of only limited usefulness to an international marketer
and should not be used as the sole basis for deciding whether or not to enter foreign markets
and how to market to such markets. Such classifications rest upon many factors involving
trade-offs within this system. Thus, two countries that differ in many ways may be classified
in the same group. An example of a classification schema developed by a company for its
own internal use is shown in Exhibit 3.3. Although this schema is more than 30 years old, it
illustrates what a company can, and often must, do when it has a specific need and there is
nothing available that fits this need.

Exhibit 3.3 Economic development variable in countries’ use
of electricity and electrical goods

Occasionally, a company may develop its own schema. For example, the classification
system once used by the General Electric Company is summarized below:

® Less developed. These countries have primarily agrarian and/or extractive economies.
High birth rates, along with limited infrastructures, account for the low per capita income
and usage of electricity. Electrification is limited to the main population centers. Gener-
ally, basic electrical equipment is imported.

@ Early developing. These countries have begun initial development of an infrastructure
and have infant industries, especially mining and selected cottage manufactures. Target
economic sectors may enjoy high growth rates even though per capita income and
electricity consumption are still modest. Progressively more sophisticated electrical
equipment is imported, frequently to achieve forward integration of extractive industries.

® Semi-developed. These countries have started an accelerated expansion of
infrastructure and wide industrial diversification. Thus, per capita income and electricity
consumption are growing rapidly. Increased discretionary income and electrification
allow greater ownership of autos and electrical appliances among the expanding middle
class. Larger quantities of high-technology equipment are imported.

® Developed. These countries enjoy well-developed infrastructures, high per capita
income and electricity consumption, and large-scale industrial diversification. They
are also characterized by low rates of population and economic growth, as well as
shifts in emphasis from manufacturing to service industries — notably transportation,
communication, and information systems.

® Communist. The separate listing for these countries does not imply that they represent
either a higher or a lower stage of economic development. They could have been distrib-
uted among each of the above four categories.*

This approach incorporates general country variables — for example, geography and pop-
ulation, income — and industry-specific variables of interest, for example, usage of the prod-
uct and total imports.

*Today, this category is obsolete.

Source: Reprinted with permission of The Conference Board from V. Yorio, Adapting Products for Export
(1978), p. 11.
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Any classification scheme assumes a certain homogeneity among markets in the same
category, which often is not correct. Even the more traditional countries may have groups
of people who, due to their income and other sets of values, will be a market for sophisti-
cated products and services, while some of the developed countries still have portions of
their population to some extent outside the money economy.

If complemented with the use of socio-economic, cultural, demographic, and structural
data, then it becomes possible to use classifications to assess the existence of a potential
market for a given product or set of products in a given country. However, the results of
such analysis may yield nothing better than the knowledge that a market exists for the prod-
uct concept without ensuring the success of any given marketing mix. At best, then, any clas-
sification schema is an indicator that further investigation is or is not warranted.

Some areas of change

One of the major areas of rapid growth and change has been Asia and the Pacific Rim coun-
tries. The countries of Asia are expanding trade, investment, and technology links by them-
selves, rather than depending on Europe or the United States as in the past. The growth that
has occurred in the BEMs and BRICs is evidence of this.

China is now the world’s largest exporter. The distribution of China’s exports has shifted
since 1996, as exports have grown from US$151.2 billion in 1996 to US$1,201.7 billion
in 2009 (www.uschina.org/statistics/tradetable.html). The United States, the European
Union, Hong Kong, Japan and South Korea are the five top major markets. As China has
become more a force in the world’s economy so has India. China and India are being contin-
ually compared and are referred to by some as the new ‘giants’ of the world (Woodall, 2006).

Another major area of change is Latin America, where a number of countries — such as
Argentina, Chile, Mexico, Colombia, and Peru — are growing rapidly and economic condi-
tions have improved significantly. Industries such as utilities, manufacturing, construction,
and telecommunications are still in their early growth stages in countries such as Argentina,
Brazil, Chile, and Mexico. One indication of the appeal of Latin America has been the invest-
ment there by Asian companies.

Another area of change as we move into the 21st century concerns Russia, where a mid-
dle class is making itself known and ‘heard.” Such a group is very appealing to international
marketers as they have the income to consume. This group’s influence is being boosted by
a resurgent national economy and by its own efforts. The middle class is concentrated in
the western cities of Moscow and St Petersburg, but is also found in major provincial cities
such as Samara and Vladivostok. By profession, most are entrepreneurs who own their own
businesses. Some are lawyers and accountants. Still others are managers for large Russian
and multinational corporations.

Finally, the area known as the Middle East and North African (MENA) region, which
includes 24 Arab countries and territories and almost 500 million people, has lagged behind
in economic growth and globalization. Although the region still dominates the global oil
market, the benefits from oil in the 1970s and 1980s failed to generate a sustained growth
dynamic or bring about greater regional integration. Income levels continue to vary widely
within the MENA region. However, MENA countries are poorly integrated with the world
economy. The region receives only one-third of the foreign direct investment expected for a
developing country of an equivalent size. Most of this direct investment tends to be concen-
trated in enclave sectors of a few countries.
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Competition
Competition

One of the most dynamic environmental forces affecting the marketing strategy of individ-
ual exporters is competition. Every firm must seek and find a function in order to maintain
itself in the marketplace. Every firm occupies a position that in some respects is unique (for
example, its location, product, customers).

A company entering foreign markets should never underestimate local competition.
A good example is the experience of the United States company Starbucks, the largest coffee
chain operator in the world, in Australia. The company opened its first store in 2000, and
by the end of 2007 it had 87 stores in the country. In mid-2008 the company closed nearly
three-quarters of its stores. The evidence indicates that Starbucks not only misjudged the
Australian coffee culture but also misjudged the extent of competition, and failed to adapt
its offering to the local market (Patterson et al., 2010). Gloria Jean’s, McCafé, and the Cof-
fee Club turned out to be serious competitors.

Competition comes about because business firms, in their search for a niche in the
economic world, try to make the most of their uniqueness. The result, hopefully, is the
establishment of a differential advantage that can give the firm an edge over what others
in the field are offering. It is this unending search for differential advantage that keeps
competition dynamic. Hoecklin (1995) argues that understanding and managing cultural
differences can lead to innovative business practices and sustainable sources of com-
petitive advantage. Indeed on a broader level we see that more sustainable competitive
advantages are changing from ‘harder’ efficiency sources to ‘softer’ effectiveness sources.
Competitive advantage lies in doing the right things effectively, not in doing the ‘wrong’
things efficiently. However, knowing what the right things are in terms of consumer per-
ception is central to strategic thinking. According to Haybyrne (1998), information used
effectively is tactical competitive advantage. Thus, an international marketer must have a
way to develop and manage knowledge as part of its competitive advantage. In determin-
ing what knowledge to manage, the marketer must first have a clear strategic direction for
itself. This strategy becomes both a ‘magnet’ and a ‘filter’ — a magnet in terms of pulling
relevant information into the company and a filter in terms of converting that informa-
tion into usable competitive knowledge. This means that the international marketer must
focus resources on core skills rather than trying to develop knowledge and skills in a broad
range of categories. Nike, for example, concentrates on shoe design and promotion, and
subcontracts (outsources) to others the rest of the value chain such as production and dis-
tribution. Nissan decided that it could gain competitive advantage by dedicating its knowl-
edge base at the distribution and marketing points and concentrated on superior dealer
service. It developed the most intensive dealer training program in the industry, involving
everyone from salespeople to the receptionist, training them in identifying and meeting
customer needs.

Sometimes competition is not ‘fair.” A large German electronics company pays bribes to
get export orders, France once demanded 20% of Vietnam’s telecommunications market in
exchange for aid, and a European aerospace company threatened to block European Union
membership for Turkey and Malta unless their national airlines purchase its planes. These
and other practices have been reported to exist in the competitive arena for global business,
and other evidence seems to be that such practices will increase, particularly in key sectors.
Companies and governments seem to be more willing to use these unconventional methods
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to make a sale. Not all countries (or cultures) view practices such as these as illegal, or even
unethical.

Sometimes it is simply ‘moral suasion’ by government. For example, Japan’s Ministry of
Economy, Trade, and Industry (METI) persuaded the large electronics company NEC to sell
its plasma-display business to local rival Pioneer rather than a foreign investor, as a way
to keep its technology in Japan. On a broader scale, many Japanese manufacturers have
responded to competition, particularly in low-cost mass-production items, by keeping core
technologies secret and at home, while moving low-value-added production and assembly
operations abroad (The Economist, 2004a, p. 57).

Nature of competition

Export marketing planning requires a knowledge of: (1) the structure of competition: the
number and types of competitors; and (2) the action of competitors: the competitive tools
available to marketing executives in the decision areas of product, channel, price, and pro-
motion. Managers must be continually monitoring, for instance, competition in interna-
tional markets.

This may concern products for which prices in various nations bear a known relation-
ship, products that are standardized or graded according to accepted international stand-
ards, products that normally flow from one country to another in accordance with market
needs and competitive conditions — in short, products for which there is a recognizable
international market. Raw materials and semi-manufactured products (for example steel,
coffee, rubber, textiles, industrial chemicals) are examples of such products. These prod-
ucts are homogeneous, or capable of being graded into homogeneous classifications; they
are the ‘components utilized in a wide variety of products by industries in virtually all
nations.’

However, an international market also exists in some degree for products that are
only somewhat alike, not quite homogeneous but sufficiently similar so that they may be
considered to be acceptable substitutes; for example aspirin, razor blades, soft drinks,
automobiles, clothing. Such products should to some degree be tailor-made and tai-
lor-marketed to each market segment. For example, a foreign company producing automo-
biles will be more competitive in markets that drive on the left side of the road (the United
Kingdom, Japan, Thailand) if they market right-hand drive automobiles. When an inter-
national market exists, producers must compete with those in other nations. If produc-
ers in one nation set the price too high or if they set the quality level too low, consumers
may view foreign products as a superior ‘buy’ for the price. Often domestic producers or
multinational firms producing for a given domestic market will recognize the boundaries
within which they must remain in order that their products meet the needs of the local
market more precisely than foreign products. Thus, a manufacturer of aspirin may market
the product in different-sized packages in various national markets; a manufacturer of an
orange soft drink might vary the formula (for example, amount of natural orange juice
in the drink) according to various national consumer tastes. Although it may appear as if
such products do not experience direct competition from similar but somewhat different
products produced and marketed elsewhere, this conclusion is an illusion. Competition
can exist in a meaningful sense.
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Factors influencing competition

When products are homogeneous in the sense that the output of one producer is a good
substitute for the output of other producers and when there is a sufficient number of buyers
and sellers so that the actions of any one of them, acting alone or in concert with others, are
of virtually no consequence to other buyers and sellers, the price of such products are deter-
mined by natural market factors. The quality and nature of the product (or product grades)
tend to settle to a level that the market feels is consonant with the price, and physical distri-
bution, selling, and advertising costs tend to be reduced to the lowest possible level. Under
such conditions the structure of competition is the chief factor that exporters take into con-
sideration when determining marketing policies. In a sense exporters need not have much
more of a policy than to reduce product quality to the minimum acceptable level, reduce
other marketing costs to a minimum, and offer their products for sale at the market price.
The net result is that price tends to be forced down to average unit costs, low-cost producers
tend to prosper and less efficient competitors (in a cost reduction sense) tend to be driven
out of business or into other enterprises in which they are able to function more efficiently.

A key factor in the above-described circumstances is the assumption of product homo-
geneity. For some products this is a reasonable assumption; for others it is not. Thus, as a
practical matter, producers often find it desirable to distinguish their products from those
of their competitors in ways that consumers find meaningful. Such efforts include not only
physical changes in the product but also changes in the package, product line, marketing
channels, personal selling, advertising, and price; that is, changes in any of the elements in
the marketing mix. When sellers react in such ways, competition acquires new dimensions
in addition to its structural aspects.

Sometimes competitive conditions evolve under which the needs of consumers are met
adequately; but sometimes the needs and interests of consumers are subservient to the
interest of sellers. In the latter instance laws or government regulations sometimes become
necessary to protect the interests of society as a whole from the interest of ‘minorities.” Laws
or government regulations may be a substantial factor in promoting ‘effective competition’
or in some other way protecting society and competitors. Thus, laws or government regula-
tions become factors that determine, in part, competition.

In summary, then, competition is influenced largely by: (1) general business, cultural,
economic, and social conditions; (2) costs; and (3) laws and regulations. In addition, the
activities and policies of competitors themselves affect competition. In the 1990s two of the
largest producers of telecommunications equipment were from small Nordic countries —
Finland’s Nokia, in the mobile (cellular) telephone business, and Sweden’s L. M. Ericsson,
in mobile telephones and digital exchanges for mobile networks — supplied about one-third
of the world market for mobile communications equipment. The success of these two com-
panies offers the following lessons to all telecoms equipment firms everywhere and perhaps
lessons for other industrial goods firms as well: (1) compete at home; (2) look abroad; and
(3) invest in new technology.

From a marketing viewpoint, the exporter may compete on a price and/or a nonprice
basis. Nonprice competition can be quite intense, particularly in markets where incomes
and wealth are such that buyers can look for things other than the ‘best buy.” At the same
time domestic companies also compete on these bases. Exhibit 3.4 discusses the practice of
coopetition, which involves both competing and cooperating at the same time.
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Exhibit 3.4 Coopetition and competition

An emerging facet of global competition is coopetition, which is the simultaneous competi-
tion and cooperation between two or more rivals competing in global markets. Under coo-
petition, the relationship between global rivals is a simultaneous, inclusive interdependence
with cooperation and competition as two separate yet interrelated activities. Competition
and cooperation occurs in the pursuit of global reach, expansion, and profit. Cooperation
and competition exists between the same rival global firms. Examples are GM and Toyota
assembling automobiles, Siemens and Philips developing semiconductors, and Thomson
and JVC manufacturing VCRs. Under this scheme rivals cooperate in some areas while
competing in others. Coopetition may occur at corporate, division, or subsidiary levels,
depending on an MNE’s strategic intent and organizational needs.

Intensity of coopetition is the extent to which a specific global company is both compet-
ing and cooperating with a major global competitor. Four coopetition situations have been
identified:

1. Contending. This exists when an MNE competes with another major global firm for mar-
ket power, competitive position, and market share in key international markets, maintain-
ing high competition and low cooperation with its counterpart. In this situation the MNE
may emphasize intelligence gathering, niche filling, or position jockeying as strategic tac-
tics in responding to the high competition-low cooperation relationship with its major
competitor.

2. Isolating. This arises when the MNE does not interact significantly with other global
rivals, maintaining low competition and low cooperation with another leading global
company. The company acts independently in its international markets, and makes its
decisions by itself in isolation from its competition. MNEs in this type of situation may
consider domain specialization, scale expansion, and vertical integration as their strate-
gic responses to a low competition—-low cooperation situation.

3. Partnering. This situation exists where a MNE voluntarily maintains high cooperation
and low competition with another major MNE for purposes of joint synergies created by
both company’s complementary resources and capabilities. High resource complemen-
tarity and low market commonality are two necessary conditions under which compet-
ing MNEs may become partners. Companies in this situation look to synergy extension,
value sharing, and attachment enhancement as strategic responses.

4. Adapting. This situation results when two MNEs mutually depend on each other to
achieve their respective goals, maintaining both high cooperation and high competition
with each other. Potential strategic tactics include boundary analysis, loose coupling, and
strategic balance.

While the intensity of coopetition discussed above involves the dynamics of competi-
tion and cooperation between competing MNEs, the diversity of coopetition involves both
geographic breadth - that is, the number of foreign markets in which a company seeks
coopetition — and the number of companies with which an MNE simultaneously competes
and cooperates. The possible situations range from coopeting in a small number of markets
with a small number of competitors to coopeting in a large number of markets with a large
number of competitors, and combinations of small and large between.

The increase in coopetition can be attributed to increasing interdependence between
global competitors and the need for collective action, risk sharing, and strategic flexibility.

Source: Adapted from Luo, 2007. Copyright © Elsevier (2007).




Summary
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This chapter has discussed three of the major components of the international environ-
ment as they have a bearing on marketing efforts of international marketers. Our interest
has centered on the socio-cultural, economic, and competitive environments. Although
each is distinct, each may also interact with one or more of the others. It is imperative
that the international marketer/exporter never forgets that ‘a business firm is a product
of its environment.” In Chapter 4 we discuss the impact of government, political and legal
forces.
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| CASESTUDY31
Supreme Canning Company

(This case study has been written by Mitsuko Saito
Duerr, San Francisco State University.)
The Supreme Canning Company (the true name
of the company is disguised) is an independent US
packer of tomato paste and other tomato products
(whole peeled tomatoes, chopped tomatoes, toma-
toes and zucchini, ketchup, tomato paste, and pizza
and other sauces). The company is located in the state
of California. Although it produces some cans with its
own-brand label, much of its output is canned for others
and their brand names and labels are put on the cans. It
produces shelf-size cans for eventual sale at retail, and
gallon-size cans for use by restaurants and industrial
users. It also packs tomato paste in 55-gallon drums, and
in plastic containers holding approximately 0.7 cubic
meters (with the flexible plastic container held inside a
heavy shipping container). Supreme Canning Company’s
annual processing capacity is in excess of 100,000 tons
of tomatoes (processed during an operating season of
approximately three months).
The market for tomatoes is divided into three seg-
ments with distinct characteristics:

1. Fresh tomatoes are produced in many countries,
with much cross-border trade and frequent trade
disputes. Canadian and US farmers have had a
series of trade disputes with each country claiming
dumping by companies in the other of fresh toma-
toes of different varieties at different times. In
2004 the year-round supply of fresh tomatoes from
Mexico was depressing prices for US farmers (www.
dailydemocrat.com/2004). Special varieties of hot-
house tomatoes from the Netherlands are sold in
other European countries and overseas.

2. Canning of tomatoes is carried out in fewer countries
because of the market size required to support eco-
nomically sized factories.

3. Even fewer countries (and packers within countries)
produce the tomato paste used by other tomato-can-
ning companies to make end products such as tomato
soup. Economical production of tomato paste requires
an extremely large supply of tomatoes that could be
harvested by machines (or very cheap labor) and eas-
ily transported to the processing facility. California’s
Central Valley was an ideal location for such process-
ing because of its vast amount of relatively flat land,
large farms, and good road network. China, with its
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low wage rates, was also a producer of tomato paste,
and exported paste to Italy.

Italy is a major exporter of canned tomato products,
but a net importer of tomato paste. The tomato paste is
used along with domestic fresh tomatoes in making and
canning various tomato products. Italy exports canned
tomato products to many countries.

Supreme Canning Company, along with other US
producers, was pressed by a combination of heavy com-
petition from factories overseas (particularly in Italy)
and inadequate domestic demand. Tri Valley Growers,
California’s largest agricultural cooperative and processor
of 10% of the canned tomato products sold in the United
States, had gone bankrupt in 2000. A surge in demand
from Italy, which decreased its imports from China in
2003-4 when the SARS epidemic occurred, provided a
temporary increase in demand for Californian tomato
paste. But Supreme Canning Company still needed addi-
tional markets.

One potential bright spot for the Supreme Can-
ning Company had been the possibility of getting into
the Japanese market. Japan was reducing trade barri-
ers and attempting to encourage imports. At the same
time, the popularity of pizza and Italian-style foods and
restaurants had grown rapidly, creating an increased
demand for specialty tomato products. Because of the
scarcity of land, the nation had not gone into the large-
scale production required to support an economical
domestic tomato-canning industry. The insistence of
Japanese consumers (and companies) on high quality
had resulted in relatively low sensitivity to the prices of
food products.

An inquiry that had been received from a food packer
and distributor in Japan indicated interest from that side.
The Japanese firm handled a large number of products,
was well known in Japan, and was much larger than the
US firm. Since Supreme Canning Company did not have
well-known brand names of its own, it was interested in
acting as a large-scale supplier of products made to cus-
tomers’ specifications for use by the customer or distri-
bution under the customer’s label. Thus the inquiry from
Japan was most welcome.

The Japanese company invited senior executives of
the US firm to visit their production facilities and offices
in Japan. Both the president and chairman of the board
of Supreme Canning Company had a four-day visit with
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the executives of the company in Japan. The president of
the US company, who had some knowledge of Japanese
business practice from studies at Stanford University and
from his widespread reading, attempted to act as a guide
to Japanese business practice. The chairman of the board
had little knowledge of Japan, and viewed himself as a
decisive man of action. Although there were a few minor
misunderstandings, the visit was concluded successfully
and the Americans invited the Japanese to visit their plant
in California for four days.

The Japanese indicated their interest in the signing
of a mutual letter of cooperation. The chairman of the
board of Supreme Canning was not interested in this, but
rather wanted some specific agreements and contracts. As
the time for the Japanese visit to the United States drew
near, the Japanese indicated that their president would
not be able to come. Some senior executives would be
able to meet, but they would only be able to spend two
days instead of four. The vice-chairman of the board of
the Californian company wrote asking why the Japanese
were not going to send their president, and inquiring why
they could not spend four days instead of two, ‘as we did
in Japan.’ The letter was frank and direct. The tone was
that of a person talking to an equal, but not with any great
deal of politeness. The Japanese company decided to can-
cel the visit, and no further negotiations or serious con-
tacts were made.

Some months later, a local businessman of Japanese
extraction asked the president of Supreme Canning Com-
pany if some representatives of another (and even larger)
Japanese food products producer and distributor could
visit the plant. Four Japanese showed up along with the
local businessman, who acted as interpreter and go-be-
tween. The three middle-aged Japanese produced their
meishi (business cards) and introduced themselves. Each
spoke some English. The older man did not present a card
and was not introduced. When the president of the US
company asked who he was, the go-between said ‘He’s just
one of the company’s directors.” The visit concluded with-
out discussion of any business possibilities, but this was to
be expected in an initial visit from Japanese businessmen.

Case study 3.1

Supreme’s president later found out the family name
of the unknown visitor, and immediately recognized it as
being that of the president of the Japanese company. He
assumed that the president of the Japanese company had
come but had hidden the fact. He felt that he had been
taken advantage of. He telephoned the go-between and
told him that he never wanted anyone from that company
in his plant again.

From a description of the unknown visitor, a consult-
ant to the company realized that the visitor was not the
president of the Japanese company. Rather, it was the
semi-retired father of the president. The father retained a
position on the board of directors and maintained a lively
interest in company activities, but was not active in day-
to-day affairs. Unlike his son who was fluent in English,
he spoke only Japanese. The consultant suddenly realized
that the chairman of the board of the US company appar-
ently did not understand:

e the Japanese preference for getting to know people
well before doing business;

e the significance of a letter of cooperation (which could
be expected to be a first step in concluding a long-term
business agreement);

e the status relationship in Japan of little companies to
big ones (larger companies have greater status, and
their managers are shown greater respect);

e the status relationship in Japan of sellers to buyers
(buyers have greater status, and their managers are
shown greater respect).

Questions

1. Was the chairman of the US company wrong for
not having found out in advance about Japanese
business practice? Explain.

2. Were the Japanese wrong for not having found
out about US business practice before they
initiated contacts? Explain.

3. What should the president of the US company
do now?
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| CASESTUDY32
Ford Motor Company

(This case study was written by Edwin C. Duerr, San
Francisco State University.)

Introduction

The Ford Motor Company issues a Corporate Citizen-
ship Report each year. The first, Connecting with Society,
was issued at its annual shareholders’ meeting held in
Atlanta, Georgia in May 2000. That report was unique
in its recognition that the company face a dilemma
because its most profitable products, sports utility vehi-
cles, contribute to environmental problems and may be
considered not socially responsible. In spite of these rec-
ognized problems the company stated that it intended
to continue to manufacture and sell these vehicles. In
an interview, Chairman William C. Ford, Jr. cited the
Ford Explorer as an example: ‘If we didn’t provide that
vehicle, someone else would, and they wouldn’t do it as
responsibly as we do.” He indicated that Ford Motor Com-
pany’s approach combined altruism with a foundation
for long-term planning. The press noted that Mr Ford
had been one of the most enthusiastic supporters of the
company’s 1996 decision to introduce the full-size Ford
Expedition, an SUV with a high gasoline consumption
rate (Bradsher, 2000).

Ford’s report and comments can be viewed in a num-
ber of ways: as an exceptionally honest recognition of the
conflicting demands placed upon the international corpo-
ration by its various stakeholders (society, suppliers, cus-
tomers, employees, and stockholders); as an admission
that corporate interests in this case are in conflict with
social responsibility; or as the foundation for building a
corporate approach that will attempt to reconcile conflict-
ing demands.

In evaluating the approach taken by Ford, it is useful
to briefly review the company’s overall approach to cor-
porate citizenship and key stakeholders before looking at
some of the specifics regarding the SUVs and their place
in the product line.

Corporate citizenship and key stakeholders

With 114 factories located in 40 countries and selling
to markets worldwide, Ford Motor Company operates
within a wide variety of ethical, political, and legal sys-
tems to which it must adapt. The company’s approach to
international corporate citizenship has been influenced
substantially by William Ford, who has been active in
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environmental causes since his school years. When he
joined the Ford Motor Company Board of Directors in
1988, colleagues suggested that he drop his contacts with
environmentalists. He refused to do so and indicated that
he believed he could help build bridges and understand-
ing between the company and environmentalists. In 1997,
he chaired a newly established Environmental and Public
Policy Committee of the Board of Directors. Since becom-
ing Chairman of the Board of Directors in January 1999
he and Jacques Nasser, the President and CEO of the com-
pany, have been working to improve corporate citizenship
and social responsibility.

Ford’s Connecting with Society states that good cor-
porate citizens are distinguished by their behavior, and
by the social, environmental, and economic impacts of
their actions. They should generate sustained profits from
products that meet human needs with greater value to
society and a smaller environmental impact. The com-
pany has established an administrative structure and
strategic plans for developing a more comprehensive
set of business principles, increasing interaction with all
stakeholders, transforming goals into action, and provid-
ing transparency and verification of problems and pro-
gress. Specific problem areas have been identified, and
the report provides a justification for undertaking addi-
tional efforts in the area of social responsibility. In 2001
Mr Nasser reported that quality problems in new and
redesigned vehicles launched in Europe and the United
States in 2000 had cost the company over $1 billion in
profit, and added ‘That will never happen again’ (White
and Lundegaard, 2001).

The company is already a leader in many areas of
social responsibility. Several years ago it lobbied for
higher gasoline taxes in the United States (a position
opposite to that taken by other automobile companies).
Such taxes would, of course, encourage fuel conservation
by consumers and influence manufacturers to make more
fuel-efficient vehicles (as the high taxes in Europe already
do). Ford is also increasing the amount of recycled mate-
rials in vehicle manufacture, using more than 2 million
tons of recycled metals per year. It has indicated that it
views the European laws requiring manufacturers to take
back vehicles at the end of their lives as an opportunity
rather than a threat. It has emphasized the development
of new factories and the redesign of existing plants to
reduce pollution well below the legal requirements of
the countries within which it operates. The company has



achieved ISO 14001 environmental management cer-
tification for all of its facilities and in 1999 became the
first US automobile maker to develop a program requir-
ing certification of all of its suppliers with manufacturing
facilities. Ford has offered to support its suppliers in the
United Kingdom, Germany, Australia, and the United
States with assistance in ISO 14001 training. In Europe,
the company works with more than a dozen environmen-
tal organizations, environmental investment funds, and
other not-for-profit organizations focusing on transporta-
tion issues. Since 2000, Ford has designed all of its SUVs
and its F-series pickup trucks to meet US standards for
Low Emission Vehicles, cutting smog-forming emissions
by over 40% compared to government requirements.
In 2000 Ford opened its newest research laboratory,
devoted primarily to developing new environmental
technologies, in Aachen, Germany. The company works
cooperatively with local governments internationally in
projects to address environmental concerns.

In its 2000 publication, Connecting with Customers,
Ford indicated that its goals are to build shareholder
value by putting customers first and enabling employees
to develop their potential to the fullest. The company
views its primary responsibility as meeting the needs of
three major stakeholders: stockholders, customers, and
employees.

Ford has also undertaken a number of initiatives
with respect to the welfare of its employees. It has made
efforts to show that they are economically justified, thus
benefiting stockholders as well. In cooperation with
part-supplier Visteon and the United Auto Workers, Ford
will be opening 30 Family Service Centers in 14 states
during the coming years. They will offer round-the-
clock childcare, classes, and other services to employees.
Jacques Nasser, Ford President, stated: ‘It’s not a low
cost, but we’re not wasting a cent.” He indicated that it
would help both the company and the workers. ‘This is an
effort to attract talent and retain talent because turnover
costs money’ (Pickler, 2000).

Internationally, the company is attempting to help
overcome the digital divide between the richer and
less-developed countries. Ford indicated that companies
and individuals that want to be successful in the 21st
century will need to be leaders in using the Internet and
related technologies. In 2000 the Chairman of the Board
announced that employees worldwide will be provided
with a computer, printer, and Internet usage at home for
a small monthly fee, $5 in the United States (Ford, 2000).
This effort is tied into the development of employees
who will be more valuable in the changing international
environment.

Case study 3.2

The company’s marketing of SUVs is directly related
to the interests of shareholders, customers, and employ-
ees. How well it fits, or does not fit, with the company’s
environmental objectives is discussed in the following two
sections.

SUVs and major stakeholders

Ford pioneered the development of the modern sports
utility vehicle market. The SUVs were designed to provide
those who spent time in the outdoors, whether for work
or for recreation, with a vehicle that could function effec-
tively off regular roads and was more comfortable than
typical pickup trucks. Eventually, the SUVs appealed to
individuals who just wanted a sporty vehicle, as well as to
the original target market of those who really needed off-
road capabilities.

When Ford introduced its Explorer model in 1990
the vehicle quickly became the most popular SUV in the
United States. It also proved popular in Latin America and
in the Middle East. Over 3.5 million Explorers were sold
and they brought in billions of dollars in profits.

US government regulations classed large SUVs
as trucks, allowing them to emit 5.5 times as much
smog-causing pollution per mile as automobiles do.
(New rules will require that SUVs meet the same stand-
ards as automobiles by 2009.) This allowed companies
to put larger engines in the vehicles, adding to their
attractiveness to many buyers. The largest US auto
makers all worked on developing larger SUVs that they
priced so as to return a high level of profit. The major
Japanese automobile manufacturers initially lagged
behind in developing SUVs, but have caught up in some
model types and are continuing to develop new models
and expand production capacity in the United States.
European auto makers have similarly been expanding
their line of SUVs.

In 1990, only 5% of Ford’s sales were of SUVs. In
2000, SUVs accounted for 20% of its sales, and most of its
profits. It has been estimated that Ford earns $10,000 to
$15,000 on each Ford Expedition and Lincoln Navigator
sold, and as much as $18,000 for each Ford Excursion
(Bradsher, 2000).

Safety and environmental issues and
viewpoints

Environmentalists and consumer groups have been criti-
cal of the SUVs with respect to three factors: (1) the high
level of smog-causing pollution they create; (2) their
high rate of fuel consumption; and (3) safety concerns.
Both the high level of pollutants that SUVs are allowed
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to generate and their high rate of fuel consumption
are being addressed by legislation, as are some safety
considerations.

Ford’s basic argument with regard to the development
and marketing of SUVs is that customers want them and
Ford produces vehicles that are more environmentally
friendly and safer than those of their competitors. They
have pointed out that all of their SUVs are certified Low
Emission Vehicles, and that the Ford Excursion, a vehicle
criticized by some environmentalists, produces 43% less
contaminants than are allowed by US government stand-
ards. They continue to work both to improve fuel effi-
ciency and reduce pollutants.

Safety is an issue because SUVs are generally designed
with greater ground clearance and therefore higher
centers of gravity, higher bumpers, and are heavier than
automobiles of the same size. In collisions with automo-
biles, they tend to ride up over the bumpers of the cars
and crush them. They have also been involved in a num-
ber of accidents in which the SUVs rolled over without
being involved with another car. These rollovers may have
occurred in some cases because of their off-road uses, in
others because of the way they are sometimes driven on
roads, and in still others because they are less stable than
many automobiles.

It has been claimed that Ford could have made the
Explorer safer by redesigning it before taking it to market,
though this would have been costly and delayed its intro-
duction by more than a year. This would have allowed
other manufacturers to beat it to the market. Further,
Ford has pointed out that the overall safety record of the
Explorer is better than that of the comparable SUVs and
passenger cars from other vehicle manufacturers. The car
has a 26% lower rate of rollover fatalities than other SUVs
(Levin, 2000). Thus it could be argued that delaying its
introduction could have resulted in customers buying less
safe vehicles from competitors.

In 2001 the US National Highway Traffic Safety
Administration released its first report on the expected
tendency for 43 types of vehicles to roll over. It was based
on calculations involving the vehicles’ track widths and
heights of centers of gravity. Of the 19 SUVs analyzed,
9 received poorer ratings and 2 received better ratings
than the 4 Ford models evaluated.

Another view regarding the safety of SUVs was pro-
vided by State Farm Insurance Company, the United
States’ largest insurer of vehicles. In December 2000, after
an analysis of its claim rates, the company changed its
pricing policy to give sizable discounts to drivers of SUVs,
vans, and luxury cars. Their records indicate that these
vehicles are safer. Consumer groups have countered that
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they may be safer to the occupants of the vehicles, but not
to those in cars they may hit (Lazarus, 2000).

Both Ford and General Motors introduced new ver-
sions of their key midsize SUVs in 2001, redesigned to
provide greater stability. Ford also redesigned the bump-
ers to reduce the danger of riding up on other vehicles in
the event of a collision.

In the Chairman’s Message in Ford’s 2002 Annual
Report (published in 2003), William C. Ford, Jr. stated
that the company would be producing the cleanest and
most fuel-efficient SUV in the world by the end of the
year (http://ford.com). In 2004 Ford signed cross-
licensing technology agreements with Toyota for the
purpose of further development of hybrid vehicles. Ford
also plans to sell a limited number of a fuel cell-powered
version of the Ford Focus for use in commercial appli-
cations (http://ford.com). In 2004 demand for SUVs in
the United States continued to be strong, with Toyota
enjoying an increasing market share on its entries in the
market (Zaun, 2004).

It can be argued that continuing to produce SUVs, and
developing new vehicles as new markets emerge or can be
created, meets Ford’s goals of building shareholder value
and of putting customers first. It provides customers with
a larger choice of vehicles from which to choose while also
meeting stockholders’ profit objectives. It also provides
employees with a higher level of employment than they
would otherwise enjoy. It could be further argued that by
continuing to improve design, and exceeding government
safety and pollution requirements, they are meeting their
social responsibility to society.

On the other side, an argument could be made that the
company should not make vehicles that pollute the atmos-
phere or which have potential safety hazards.
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Questions
1. Are Ford’s report and comments:

a. an exceptionally honest recognition of
the conflicting demands placed upon the
international corporation by its various
stakeholders (society, customers, employees,
and stockholders);

b. an admission that corporate interests may be
in conflict with social responsibility; or

c. a foundation for building an approach to
research and development that will attempt to
reconcile the conflicting demands?

Case study 3.2

. Is Ford behaving in a socially responsible manner

when it continues to make SUVs? Discuss.

. Should the government be more aggressive in

setting safety standards? Why or why not?

. Should the governments of the world ban vehicle

types that they consider unsafe or not socially
responsible? Why or why not?

. Should Ford oppose or support tighter

environmental standards that would apply equally
to all vehicle manufacturers? How should Ford
react to varying environmental standards in
different countries?

. Is spending corporate funds on nonrequired

socially responsible activities an unjustified
expenditure, or a recognition that in the long run
companies must exercise social responsibility
in order to avoid societal or government actions
that will damage them? Explain.
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The international environment:
government, political, and legal forces

Learning outcomes

In Chapter 4, we discuss:
o the role of the government

— government controls
— promotional activities
— state trading

® economic integration

Two cases are presented at the end of the chapter: Case 4.1, Avon Products, Inc. (A), exam-
ines the effects of a sudden change in government regulations on the company’s marketing
strategy in China, and Case 4.2, Woberg Company of Denmark, which looks at potential
mistakes a company new to exporting might make and asks about the types of assistance
available from government that would be helpful in getting started.

Introduction

162

International marketing decisions by business firms are affected by the actions of govern-
ment bodies at all levels — supranational, national, and subnational. The extent to which
any government becomes involved in international marketing, and the specific nature
of such involvement, depends in part upon the type of economic system in the country
(e.g., capitalism, socialism, or communism), the type or form of government organiza-
tion (e.g., monarchy, republic, or dictatorship), and the type of legal system (code law or
common law). To illustrate, consider the differences between legal systems. The bases for
common law (in countries such as the United Kingdom and Canada) are tradition, past
practices, and legal precedents set by past court decisions. In contrast code law, which is
found in most countries of the world, is based on a system of written rules of law that are
considered to be all inclusive.
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Role of government

As an environmental force affecting international/export marketing, government inter-
venes in a single country’s (and the world) economy by being a participator, planner,
controller, or stimulator. Such intervention activities can be categorized into the following
three groups:

1. those that promote (i.e., encourage or facilitate) international/export marketing
transactions;

2. those that impede such transactions;

3. those that compete with or replace international/export marketing transactions by pri-
vate business firms.

These basic types of intervention activities exist to some extent at all levels of government,
but with varying emphases. At the supranational level, the actions taken are primarily those
whose effect is to encourage and facilitate international marketing relationships, espe-
cially exports. Illustrations include the many agreements and conventions that are made
between countries, such as international commodity agreements, and bilateral agreements
such as the agreement between Australia and New Zealand (Closer Economic Relations,
ANZCER) signed in the late 1980s, South Korea’s first-ever Free Trade Agreement —
with Chile — in 2004, the Closer Economic Partnership Arrangement (CEPA II and CEPA III)
between Hong Kong and China in which the mainland, starting 1 January 2005, applied
zero tariffs to 713 products from Hong Kong, giving a total of 1,087 products with no tariffs
(www.tdctrade.com, 7 November 2006) and the Free Trade Agreement between Colombia
and Guatemala ratified in 2009. There appears to be a ‘movement’ on the part of Asian
countries to sign regional and bilateral trade agreements with each other as well as with
others. Table 4.1 shows some off the many such preferential trade agreements in the Asia
and Pacific region. Regional economic integration schemes are discussed in the next major
section of this chapter (pp. 242-7). The liberalization of trade and FDI that underpinned
the development of regionalization schemes in Asia was market-led and profit-motivated
(Das, 2005). On a broader scale, the popularity of bilateral and regional trade agreements
has continued since the early 1990s. For example, as of December 2008, 421 regional
trade agreements had been reported to the GATT/WTO (www.wto.otg/english, accessed
3 February 2010). Although there are many such agreements in existence, recent survey
data show that in Asia only 22% of the firms are taking advantage of the trading prefer-
ences offered by such agreements (The Economist, 2010).

Government controls

It will be noted from Table 4.2 that many of the government-derived impediments to inter-
national marketing in general, and exporting in particular, are in the form of restrictions
and controls. There are different kinds of restrictions and controls that are specifically con-
cerned with exports and imports. Such controls directly affect both the types and amounts
of products that can be exported and imported. Other restrictive controls may indirectly
affect trading relationships by directly influencing the advisability and/or profitability of
individual transactions. Export controls typically are intended to restrict the shipment
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Table 4.1 Preferential trade agreements in the Asia and Pacific region

Regional trade agreements'’

AFTA (ASEAN Free Trade Area), 1993
ASEAN-China Free Trade Agreement, 2005
ASEAN-India, 2008

ASEAN-Japan, 2004

ASEAN-Korea, 2004

Asia-Pacific Trade Agreement (APTA), 1975, 19762

Pacific Island Countries Trade Agreement (PICTA), 2001
South Asian Preferential Trade Agreement (SAPTA),
1995

South Asia Free Trade Agreement (SAFTA), 2006

Trans-Pacific Strategic Economic Partnership Agreement
(TPSEPA), 2006

Bilateral trade agreements’

ASEAN-Japan, 2008

ASEAN-China 20108

Australia-New Zealand (ANZCER), 1983°
Australia-Singapore, 2003
Australia-Thailand (TAFTA), 2005
Australia-United States, 2005
China-Chile, 2006

China-Hong Kong SAR, 2004, 2005, 2006 CEPA I, II, Il
China-Macao SAR, 2004

China-Niger, 2005

China-Thailand, 2003

China-Switzerland, 2014
Costa Rica-Singapore, 2013

India-Afghanistan, 2003
India-Bangladesh, 2006
India-GCC, 20064
India-Nepal, 1991
India-Singapore, 2005
India-South Korea, 2009
India-Sri Lanka, 2001
India-Thailand, 2004

Japan-Malaysia, 2006
Japan-Mexico, 2005
Japan-Singapore, 2002

Lao PDR-Thailand, 1991

Lao PDR-United States, 2005
Malaysia-Pakistan, 2006
Malaysia-United States, 2004
New Zealand-Singapore, 2001
New Zealand-Thailand, 2005
Singapore-EFTA, 2003
Singapore-Jordan, 2005
Singapore-Panama, 2006
Singapore-United States, 2004
South Korea-Chile, 2004
South Korea-EFTA, 2006°
South Korea-Singapore, 2006
Sri Lanka-Pakistan, 2005
Thailand-Bahrain, 2002
Vietnam-United States, 2001

'As of June 2007 and later. Years after agreements named refer to the year it entered into force.

2Previously called Bangkok Agreement.
3Closer economic relations.

“Gulf Cooperation Council.

SEuropean Free Trade Association.

SASEAN also made bilateral agreements with India, Korea, and AANZFTA in 2010.
Source: Tumbarello, 2007, p. 151; ‘Free Trade Agreement between Switzerland and China.” State Secretariat for Economic Affairs

SECO, 2015

of defense products, protect the domestic economy from a drain of scarce materials, and
enhance national security (physical and economic). Concerning the latter, increased terror-
ism and the events of 11 September 2001 in the United States have led to a drastic change
in the world and in how governments treat people. Primary and secondary impacts have
been on export earners such as airlines, tourism, transport in general, investment, global
supply chains, etc. Responses by governments have included increased spending on secu-
rity and more regulation of business practice and individual behavior. The extreme of this
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Table 4.2 Political-legal constraints

1. Political ideology: The political viewpoints of existing governments as demonstrated by the
prevailing pattern of rule, philosophy of leading political parties, and similar factors.

2. Relevant legal rules for foreign business: The special rules of the game applied only to foreign-
owned firms, including special discriminatory labor and tax legislation.

3. International organization and treaty obligations: Formal obligations of the country in terms of
military responsibilities; political obligations; copyright, postal, and patent obligations; and similar
matters.

4. Power or economic bloc grouping: Membership in formal and informal political, military, and
economic blocs such as Communist, Marxist or neutralist groups; explicit and implicit obligations
of such blocs.

5. Import-export restrictions: Formal legal rules controlling exports and imports, including tariffs,
quotas, export duties, export restrictions, and similar matters.

6. International investment restrictions: Formal legal and administrative restrictions on investments
by foreigners within the country.

7. Profit remission restrictions: Formal legal and administrative restrictions on remittance of profits
of local operations to foreign countries.

8. Exchange control restrictions: Formal legal and administrative controls on the conversion of the
local currency to any or all foreign currencies or gold.

9. Membership and obligations in international financial organizations: Obligations and
responsibilities of the country toward international organizations such as the World Bank and the
IMF; rights of the country as a member of such organizations.

Source: Adapted from Farmer and Richman, 1984, p. 68.

has been the restriction of rights or enforcing existing laws more harshly, with the net effect
of restricting citizens’ — and noncitizens’ as well — freedoms. In short, in some countries
there has been a considerable loss of liberty.

Government controls are used as a tool to further both the foreign and trade policy of
the government as well as controlling technology and resources. Although export con-
trols may be important in isolated cases, import controls create the most significant barri-
ers to export transactions by the firm. For example, in 1998 the government of Myanmar
banned the import of a range of products that could be produced locally - soft drinks,
beer, alcohol, cigarettes, fresh fruit, biscuits, canned food, and seasoning powder. At the
same time many products were banned for export including rice, sugar, minerals, rubber,
and cotton.

Actions such as these are forms of protectionism or trade barriers, which were rising in
2009-2010 as the world economy was in trouble. One form of this is the so-called stimulus
packages that governments gave citizens and companies, and which were designed to keep
the payments received at home, such as the ‘Buy American’ requirements in the US stimulus
of 2009. Some countries believe these are industrial subsidies and that they should be able
to retaliate under WTO rules. In another protectionist situation China keeps its currency
undervalued against the dollar, has tax breaks on exports, and tells government entities to
buy Chinese products (Engardio, 2009). In another situation involving China, the US gov-
ernment filed a complaint with the World Trade Organization alleging that China reserved
raw materials such as magnesium and zinc for its own companies. In 2009 the US govern-
ment imposed tariffs on Chinese tires: China threatened to retaliate by imposing tariffs
on some US products. In addition, China threatened to bring the matter before the World
Trade Organization. As it turns out, this may have become a non-issue. Under the terms of
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joining the World Trade Organization, China gave other countries the right until 2013 to
impose temporary ‘safeguards’ against surges of Chinese imports (The Economist, 2009). It
is clear that despite efforts by many to liberalize world trade, protectionism still exists, and
will continue to do so.

Sometimes a company exporting to a specific country may run foul of laws governing
marketing practice. In mid-1999 the Supreme Court of Germany ruled that Lands’ End’s use
of its lifetime guarantee that it uses everywhere, ‘Money Back Guarantee, No Matter What,’
was a violation of law and represented unfair competition to German competitors.

In addition to export/import controls there are regulations that affect foreign opera-
tions and ownership resulting from direct investment and strategic alliances such as licens-
ing arrangements. A country that regulates foreign direct investment does so in order to
limit the influence of the foreign investor, typically a multinational (or global) corpora-
tion, and at the same time have a pattern of investment that contributes in desired ways to
the achievement of the country’s economic, social, and political objectives. Interestingly,
China has been ‘encouraging’ foreign service-oriented companies such as lawyers, archi-
tects, etc. to invest more capital (Areddy, 2010). Although not an exhaustive list, the follow-
ing are areas that countries may regulate and limit within the broad dimension of foreign
investment:

1. Decision-making through procedures affecting selecting type of investment, control
of takeovers, how mergers and acquisitions may be achieved, restrictions (including
prohibition) of investment in certain industries, and similar matters.

2. Regulation of ownership, managerial control, and employment through local partici-
pation requirements in ownership, management, product content, and employment.
In India, for example, companies are not allowed either to close down a factory or to
sack workers without government permission. In Vietnam, foreign companies are now
allowed to wholly own local subsidiaries or buy out joint venture partners. Until the end
of 2005 international advertising agencies had to operate a joint venture in China. This
no longer holds.

3. Taxation and regulation of financial transactions, control of capital and profit movement
and remittance, and sources and types of foreign and local borrowing.

Individual countries may regulate investment by placing limits on specific international
marketing practices. For example, the government of India approved PepsiCo’s request for
establishing a joint venture bottling plant. Among the many conditions of approval imposed
by the Indian government was one concerned with branding. PepsiCo agreed not to use
its Pepsi brand name. The Indian government felt that global brands gave an international
marketer an advantage over local companies. In China, direct selling (defined as a process
of marketing products and services to consumers face to face away from a fixed retail loca-
tion) which had been banned since 1998 is now legal. However, one form is still banned —
multilevel marketing, a method whereby distributors recruit others to sell, and then col-
lect commissions on what the recruits sell. In fact, any type of pyramid selling is banned in
China. Direct selling companies such as Amway, Avon, Shaklee, Herbalife, and others are
licensed to do business in China.

There are government controls that affect all companies, foreign and local alike. In 1993
all tobacco advertising (including sponsorship of sports and cultural events) and most lig-
uor advertising in France was banned. Most wines were excluded from the law. Similar
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laws exist in other countries including Australia, New Zealand, Malaysia, and Canada. In
Vietnam, Malaysia, and Hong Kong, tobacco advertising by sponsoring sports events is
banned. Going even further, alcohol-company advertising is also banned by Vietnam for
sports events, and both products are banned from cultural events. Tobacco advertising and
tobacco vending machines are banned in China. These measures are designed to prevent
minors from buying tobacco. In 2007, officials of the Malaysian government reported that
fast food advertisements on children’s television shows might become illegal. The intent is
to curb obesity and diet-linked diseases. In the United Kingdom, television advertising regu-
lators ruled in 2006 that the word ‘bloody’ which was used in a Tourism Australia campaign
was offensive, and its use was banned.

For another illustration we turn to the regional trade group Mercosur and its regulations
covering labeling requirements for textile and apparel products. The following information
has to be included in a label, stamp, decal, print or similar means that is permanent, indel-
ible, legible and clearly visible: (1) name of registered brand and tax identification of the
domestic producer or importer; (2) country of origin; (3) fiber content; (4) care labeling
instructions; and (5) size or dimensions, as applicable. Certain textile and apparel articles
sold in packages are allowed to bear the required information on or inside the package
instead of the article itself if that information can be seen from the outside (Hong Kong
Trade Development Council, 2008). In 2009, the European Union initiated similar require-
ments regarding labeling of textiles.

The latest area where regulation is becoming increasingly prevalent is companies’ use of
the Internet and the Internet as means of exporting. This is an area of law and regulation
that is continually evolving, and it will take years for the development of a cohesive legal/
regulatory structure. An example of a law passed in 2001 that will have a great impact on
Internet use is the Regulation of Investigatory Powers Act (RIP) in Great Britain. In essence,
RIP requires public telecommunications services to install interception equipment to make
their networks tappable, and it enables police to demand decryption keys that unlock coded
data. A warrant is needed, but the warrant is not issued by a judge; it is issued by a politi-
cian - the head of the Home Office. Any multinational company doing business in Britain is
going to have to redesign its systems, or install special systems, if it has an ISP component to
its work (Grossman, 2001).

There are differences in the approaches to e-commerce taken by the United States
and the European Union. Broadly, concerns involve the extent of self-regulation within
the industry, single market rules, and jurisdiction. The United States tends to favor self-
regulation while the European Union desires more regulation, especially to protect consum-
ers. Regarding jurisdiction, the United States tries to follow the traditional laws, meaning
that the home state of the purchaser (the consumer) normally has jurisdiction. In contrast,
in the past the European Union emphasized ‘home country’ control, meaning the seller’s
home country had jurisdiction. There is a European Union directive requiring each country
to harmonize certain regulatory laws relating to e-commerce.

China represents an extreme case in this type of regulation as all Internet content is reg-
ulated and controlled by the government. To do this, China uses such things as so-called
choke points, sensitive search techniques by censors and search engines, blocked blogs, and
30,000 Internet ‘cops’ (Einhorn and Elgin, 2006). In addition, China relies on compliance
by multinational companies. Regulations extended to include e-mail, where sending e-mail
for advertising purposes to people without their permission is banned. Also, all advertising
e-mail must be titled ‘advertisement’ or ‘AD’ (Visser, 2006).
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License requirements

One way in which various countries regulate the nature of their external trading relation-
ships is by requiring that licenses be obtained before goods may be exported or imported.
For products the government desires to restrict, licenses would not be granted or only
granted for limited amounts. The extreme case is where there are specific prohibitions
against exporting or importing certain products. For example, the United States controls
the export of products that are deemed to have military value. Mexico prohibits the impor-
tation of selected products in order to encourage development and growth of local industry.
In China, it has been claimed by foreign banks and insurers that there is so-called ‘footdrag-
ging’ on licensing such that access is restricted and preference given to local rivals (Roberts,
2010, p. 35). The most comprehensive prohibition is when one country prohibits all trade
with another country, usually for political reasons.

Tariffs

A tariff is a tax on imports, and is stated either as a percentage of value (ad valorem) or on
a per unit basis. A government may have a system of tariffs for purposes of keeping prod-
ucts out of the country (protective tariff) and/or to generate tax revenue (revenue tariff).
As might be expected, protective tariffs tend to be relatively high since they are designed
to protect domestic industry. The purpose of a protective tariff also may be simply to bring
the price level of the imported goods up to that of domestic substitutes. In contrast, revenue
tariffs are often quite low since they are designed to generate maximum revenue for the
government.

Governments may impose a tariff surcharge on their imports. Generally this is a some-
what temporary action taken when the government wants to discourage imports for some
reason, such as the existence of an unfavorable balance of payments. A surcharge will be
removed once the condition that led to it being imposed has been corrected.

A more permanent kind of surcharge takes the form of countervailing duties. These may
be assessed to offset some special advantage or discount (e.g., an export subsidy) allowed
by the exporter’s government. The intent is to bring protection in the country of importa-
tion up to the level originally intended. In 2004, the European Union put retaliatory tar-
iffs on a wide range of US agricultural and manufactured goods. This action was taken in
response to an export tax break for US companies, a practice that the WTO had ruled two
years previously was illegal.

Another type of countervailing tariff is one imposed as an antidumping measure. Dump-
ing has been defined as selling in a foreign market at a significantly lower price than on
the domestic market, or at below cost if there are no domestic sales. Antidumping tariffs
are ‘popular’ in Australia, the European Union, South Africa and the United States, and the
main targets have been China, South Korea, Taiwan, and the United States. India, Mexico,
and Brazil have also been heavy users. Probably the most important factor in the rise of
antidumping protection has been changes in international trade laws (Crowley, 2004).
These tariffs are legal under WTO rules when domestic producers can show they are being
harmed. Although market conditions can change relatively quickly, these tariffs tend to be
reviewed relatively infrequently. Proponents of these measures argue that they are needed
to prevent predatory pricing (i.e., prices below domestic prices) that is used by foreign com-
panies to drive domestic companies out of business, and after that occurs the foreign firms
raise their prices to recoup their losses. The evidence seems to be that genuine predatory
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pricing is rare, and even if it exists higher prices will attract new competitors. Moreover,
predatory pricing is not mentioned in WTO rules nor in US or European law. Antidumping
laws do not take into account developments such as floating (rather than fixed) exchange
rates that make dumping appear to be more widespread than it really is.

The impact of tariffs upon individual business firms is usually direct. Costs and prices of
competitive products are affected. Companies often do things that they otherwise would
not do, particularly in response to a protective tariff.

Quotas

Quotas are specific provisions limiting the amount of foreign products that can be imported.
In some countries they are also imposed on exports as part of national planning. The appli-
cation of quotas may be global or on a country-by-country basis.

In general, quotas may be classified into the following three categories:

1. Most restrictive are absolute quotas, which limit absolutely the amount that can be
imported. The most extreme case is the zero quota, or embargo. There are times when
quotas may be changed.

2. Tariff quotas permit importation of limited quantities at low rates of duty, with any
amount in excess subject to a substantially higher rate.

3. There are different types of voluntary quotas. These are known as voluntary export
restraints (VERs) and are generally to protect domestic companies until they have had
time to make necessary adjustments to regain external competitiveness.

One type of VER results from an explicit international agreement. Another type is unilateral
in form but results from diplomatic negotiations, or other types of pressures at the govern-
mental level. For example, during the period from the early 1980s until 1992 the United
States ‘persuaded’ a number of foreign governments to limit steel exports to the United
States. A third type of voluntary quota is also unilaterally imposed by the exporting country,
but as a result of an evaluation of the market situation in the importing country and without
any commitment with respect to the amount or duration of the quota.

All VERs arise from some pressure from an importing country. The inherent vice of all
quotas is that their use creates confusion and frequently destroys normal marketing pro-
cesses. Indeed, companies sheltered from the demands of competition by foreign compa-
nies because VERs exist have less reason to stay current and up to date in R&D, for example.
Often, when governments guarantee an industry’s survival regardless of performance, that
performance is almost certain to worsen.

Yet there are times when quotas can work to the advantage of the export company and
the organizations selling its products overseas. An illustration is the voluntary restraint
agreement (VRA) that the Japanese government, under strong pressure from the US gov-
ernment, imposed on its own exports of automobiles to the United States beginning in 1983
(Duerr, 1992). When the number of automobiles that they could export to the United States
was reduced below demand, the Japanese automobile companies responded by sending
fully equipped automobiles at the top of their product lines. Because of the demand by US
consumers, everything that was exported was sold at a premium price by the local retailers.
This resulted in substantial increases in profits for both the Japanese companies and their
US dealers. The losers at this time were the consumers who had to pay substantially more
for their automobiles.
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Quotas can have an impact on an international marketer’s sourcing decisions. A Hong
Kong-based manufacturer of textiles, Milo’s Knitwear, moved its production of ramie
and silk from China to Thailand to avoid having its goods barred from Europe due to the
European Union quotas on certain Chinese textile products that existed in 1994.

Extra taxes

Some countries have excise or processing taxes on certain products. Although such taxes
are intended to provide government revenues from domestic sources, the manner in which
they are levied can restrict imports and thus affect an exporter. For instance, European road
taxes on automobiles have served effectively as a means of discriminating against US auto-
mobiles when they were of larger size, weight and horsepower.

A much broader form of taxation of importance to international marketers are the
so-called border taxes that were levied on imports by European countries, which are in
addition to tariffs. A border tax adjustment imposed by a country is intended to place a
tax burden on imports equivalent to that which similar domestic products bear. Conse-
quently, the rate supposedly is equal to the amount of internal excise and other indirect
taxes paid by domestic producers of competing products. The idea behind border taxes is to
put local goods and imports on the same competitive basis. Thus, the tax basically is a type
of value-added tax, but one that does not affect domestic producers.

Qualitative controls

Although these controls limit the profitability of exporting, foreign products can be
imported with few exceptions provided that the seller is willing to accept a lower net return
and/or the buyer pays a higher price. In this way, they are far less restrictive than the vari-
ous quantitative controls such as tariffs and quotas. Of importance are customs procedures,
mark-of-origin and other labeling regulations, and so-called ‘buy domestic’ legislation. In
a study of Australian grocery shoppers, Miranda and Konya (2006) reported that their
results demonstrated that country-of-origin labeling itself may not be persuasive enough to
convince consumers to adopt a particular product. ‘Buy domestic’ regulations are imposed
also by subnational governments. In various ways, each of these can be used effectively to
impede the importation of certain products.

Exchange controls

Government control over the supply of, or demand for, foreign currencies can be used effec-
tively to restrict international/export marketing. Exchange controls limit the amount of for-
eign currency that an importer, for example, can obtain to pay for goods purchased and that
an exporter may receive and hold for goods sold to a foreign country. Limitation of the abil-
ity to obtain foreign currencies effectively stops purchasing abroad, since the seller, with
very rare exceptions, can engage in profitable business only if his or her own currency, or a
currency other than the buyer’s, can be secured in payment. In some instances the quantita-
tive restriction is combined with a qualitative restriction of placing an unduly high price, or
official exchange rate, on the foreign currency desired. By establishing a very unfavorable
official exchange rate the actual domestic currency cost of an import may serve to price it
out of a domestic market.

When an exporter has an overseas sales subsidiary for certain markets, or has a direct
investment or licensing arrangement, profit or income remittance restrictions may become
of concern. These restrictions are part of a country’s general exchange control program
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over the conversion of local currency to foreign currency. They pertain specifically to the
remittance of profits or earnings of ‘local’ operations to the parent organization located in
another country.

Some multinational companies seek out so-called ‘tax havens’ for reincorporation
and establishing a legal domicile for the company. These are countries that have a more
favorable tax treatment than a company’s original home country. In the western hemi-
sphere, Bermuda, the Cayman Islands and the British Virgin Islands have been popular. In
Europe, Switzerland and Ireland are the favorite countries. Both these countries have well-
established tax treaties, which decide which country has primary taxing rights and help
avoid double taxation.

Promotional activities

The policies and programs adopted by governmental organizations to promote exporting
are an increasingly important force in the international environment. Many of the activities
involve implementation and sponsorship by government alone while others are the results
of the joint efforts of government and business. An example of the latter are the so-called
company grouping programs that have evolved in a number of countries, often under the
label of network schemes. Encouraged and facilitated by government, these schemes are
designed for small and medium-sized enterprises (SMEs) and are used primarily — but
not exclusively — for export activities. In general, an export grouping scheme provides the
opportunity for member companies to spread the initial costs and risks of international mar-
ket entry, to share information and experiences, and to pool resources to support stronger
promotional efforts. [llustrative uses of network schemes are the ‘export circles’ in Finland
which have the requirement that each circle be kept small and that the companies must be
noncompetitive (Luostarinen et al., 1994) and the Joint Action Group (JAG) scheme in Aus-
tralia which was initiated by the semi-government agency the Australian Trade Commis-
sion (Austrade) as a way of improving performance of Australian exporters (Welch et al.,
1996a, 1996b). One requirement of such groups is that member companies must accept
group-determined goals and activities, which is often difficult for smaller companies to do
especially when the group comprises competitors. Two approaches have been used to form
groups: (1) supply based, which starts with formation of a group and then seeks an oppor-
tunity and (2) demand driven, which starts with an international prospect or opportunity
and then the group is formed. The JAG approach is an example of the latter.

In addition to becoming parties to agreements and conventions and being members
of supranational organizations, national governments promote international marketing
through so-called regulatory supportive activities. These activities generally fall within the
political or legal jurisdiction of the national government, and are essentially regulatory-type
activities that are used as promotional tools. By the use of such tools, a government attempts
directly to make its country’s products more competitive in world markets. Also, there is the
attempt to encourage greater participation in exporting, particularly for smaller companies,
as illustrated in Exhibit 4.1.

With respect to exporting, two types of government activity are of special significance:
state trading and the granting of subsidies. When engaging in state trading, a govern-
ment either directly involves itself in business transactions through buying and selling (by
state-owned enterprises) or regulates export activities. Export subsidies are to the export
industries what tariffs are to domestic industries. In both cases the aim is to assure the
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Exhibit 4.1 Assisting small business firms

Small and medium-sized businesses need assistance in international marketing that large com-
panies do not. Very simply, the large companies have the resources and the expertise to develop
and implement international marketing programs, especially export marketing programs.

Government, quasi-government, and private organizations offer various types of assis-
tance. To illustrate, Austrade has a comprehensive program designed to assist Australian
small businesses. Austrade is represented in more than 50 countries. An export counselor
at a local Austrade office can do a quick market assessment of the level of demand for
a company’s product in a foreign market and provide information on all relevant regula-
tions there. If the market looks promising more detailed research can be conducted covering
market size, competitive situations, alternative marketing intermediaries to contact, and so
forth. An overseas Austrade office will assist in getting appointments and providing infor-
mation on practical aspects of doing business in that market. In addition, Austrade runs
the Export Market Development Grant scheme (EMDG), which helps SME exporters locate
and develop overseas markets. Grants of up to A$200,000 are given to SME exporters or
intended exporters to pay for up to one-half of their overseas marketing and promotional
costs incurred to earn export revenue.

Other aspects of the Austrade assistance program include trade fair participation, and
grants and loans to assist in such activities as marketing and travel.

Another example of a national government agency that was created to assist small and
medium-sized companies gain export markets is the Japan External Trade Organization (JETRO).
Along the way, JETRO’s major goal changed to import promotion: helping foreign companies
sell their products to Japan. One thing did not change: the focus on small businesses.

JETRO offers companies interested in exporting to Japan many services. Information is
one of the most basic services, and JETRO has long put special emphasis on collecting
and making available accurate, high-quality, and up-to-date information. Individual trade
inquiries are handled, seminars on how to export to Japan are held, and a broad range of
publications on the Japanese market and business practices is published. JETRO also plays
an active role in organizing and promoting trade fairs in Japan as well as in facilitating partic-
ipation by foreign companies in such events.

One of the most innovative activities is the Senior Trade Adviser Program, under which
seasoned Japanese business people are mobilized from private firms, such as trading com-
panies, and dispatched to countries for periods of two years to assist local companies in
developing their exports to Japan. Assistance is not limited to simply providing advice but
also includes introducing customers in Japan, mediating technical tie-ups with Japanese
companies, brokering individual transactions, and so forth.

An illustration of what subnational governments can do is provided by the Trade Division
of the state of New Mexico in the United States. Its mission is to promote New Mexican
products and services worldwide, primarily for the state’s small and medium-sized com-
panies. The trade specialists in the Division, most of whom speak several languages, travel
worldwide presenting New Mexico companies at trade shows and expos, and occasionally
will accompany business people on trips. The Trade Division has two small offices abroad,
both in Mexico, and has contracts with part-time consultants in Germany, Taiwan, and
Israel. The Division’s aims are as follows:

® support and educate state companies by giving seminars on doing business abroad;
® provide guidance, advice, and matchmaking;

@ identify niche markets;
)

showcase products at international trade shows.
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The Division does not make actual business deals. Its role is strictly supportive.

Turning to the private sector, an illustration is the Rotterdam Distriport, which is a nonprofit
foundation including 16 Dutch companies. These companies are active in the Netherlands in
physical distribution, container handling, insurance, accounting, and banking, as well as in
financial, legal, and fiscal areas. The prime objective of Rotterdam Distriport is to assist and
support the foreign exporter to get the most efficient distribution to the markets of Europe
by way of the Port of Rotterdam.

Sources: Adapted from Matsutuji (1992), VIA Port of NY-NJ (1988), and Bullock (1995).

profitability of industries and individual firms that quite likely would succumb if exposed to
the full force of competition. For export industries, revenue is supplemented by subsidies,
or costs are reduced by subsidies to certain input factors. Subsidies can be given through
such tactics as lower taxes on profits attributable to export sales, refunding of various indi-
rect taxes (e.g., some countries refund ‘value-added’ taxes), lower transportation rates for
exported merchandise, and manipulation of the system of exchange rates. Moreover, a sub-
sidy may take the form of a direct grant, which enables the recipient to compete against
companies from other countries that enjoy cost advantages, or may be used for special
promotion by recipient companies. Subsidies should be used with care as many are illegal
under WTO rules.

In a broader sense, government export promotion programs, and programs for inter-
national marketing activities in general, are designed to deal with the following major
barriers:

1. lack of motivation, as international marketing is viewed as more time-consuming, costly,
risky, and less profitable than domestic business;

2. lack of adequate information;

3. operational/resource-based limitations.

These programs are quite popular in developing countries, where they are known as pub-

lic sector trade promotion organizations (TPOs). In many instances TPOs have not proved

suitable for the emerging needs of countries, particularly developing countries. However,

such organizations can be effective in providing marketing assistance if the following apply:

e they enjoy the support of the business community;

e they are adequately funded;

e they are staffed with qualified people who are paid salaries commensurate with the pri-
vate sector;

e they are somewhat independent of government.

Financial activities

In some ways a national government assumes the role of an international banker. One way
in which this role is carried out is through membership in international financial organi-
zations such as the International Monetary Fund, the World Bank, and the International
Finance Corporation. The granting of legal subsidies is another financial-based promo-
tional activity of national governments.
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Some national governments grant direct loans to business firms. For example, in the
United States under certain conditions loans are available from the Export-Import Bank
(Eximbank), the Agency for International Development (AID), and the Commodity Credit
Corporation (CCC). Although Eximbank loans and AID dollar loans are granted to foreign
sources, they must be used to purchase goods and services from US exporters. In Australia
grants and loans are available to small business firms by Austrade.

One of the most vital determinants of the results of a company’s export marketing pro-
gram is its credit policy. Exporters throughout the world are finding that in today’s highly
competitive international marketplace the traditional factors that normally determine com-
petitive advantage — price, quality, and speed of delivery — are sometimes playing a second-
ary role. The supplier that can offer better payment terms and financing conditions may
make a sale, even though the price may be higher or the quality of the product inferior to
that of any competitors. For example, in the United Kingdom, the Export Credits Guarantee
Department (ECGD) guarantees credit and subsidizes export credit offered through com-
mercial banks. Credit rediscounting is available in many countries including France, Korea,
and Sri Lanka. Turkey has used an export credit subsidy.

As the credit terms necessary to make a sale are extended, the risks of payment increase,
and many exporters are reluctant to assume the risks. Consequently, if a national govern-
ment wants to encourage the growth of exports, it is necessary that it offers exporters the
opportunity to shift the risk through credit insurance. Credit insurance and guarantees
cover certain commercial and political risks that might be associated with any given export
transaction. In Australia, for example, the Export Finance and Insurance Corporation
(EFIC) provides payment risk insurance — or a guarantee — to a bank as well as improved
access to working capital. Most of EFIC’s clients are small exporters. Hong Kong has the
Hong Kong Export Credit Insurance Corporation (ECIC), which provides credit insur-
ance to exporters against the risk of nonpayment for goods and services; it also has a Credit
Guarantee Scheme. On a regional basis in 2001 the African Trade Insurance Agency was
created to provide insurance for exports to, from, and within Africa. Insurance is available
for political upheaval, expropriation, and problems with exchange controls.

Information services

For a company to be successful in international marketing, its managers must be able to
make the right decisions consistently. Over the long run, sound decision-making is next to
impossible without adequate and timely marketing information. Marketing information is
indispensable in making such decisions as what market(s) to be in, when to be there, and
how to be there. This is discussed further in Chapter 6. This includes both strategic and tac-
tical decisions.

National governments can provide much of the basic information upon which interna-
tional marketing decisions are based. Obviously not all business firms need to use such infor-
mation services. Many large companies can collect the information they need themselves.
Other firms, even if they do not possess the expertise to do their own research, can afford to
hire outside research agencies to do the needed research or can turn to the Internet. How-
ever, there are a large number of companies that are not in a position to take either of these
approaches. For these firms, generally smaller companies or newcomers to international
marketing, their national government is the major source of basic marketing information. It
should also be mentioned that there are many times when those companies that can do their
own research or can afford to hire a research agency will utilize government information
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services. This will occur when the government is the only source of a particular type of infor-
mation, a more common situation as the government expands its information services.

Although the information relevant for international/export marketers varies from coun-
try to country, the following kinds are available from a number of leading nations:

1. economic, social, and political data on individual countries, including the infrastructure;

. individual reports on foreign firms;

2
3. specific export opportunities;

4. lists of potential overseas buyers, distributors, and agents for various products in differ-
ent countries;

5. summary and detailed information on aggregate international marketing transactions;

=)}

. information on relevant government regulations both at home and abroad;

7. sources of various kinds of information not always available from the government, for
example, foreign credit information;

8. information that will help the company to manage its operation, for example, informa-
tion on export procedures and techniques.

Most of the above-mentioned types of information are made available to business firms
through published reports or documents. In addition, government officials often partici-
pate in seminars and workshops that are aimed at helping the international marketer.

Another approach is to have a company evaluate political risks associated with its inter-
national marketing operations. Many of these risks have been discussed in this chapter.
These are macro risks which apply to industries, all companies, an entire country, etc.
Equally important, and maybe even more important to some companies, are micro political
risks within a host country, which stem from economic, societal, and governmental forces,
and which can affect the individual firm. Alon and Herbert (2009) propose a model that
identifies each of the determinants of micro political risk (internal, external, firm-related)
and suggest variables that managers can use to gauge the relationship of a firm to the host
country. Table 4.3 shows the variables that affect micro political risk.

Export facilitating activities

There are a number of national government activities for stimulating exporting that can be
called export facilitating activities. These include the following:

1. Operating trade development offices abroad, either as a separate entity or as part of the
normal operations of an embassy or consulate.

2. Sponsoring trade missions of business people who go abroad for the purpose of making
sales and/or establishing agencies and other foreign representation.

3. Operating — or participating in — trade fairs and exhibitions. A trade fair is a convenient
marketplace in which buyers and sellers can meet, and in which an exporter can display
products. For example, in 2008 the Hong Kong Trade Development Council partnered
with the Guangdong (China) Province Department of Foreign Trade and Economic
Cooperation in organizing a major overseas trade promotion in Budapest, Hungary.
More than 170 Hong Kong and Guangdong companies were showcased.

4. Operating permanent trade centers in foreign market areas, which run trade shows often
concentrating on a single industry.
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Table 4.3 Variables affecting micro political risk

Internal antecedents

Economic-related factors

1. Labor conditions

2. Congruence with national economic interests and goals
3. Availability of alternative suppliers

Society-related factors

1. Degree of power distance

2. Degree of uncertainty avoidance
3. Degree of collectivism

Government-related factors

1. Firm-specific regulatory actions
2. Degree of nationalism

3. Subsidization of local industry
4. Transparency and corruption

External antecedents

Economic-related factors

1. Degree of economic dependence on the home country

2. Involvement in regional economic agreements (e.g., WTO, NAFTA)
3. Balance of payments

Society-related factors

1. Influence of adverse international activist groups
2. Extent of cultural distance

3. Extent of international societal disputes

Government-related factors

1. Diplomatic stress within the home country

2. Involvement in regional political agreements (e.g., NATO, UN)
3. Extent of currency (in)stability

Firm-related factors

Contribution of the firm/project to the local economy
1. Level of technology transfer

2. Exports generated by firm/project

3. Size of operation

Bargaining power of the firm relative to the government
1. Dependence of firm on local market

2. Extent of natural resource seeking

3. Level of firm diversification

Governance structure

1. Degree of ownership

2. Extent of financial policies adverse to the BOP (e.g., transfer pricing)
3. Intra-corporate transfers

Source: Adapted from Alon and Herbert, 2009, p. 131. This table was published in Business Horizons,
Vol. 52. Copyright Elsevier 2009.
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From the point of view of the national government, each of these activities represents a
different approach to stimulating the growth of exports. From the point of view of an indi-
vidual company, they provide relatively low-cost alternative ways to make direct contact
with potential buyers in overseas markets. Thus these services provide a way to expand
overseas market coverage at a relatively low cost.

While promotion of exporting by the national government serves useful purposes, it
is usually not directed to any specific political subdivision of a country. Political subunits
such as states, provinces and municipalities in some countries (e.g., Canada, the United
States, Germany) have actively moved into the promotion of international business with
the purpose of aiding business firms located within their boundaries.

Both long- and short-range programs have been developed to tap foreign markets
and grasp the many opportunities available. These programs have been aimed at help-
ing those already active in export marketing as well as those to whom exporting may
be an entirely new venture. Most of the subnational government activity occurs at the
state or provincial level, but there is some activity at the local or municipal level (e.g.,
the Office of Economic Promotion for the City of Diisseldorf in Germany). The kinds
of activities that subnational government agencies engage in are similar to those of
national governments, including sponsoring trade missions and trade shows and oper-
ating trade development offices, but are targeted to more ‘local’ business firms. For
example, the Canadian provinces of Alberta, Quebec, and Prince Edward Island were
operating trade offices in Hong Kong in mid-1996 as were the US states of New York
and California. As previously mentioned, the US state of New Mexico operates over-
seas offices in Mexico and has part-time consultants in Berlin, Germany; Taipei, Tai-
wan; and Jerusalem, Israel. One success story is that in early 2000 the German circuit
board manufacturer Sennheiser Electronic GmbH opened a manufacturing plant in
the state. Also previously mentioned were the trade missions from the US state of New
Hampshire.

Somewhat related to these activities are the government-authorized free trade zones,
free ports, and free perimeters. A free trade zone is basically an enclosed, policed area with-
out resident population in, adjacent to, or near a port of entry, into which foreign goods not
otherwise prohibited may be brought without formal Customs entry or payment of duties.
Examples are the Colon Free Zone in Panama and the Barranquilla free trade zone in
Colombia. A free port encompasses a port or entire city isolated from the rest of the country
for customs purposes. An example of a major free port is Hong Kong. Finally, a free perim-
eter is similar to a free port in the kinds of activities allowed, but is generally confined to a
‘remote’ underdeveloped region. Certain areas in Mexico extending about 7 km from the US
border illustrate this type of operation. Since all these areas have the effect of encouraging
and facilitating international transactions, the exporter may find them useful in the distri-
bution of products not only to a single country but to an entire region. Hong Kong is a much
used distribution center for the entire Far East.

Some developing and newly industrialized countries have established export processing
zones (EPZs) as a vehicle for promoting industrialization. Examples are the Jakarta Zone in
Indonesia, the Penang Zone in Malaysia and the Batran Zone in the Philippines. An EPZ is
a relatively small, geographically separated area within a country, the purpose of which is
to attract foreign investment in export-oriented industries. The EPZ allows imports of prod-
ucts to be used in producing exports on a bonded duty-free basis. An exporter can use such
zones as a base for serving several markets.
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Promotion by private organizations

Various nongovernmental organizations play a role in the promotion of international mar-
keting. Many of the activities overlap and duplicate those of government agencies. Others,
however, can be viewed as a supplement to government endeavors. A general listing of the
types of nongovernmental organizations engaging in international marketing promotion is
as follows:

1. chambers of commerce: local chambers of commerce; national chambers, national
and international associations of chambers; national chambers abroad and binational
chambers;

2. industry and trade associations: national, regional, and sectoral industry associations;
associations of trading houses; mixed associations of manufacturers, traders, and other
bodies;

3. other organizations concerned with trade promotion: organizations carrying out export
research; regional export promotion organizations; world trade centers; geographically
oriented trade promotion organizations; export associations and clubs, international
business associations, world trade clubs; organizations concerned with commercial
arbitration;

4. export service organizations: banks; transport companies; freight forwarders; port
authorities; export merchants and trading companies.

The types of assistance available to business firms include information and publications,
education and assistance in ‘technical’ details, and promotion in foreign countries. Our dis-
cussion has, of necessity, been quite brief.

State trading

The extreme level of government involvement in international marketing is state trading,
which is defined to include government engagement in commercial operations, directly or
through agencies under its control, either in place of or in addition to private traders. Exam-
ples of countries with active state trading activities are China and Russia, and other coun-
tries where all exports and imports and exchange are handled by government monopolies
or where individual state-owned enterprises are involved in international marketing activ-
ity. Many of these countries are now allowing or experimenting with some private trading
activities either through joint ventures or as a result of privatization of state-owned enter-
prises. In addition, Australia and certain African countries have marketing boards to handle
foreign trade.

In capitalist countries state trading is not a normal and regular activity of the state. It is
undertaken to achieve specific objectives that are related to problems of a relatively tem-
porary nature. Exceptions are activities of companies that may be owned by the state but
which operate as if they were privately owned.

In general, whether communist or capitalist, a country may undertake state trading to
achieve one or more of the following objectives:

e further its political goals;
e dispose of surpluses in various products;

e encourage export trade;
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@ enhance domestic planning programs by purchasing products needed to fill a gap in the
plans;

improve the country’s balance of international payments;
control foreign exchange;

maintain national security and defense;

acquire specific products, either because they can be obtained at lower cost or because
they are scarce at home and/or abroad;

e help domestic interests by improving trade bargaining power or by protection against
foreign competition.

Private business firms are concerned about state trading for two reasons. First, the estab-
lishment of import monopolies means that exporters have to make substantial adjustments
in their export marketing programs. They cannot sell directly to markets and develop cus-
tomer loyalty as in private enterprise economies. The state buying office buys certain goods
to fill a gap in the total state plan, and the seller’s marketing know-how cannot be used to
the extent possible in private enterprise economies to influence or change the buying plan.

Second, if state traders wish to utilize the monopolistic power they possess, private
international marketers are not really equipped to compete and deal with them. Backed by
almost unlimited funds and untroubled by the need to operate at a monetary profit, they
can be powerful bargainers, and they can extract payment from international marketers for
marketing rights in their country.

Economic integration

Since the 1950s a key economic force affecting all forms of international business activ-
ity, especially exporting and FDI, has been the formation of regional economic integration
arrangements, also known more generically as regional trading blocs or RTBs. In its broad-
est sense, economic integration means the unification in some way of separate individual
economies into a larger single economy. In effect, such integration goes beyond purely eco-
nomic issues, and involves socio-cultural and political-legal matters as well. Consequently,
we can view regional economic integration schemes as arrangements designed to pro-
mote closer economic ties within an area comprising several politically independent coun-
tries, which minimize the economic consequences of political (and perhaps even cultural)
boundaries.

Various schemes for achieving regional economic integration have been attempted, are
operational, or have been suggested. These range from bilateral agreements to eliminate
trade barriers as discussed briefly earlier in this chapter to complete economic integra-
tion with supranational institutions (e.g., the European Union). As shown in Table 4.4, the
major types of integration schemes range from the least complex and exacting one of a free
trade area to the most comprehensive political union. Illustrations of each type that exist
today are presented in Table 4.5.

Regional integration schemes typically establish Rules of Origin, which include pro-
visions for the amount of content that must be region based in order for a product to be
exported/imported between countries in the region without tariff, or at a reduced tariff if
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tariffs have yet to be totally eliminated. Using NAFTA as an illustration, a company export-
ing a motor from the United States to Canada would have to prove that a specific percentage
of the motor originated in one or more of the three countries in NAFTA. Various products
may have different NAFTA content requirements. Rules of Origin are established to ensure
that a nonmember country such as say, Taiwan, cannot get in ‘through the back door’ by
first shipping a product to a warehouse in Mexico and eventually exporting it to the United
States duty free. Other regional areas operate in a similar manner.

Table 4.4 Characteristics of economic integration

Characteristics Free trade Customs Common Economic Political
area union market union union
Removal of internal tariffs X X X X X
Common external tariffs X X X X
Free flow of capital and labor X X X
Harmonization of economic policy X X
Political integration X

Table 4.5 Existing economic integration arrangements

Free trade area

European Free Trade Association (EFTA): Latin American Integration Association:
Iceland Argentina Mexico
Liechtenstein Bolivia Paraguay
Norway Brazil Peru
Switzerland Chile Uruguay
Colombia Venezuela
Cuba
Ecuador
Association of Southeast Asian Nations (ASEAN): Central American Integration System (SICA):
Brunei Philippines Belize Guatemala
Cambodia Singapore Costa Rica Honduras
Indonesia Thailand Dominican Republic Nicaragua
Laos Vietnam El Salvador Panama
Malaysia
Myanmar Observers
Chile Italy
Republic of China Brazil
ASEAN-China Germany Argentina
China and the members of the ASEAN free trade area Mexico Spain
ASEAN-Australia North American Free Trade Area (NAFTA):
Australia and the members of the ASEAN free trade area United States
ASEAN-New Zealand Canada
New Zealand and the members of the ASEAN free trade Mexico
area
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Customs union

Benelux:
Belgium
Netherlands
Luxembourg

Common market

European Union (EU): Andean Common Market:
Austria Italy Bolivia Peru
Belgium Latvia Colombia Venezuela
Bulgaria Lithuania Ecuador
Cyprus Luxembourg Mercosur:
Croatia Malta Argentina
Czech Republic Netherlands Brazil
Denmark Poland Paraguay
Estonia Portugal Uruguay
Finland Romania Venezuela*
France Slovakia Associate members
Germany Slovenia Bolivia
Greece Spain Chile
Hungary Sweden Colombia
Ireland United Kingdom Ecuador
Applied for admission Peru
Turkey
Macedonia
Iceland
Caribbean Community and Common Central American Common
Market (CARICOM): Market (CACM):
Antigua and Barbuda Jamaica Costa Rica Honduras
The Bahamas Montserrat El Salvador Nicaragua
Barbados St Kitts and Nevis Guatemala
Belize St Lucia
Dominica St Vincent and the Grenadines
Grenada Suriname
Guyana Trinidad and Tobago
Haiti
Associate members
Anguilla
Bermuda

British Virgin Islands

Cayman Islands

Turks and Caicos Islands

Economic union

The closest is the EU. The creation of the so-called EU ‘internal market’ at the end of 1992 was a step toward fully
integrated economic cooperation between the then 12 (now 27) member states.

Political union

The British Commonwealth of Nations can be viewed as a voluntary union. Similarly, the EU is moving in this
direction under various provisions of the Maastricht Treaty, including the creation of a single currency, the euro.

*awaiting ratification of its membership
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Exporting business firms may be affected in two basic ways by the formation of any type
of regional scheme. There may be a preference effect and a growth effect. For exporters
located outside any particular region a preference effect means that there will be a decrease
in their exports to that region (perhaps even a total loss of market) because of the preferen-
tial treatment given to competitors located within the region. Of course, up to a point the
‘outsider’ can become more competitive by having a superior product, lower price, enter-
ing into one or more strategic alliances, or at the extreme by developing a production base
within the region. In some situations the development of a production base is ‘encouraged’
by the integration group. ASEAN, for example, since its inception in the late 1960s, has
had a program for complementary sectorial development of various industries. The govern-
ments promote foreign investment in ‘approved’ industries. Any action taken by an outsider
to respond to the preference effect can necessitate a change in strategy and/or tactics by
exporters to the region.

To an extent this preferential effect may be offset by the growth effect. Since a larger
total market has been created, this together with the increased rate of economic growth
means that consumers and industrial users will have more money to spend on products
from abroad.

Preference and growth effects also touch companies located within the regionally inte-
grated area. The results of economic integration to inside companies will probably be lower
costs and increased sales. Input costs should decrease since inputs of all kinds become avail-
able from larger areas and without a tariff charge. Sales should increase because of expand-
ing markets. Of course, not all companies will benefit to the same extent.

Economic integration can also be expected to result in the redistribution of economic
activities to more efficient producers of goods and services. Less efficient producers, who
were able to sell their products domestically only because of protective national barriers,
will need to improve efficiency, combine with others, find new niches, or decline and go
out of business. Companies already exporting when further integration occurs have already
demonstrated their competitiveness and should be able to improve their positions.

One potential problem of the preference effect is that it may cause trade to flow in inef-
ficient ways, a process known as trade diversion. In Chapter 2 we discussed comparative
advantage as a basis of trade. If the United States imports Mexican televisions merely
because the Mexican goods are tariff free, even if, say, Malaysia has a comparative advan-
tage in television manufacturing, the main benefit of trade will be lost.

A second issue is that regionalism may block efforts to liberalize trade throughout the
world. There is no clear-cut theoretical answer to the question of whether regional trade
agreements are good or bad, and empirical results are disputed. There is disagreement
about the extent of trade diversion. One basis for judging regional arrangements is how
much they discriminate between members and nonmembers. For example, there is evi-
dence that Mercosur’s high tariffs cause the countries to import from one another when it
would be more efficient to buy products elsewhere. Given the mixed evidence, regionalism
is not necessarily good or bad for free trade. In the end, the success of global efforts to lib-
eralize trade depends mainly on whether governments want to move in that direction, not
whether they seek or reject regional agreements.

It is tempting to think that, from a marketing viewpoint, a region (such as the Euro-
pean Union) could be treated by an exporter as a single market area, and the European
Union has a single currency — the euro — in use in most, but not all, member countries. The
exporter that conducts operations using such a strategy will soon find that things are not
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as they seem. Within a region, separate markets do not cease to exist. The relevant demo-
graphic characteristics and social, legal, and cultural influences that define a market do not
change just because a country is part of an area with free internal trade and perhaps even
free movement of resources. In addition to variations in consumer needs and attitudes,
other factors may still lead to such market differences — government regulations of market-
ing activities, distribution structures, and media availability, to mention just a few. Finally,
there are many languages spoken within the European Union, for example.

Regional economic integration is a dynamic activity. Because of this it is not easy to
describe and analyze what is happening throughout the world. What exists today may
not exist tomorrow, at least in the same form. What is proposed today may never even
come about.

It is in Europe where the most dynamic events have occurred. In 1987 the 12 nations of
the European Union approved the Single European Act. This Act called for the implement-
ing of 285 accords by 1 January 1993. The end result was to be the creation of the internal
market. Although there already was free movement of products and resources within the
community, there were gaps that needed to be closed. Moreover, all border controls and
technical barriers to trade were to be removed, government purchasing was to be opened
to non-nationals, and financial services were to be opened up competitively. These issues
are covered in the Maastricht Treaty, which was finally ratified by all European Union
members in 1993. On 1 January 2002 the common currency, the euro, began circulation
and its coins and bills replaced the currencies of the member countries of the European
Monetary Union (EMU). All countries except Denmark, the United Kingdom, and Sweden
are members of the EMU. The single currency has caused marketers to restructure pricing
strategies and will lead to increased competition between firms in Europe as price com-
parisons are easier among countries. There will be cross-border trade due to differences
in taxes. Not having to worry about foreign exchange costs and risks will also impact on
supplier relationships and internal organization and investment. But it is in pricing where
the most significant impact will be.

The long-run goal of European Union leadership is to expand membership to other
countries. Former EFTA members Austria, Sweden, and Finland entered in 1995. The Euro-
pean Union and EFTA agreed on an alliance — the European Economic Association (EEA).
As of mid-2007, the EEA consisted of the 27 member states of the European Union and
the EFTA countries of Iceland, Liechtenstein and Norway. In a referendum, Switzerland’s
citizens chose not to participate in the EEA. Rather, Switzerland is linked to the European
Union by Swiss—European Union bilateral agreements, with a different content than that of
the EEA agreement. Turkey, Macedonia, and Croatia have applied for membership in the
European Union.

Much of the business done by the European Union is subject to majority voting among
the member countries. But there are some areas where any national government can use
its national veto power to stop the European Union from adopting new laws or policy deci-
sions, including: revision of European Union treaties, admission of new members, defense,
international agreements, use of European Union money for promoting employment, new
European Union or national subsidies to industry, obligatory harmonization of national tax
legislation, financial assistance to a member in serious economic difficulty, and external
trade in services and intellectual property.

As the European Union illustrates, these regional groupings often are concerned with
more than economic issues. Another illustration of this is the Central American Integration
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System (SICA). SICA is the economic, cultural, and political organization of Central Amer-
ican states, and has been so since 1993. This organization extended earlier cooperation
among countries in the region in search of regional peace, political freedom, and economic
development (http://en.wikipedia.org/wiki/Central_American_Integration_System,
accessed 21 July 2010).

Summary

This chapter has discussed the major components of the political, legal, and governmental
environment that all companies face, both at home and in foreign markets. The role of gov-
ernment, and thus the political and legal aspects, is to promote, impede, and/or compete.
Each of these intervention activities have been discussed and, where appropriate, examples
given. Bilateral trade agreements and regional economic integration have been given spe-
cific attention.

Questions for discussion

4.1 Government can play many roles in international marketing. What are these roles and how
does each affect individual business firms?

4.2 Why is it that some exporters would support voluntary export restraints agreed to by their
government?

4.3 For a country of your choice, determine what its government does to promote exports and
other international marketing activity.

4.4 What is regional economic integration, what is its objective, how is it supposed to achieve its
objective, and what impact is there on individual exporters?

4.5 Should an economically integrated region be considered as one market area? Explain your
answer. Would your answer vary for the European Union in contrast to, say, ASEAN?

4.6 Can the European Union become too big? Is there a point of diminishing returns for a
regional economic area? Explain.

4.7 Distinguish between legal, political, and government influences on the international marketer.
4.8 Explain how a single government can promote, impede, and compete at the same time.

4.9 What role should subnational government bodies play in the international environment?
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Avon Products, Inc. (A)

(This case study was written by Yim-Yu Wong and Edwin
Duerr, both of San Francisco State University.)

In the decade of the 2010s, the plans and operations
of Avon Inc. in marketing, research, and manufactur-
ing throughout Asia are still being affected by actions
taken after a 1998 meeting. The US cosmetics giant had
considered China the keystone of its marketing effort
in Asia. Years of effort and the development of a large
direct marketing organization in that country had made
operations in China its most profitable and most rapidly
growing market in Asia. On 21 April 1998 senior company
officials from the New York headquarters and throughout
Asia had gathered in Guangzhou for what was supposed
to be a festive occasion. During the meeting William
Pryor, Avon’s head of China operations, was called away
from his table to take a phone call. When he returned, it
was with devastating news. The Chinese government had
just announced an immediate ban on all direct selling.

In 113 years, Avon had used only direct selling and
had no experience in traditional retailing. Thus the large
financial investments they had made in China begin-
ning in 1990, and the expected potential for growth in
the Chinese market, were in immediate and very serious
danger. While Avon had enjoyed eight consecutive years
of profit in China, the implications went beyond the pos-
sible loss of the Chinese market itself. Avon had planned
to use China as a manufacturing base for its export activ-
ities, thus strengthening its status as a global company.
At corporate headquarters in the United States the ban
not only demonstrated that regulatory and bureaucratic
uncertainty continued to be a major problem for foreign
businesses in China, but also provoked reconsideration by
Avon of its strategic approach to the global market.

The company and its competitors

Avon Products, Inc. was founded in 1886 by David
McConnell as the California Perfume Company. The name
was officially changed to Avon Products, Inc. in 1939. In
the late 1990s the company was operating in over 135
countries with a sales force of more than 2.3 million
independent representatives. These representatives,
called Avon Ladies, handled 650 million customer orders
and generated more than US$2 billion in commissions
per year.

The company is the world’s largest direct seller of
beauty and related products. A leader in skin care prod-
ucts, it is also a manufacturer of costume jewelry, and
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markets an extensive line of apparel, gifts, decorative
items, collectables, and family entertainment products.
Of these products, cosmetics account for over 60% of
total sales. With US$4.8 billion in annual revenue, Avon
was ranked 293 among Fortune 500s list of the largest US
companies in 1998.

The vision of Avon is: ‘To be the company that best
understands and satisfies the product, service, and
self-fulfillment needs of women - globally. The vision
influences the company’s research, product development,
marketing and management practices’ (Www.avon.com).

Avon is in some of the most competitive consum-
er-product markets in the world. Their target market is
women in a wide age range, from teens to the over 40s,
in two different market segments. The Avon Skin Care
line, targeted at the lower end of the mass market, offers
modestly priced, daily-use-type products. This line is
designed to be ‘simple’ and appeal to customers who pre-
fer a ‘less involved’ skin care regime. It is expected to be
a beginning step for some consumers to skin care, and
Avon hopes that these customers will eventually move
to its higher-scale products. The major competitors in
low-end skin care products are Oil of Olay (Oil of Ulan
in China), Neutrogena, Ponds, Biore, Almay; there are
many others. In coloring products, competitors include
Maybelline, Cover Girl, Almay, Revlon, L’Oréal, Oil of
Olay, among many others. Other products, such as Anew,
target the lower end of the premium segment, where
competitors include Estée Lauder, Lancome, Christian
Dior, and Clinique. Two major direct marketing compet-
itors, at both the domestic and international levels, are
Amway and Mary Kay.

The high-end products have been developed through
an ongoing research effort that has resulted in a number
of innovations and new products. Avon scientists devel-
oped Anew, a skin care cream containing alpha-hydroxy-
acid, which provided anti-aging benefits beyond what
was available in other products. Its Bio Advance was the
first product to use stabilized retinol, a form of vitamin A,
and Collagen Booster facilitated the use of vitamin C. In
the late 1990s the company obtained US Food and Drug
Administration approval of the use of Parsol 1789 to
fight damage caused by UVA rays. It used this material in
a new Age Block Daytime Defense Cream. The company
has 19 laboratories worldwide that develop products and
packaging. In addition to its own research staff and inde-
pendent experts, Avon uses focus groups in evaluating
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potential new products, and has company employees use
the products.

In 1996 Avon spent US$30 million on an advertising
campaign, which focused on the Avon Lady, the core of
the company’s success, and a new product image. Avon
is now projected as having a contemporary product with
a consistent, high-quality image in all markets. Its adver-
tising program uses celebrities, such as fashion designer
Josie Natori and Olympic athlete Jackie Joyner-Kersee.
Avon moved away from mature, matronly appearance to
updated, sophisticated, and glamorous images. The result
is a more vibrant beauty image, similar to other US brand
names such as Revlon, Mabelline, and Cover Girl. Also
under this campaign, Avon advertised on television for
the first time in 20 years, and began direct selling on the
Internet in April 1997. Its website now attracts 300,000
visitors per month.

Avon credits the maintenance of its competitive
position to several factors including attractive product
designs, high product quality, reasonable prices, company
and product image, innovative products, guarantees, and
commitment to product satisfaction. The personalized,
friendly customer service offered by Avon Ladies is con-
sidered a key competitive strength.

Avon does not require its sales representatives to
spend money in advance to purchase a starting kit and
inventory. As a matter of policy, the company attempts to
avoid having representatives use a hard selling approach
or hard-core pressure tactics. There is an effort to cre-
ate a relaxed, approachable, and friendly image through
the Avon Ladies and a few gentlemen. The ability to
attract and hold an effective direct sales force has been
an important factor in Avon’s success. For those who like
interacting with customers, Avon Lady positions provide
opportunities for women to be their own bosses in jobs
with flexibility, simplicity, and low stress. For women who
wish to move on to more responsible jobs, the company
offers career positions and opportunities to move up in
the organization. Avon is one of the few companies in the
Fortune 500 that has six women on the Board of Directors.

The company emphasizes its international charac-
ter. Under the Chairman and CEO, policy is developed
by a senior management team called the Global Busi-
ness Council. Members of the Council include the top
executives of Avon’s Operating Business Units (OBUs),
the chief financial and administrative officer, and the
president of global marketing. The company groups its
operations, by region, into five OBUs: the United States;
Asia-Pacific; Mexico-Central America-South America;
Brazil-Colombia; and Europe. Each OBU has a headquar-
ters within its respective region.

Case Study 4.1

Avon overseas

Avon’s first overseas operation was in 1954 in Venezuela.
Its success there motivated the company to continue
expansion. It went to Europe in 1957, Australia in 1963,
Japan in 1969, Malaysia in 1977, the Philippines and
Thailand in 1978, Taiwan in 1982, and Indonesia in 1988.
From 1990 to 1998 Avon entered 18 new markets, mostly
in Asia, including China. Avon’s products are distributed
through subsidiaries in 45 countries and through other
marketing channels in 89 additional countries.

Over 65% of Avon’s sales earnings come from overseas
operations, and the growth of overseas production and
sales outpace those in the United States. Rising incomes
in Asia during the 1980s and early 1990s led to a greater
demand for beauty products there, and encouraged
expansion in that area. Additionally, the importance of
appearance to the increasing number of Asian women in
the workforce added to the number of customers. Ana-
lysts also attribute Avon’s success in foreign markets, par-
ticularly those in developing economies, to the earning
opportunities the company offers to women who have
little chance to work outside the home or even find a job.
Increasing demand had been combined with an expand-
ing number of women interested in direct selling, a key
strength of the company.

Overseas operations continue to be Avon’s first prior-
ity for growth. The economic crisis in 1997 in Asia did not
frighten the company. Instead it planned to take advan-
tage of the favorable exchange rate to invest between
US$65 and US$75 million to construct manufacturing
plants in the Philippines and China. Avon believed that
the financial problem in Asia was short term whereas the
company is in Asia for the long term.

Global strategies and products

Avon is an example of a company that ‘thinks globally and
acts locally.” That is, it pursues economies of scale and
scope in manufacturing, logistics and marketing by select-
ing the most cost-effective facility locations and scales of
operation on a worldwide basis. Product variations, which
increase costs, are limited to those demanded by the var-
ious markets served. Overall, it balances the cost-saving
potential of standardization with responsiveness to indi-
vidual market needs in pursuing both profits and market
share. Avon has production facilities in 45 countries and a
market covering over 135 countries.

Beginning in the 1990s, the company developed
‘global product’ lines that could be sold in multiple mar-
kets, with only limited variations in packaging and mar-
keting to meet differing national requirements. Avon’s
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global products are first developed in the United States
and tested in the mass US market. Next, the potential
of the product’s marketability is validated by Avon’s
Global Product Council and global market research.
Some of the criteria for creating successful global prod-
ucts include market viability in at least six of Avon’s
major markets, the potential to be among the top three
brand names in each market, and the potential to gener-
ate at least $75 million in annual sales. Most of Avon’s
global products are actually sold in 50 to 60 markets
simultaneously.

The eight global product lines introduced in the 1990s
(Avon Color, Far Away, Rare Gold, Millennia, Natori,
Josie, Anew, and Avon Skin Care) have been highly suc-
cessful. They accounted for 26% of Avon’s total sales of
cosmetics, fragrances, and toiletries in 1996 and 39% in
1997. Developing global products will continue to be a
major emphasis of Avon.

China’s overall market and business climate

The Chinese market has grown rapidly since China began
its open door policy in the early 1970s. During the follow-
ing two decades, foreign businesses increased investment
and marketing activities in an attempt to attain first mover
advantages in this nation of 1.2 billion consumers. The
suppression of student protestors in 1989 at Tiananmen
Square resulted in the cessation of almost all new foreign
investment, but within two years both foreign and domes-
tic investment were again booming.

Although there was a lack of accurate, reliable infor-
mation on which to base economic forecasts, many econo-
mists and businesses believed that China was a promising
consumer market in the long run. When Avon was consid-
ering a substantial commitment to marketing in China in
the early 1990s, the per capita income was below $400
per year. However, there was a growing middle class
with a high level of discretionary income. By the mid-
1990s consumers in big cities, such as Shanghai, spent
up to 80% of their disposable income on entertainment,
clothing and cosmetics. According to US Department of
Commerece statistics, retail sales in China reached US$297
billion in 1996 as many entrepreneurs, professionals in
private companies, and workers in township enterprises
became more affluent.

The common cultural background of Chinese peo-
ple allows, to some extent, product standardization and
coordination. Yet regional differences in levels of eco-
nomic development, infrastructure, consumer purchasing
power, distribution, and transportation logistics result in
very different levels of market attractiveness in various
parts of the country. Fortunately for foreign firms, the
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Chinese generally regard foreign-made products to be of
better quality and a symbol of prestige and status.

One major challenge to foreign business in China is
the regulatory uncertainty. New laws, reinterpretation
of laws, disagreements between arms of the central gov-
ernment, and differences in national and regional reg-
ulations present continuing hazards. In 2001 the State
Postal Bureau claimed a law gave them the exclusive right
to deliver international express mail. The Ministry of For-
eign Trade and Economic Cooperation indicated that a
1995 order by the State Council granted foreign freight
forwarders, such as DHL, FedEx, and UPS, the right to do
so. In the meantime, postal offices in some parts of China
set up roadblocks and confiscated deliveries. In another
example, as an inducement to capital investment, the
government had offered tax breaks on imported capital
equipment at one point, abolished the incentives in 1996,
and then restored them in 1998.

The cosmetic and skin care market

Skin care products have a long history in China, but
their use was discouraged, and at times prohibited, dur-
ing much of the Communist period. But with reform
and modernization women again began using make-up
and skin care products. Cosmetics sales in China grew
40% from 1990 to 1995, reaching a level of US$1.5 bil-
lion annually. A department store in Shanghai found
that sales in a 100,000-square-foot cosmetic department
space were: 10-18% for fragrances, 60-70% for skin care,
20% for color cosmetics, and 0.5% for body care prod-
ucts. In 1996, 70% of cosmetics were sold through state-
owned businesses or selling cooperatives. In 1998, 80%
of women living in big cities bought cosmetics at large
shopping malls and 16% at general department stores
or supermarkets. One important factor in the growth of
cosmetics sales was the introduction of more expensive,
up-scale international cosmetic brands into China.

In spite of the inroads of foreign brands, high-quality
local brands still dominate the market. There are around
2800 local cosmetics manufacturers in China, of which
over 90% are small in size. Of these companies, 470 now
have partial foreign direct investment. The official record
of cosmetics imports is around US$23 million per year,
but there is a large and unrecorded smuggling operation
in southern China. Altogether, there are about 300 brands
sold in China, of which the 28 largest dominate the mar-
ket. Yue-Sai Han, a Coty-backed joint venture, is impor-
tant in the cosmetic and skin care product market. Kan,
the Chinese partner in that joint venture, is a television
celebrity and is known as China’s ‘Barbara Walters.” A
Hong Kong-based brand, Cheng Mingming, has also done



well in China. Foreign brands are mostly the choice of the
younger consumers whereas older or more conservative
people prefer domestic brands. Other best-selling foreign
brands include Estée Lauder, Christian Dior, Lancome,
and Clarins.

Marketing tactics for foreign brands are similar to
those used in the United States including the offering
of free gift sets. However, while a five-piece gift set is
commonly offered by cosmetic companies in the United
States, seven-piece gift sets are offered in China. The pri-
mary advantage of Chinese-made cosmetics is their lower
prices. China levies duties amounting to 120% of the
landed price on imported cosmetics.

Direct selling in China

Direct selling is a relatively new concept in China. Avon
pioneered direct selling in China beginning in 1990, and
was followed by Amway and Mary Kay. The Chinese gov-
ernment knew very little about direct selling and there-
fore had virtually no control of or regulations on it. China
appeared to be a promising opportunity for direct selling
for several reasons:

e Direct selling is labor intensive, and China has an
abundant supply of labor.

e Direct selling relies on personal contacts for promotion
instead of extensive mass advertising (mass advertis-
ing does not reach the majority of Chinese consumers).

e U