' ‘All good marketing is local. Global companies know this and
.4 are going “glocal”. Svend Hollensen has captured all the latest
trends in this new edition of his Global Marketing.’
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PREFACE

Globalization is the growing interdependence of national economies - involving primarily
customers, producers, suppliers and governments in different markets. Global marketing
therefore reflects the trend of firms selling and distributing products and services in many
countries around the world. It is associated with governments reducing trade and investment
barriers, firms manufacturing in multiple countries and foreign firms increasingly competing
in domestic markets.

For many years, the globalization of markets, caused by the convergence of tastes across
borders, was thought to result in very large multinational enterprises that could use their
advantages in scale economies to introduce world-standardized products successfully.

In his famous 1994 book, The Global Paradox, John Naisbitt has contradicted this myth,
especially the last part:'

The mindset that in a huge global economy the multinationals dominate world business
couldn’t have been more wrong. The bigger and more open the world economy becomes,
the more small and middle sized companies will dominate. In one of the major turnarounds
in my lifetime, we have moved from ‘economies of scale’ to ‘diseconomies of scale’;
from bigger is better to bigger is inefficient, costly and wastefully bureaucratic, inflexible
and, now, disastrous. And the paradox that has occurred is, as we move to the global
context: The smaller and speedier players will prevail on a much expanded field.

When the largest corporations (e.g. IBM, ABB) downsize, they are seeking to emulate the
entrepreneurial behaviour of successful SMEs (small and medium-sized enterprises) where
the implementation phase plays a more important role than in large companies. Since the
behaviours of smaller and (divisions of) larger firms (according to the above quotation)
are convergent, the differences in the global marketing behaviour between SMEs and
LSEs (large-scale enterprises) are slowly disappearing. What is happening is that the LSEs
are downsizing and decentralizing their decision-making process. The result will be a
more decision- and action-oriented approach to global marketing. This approach will also
characterize this book.

In light of their smaller size, most SMEs lack the capabilities, market power and other
resources of traditional multinational LSEs. Compared with the resource-rich LSEs, the
complexities of operating under globalization are considerably more difficult for the SME.
The success of SMEs under globalization depends in large part on the decision and imple-
mentation of the right international marketing strategy.

The primary role of marketing management, in any organization, is to design and execute
effective marketing programmes that will pay off. Companies can do this in their home
market or they can do it in one or more international markets. Going international is an
enormously expensive exercise, in terms of both money and, especially, top management
time and commitment. Due to the high cost, going international must generate added value
for the company beyond extra sales. In other words, the company needs to gain a competitive
advantage by going international. So, unless the company gains by going international, it
should probably stay at home.

The task of global marketing management is complex enough when the company operates
in one foreign national market. It is much more complex when the company starts opera-
tions in several countries. Marketing programmes must, in these situations, adapt to the

' Naisbitt, J. (1994) The Global Paradox, Nicholas Brearly Publishing, London, p. 17.
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needs and preferences of customers that have different levels of purchasing power as well as
different climates, languages and cultures. Moreover, patterns of competition and methods
of doing business differ between nations and sometimes also within regions of the same
nation. In spite of the many differences, however, it is important to hold on to similarities
across borders. Some coordination of international activities will be required, but at the same
time the company will gain some synergy across borders, in the way that experience and
learning acquired in one country can be transferred to another.

Objectives

This book’s value chain offers the reader an analytic decision-oriented framework for the
development and implementation of global marketing programmes. Consequently, the reader
should be able to analyse, select and evaluate the appropriate conceptual frameworks for
approaching the five main management decisions connected with the global marketing
process: (1) whether to internationalize; (2) deciding which markets to enter; (3) deciding
how to enter the foreign market; (4) designing the global marketing programme; and (5)
implementing and coordinating the global marketing programmae.

Having studied this book, the reader should be better equipped to understand how the
firm can achieve global competitiveness through the design and implementation of market-
responsive programmes.

Target audience

This book is written for people who want to develop effective and decision-oriented global
marketing programmes. It can be used as a textbook for undergraduate or graduate courses
in global/international marketing. A second audience is the large group of people joining
‘global marketing’ or ‘export’ courses on non-university programmes. Finally, this book is of
special interest to the manager who wishes to keep abreast of the most recent developments
in the global marketing field.

Prerequisites

An introductory course in marketing.

Special features

This book has been written from the perspective of the firm competing in international
markets, irrespective of its country of origin. It has the following key features:

e afocus on SME:s as global marketing players;

@ a decision/action-oriented approach;

e a value chain approach (both the traditional product value chain and the service value
chain);

® avalue network approach (including different actors vertically and horizontally);

coverage of global buyer-seller relationships;

o extensive coverage of born globals and global account management (GAM), as an
extension of the traditional key account management (KAM);
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@ presents new interesting theories in marketing, for example, service value chain, value
innovation, blue ocean strategy, social marketing, corporate social responsibility (CSR),
global account management, viral branding and sensory and celebrity branding;

@ aims to be a ‘true’ global marketing book, with cases and exhibits from all parts of the
world, including Europe, the Middle East, Africa, the Far East, North and South America;

e provides a complete and concentrated overview of the total international marketing
planning process;

® many new up-to-date exhibits and cases illustrate the theory by showing practical
applications.

Outline

As the book has a clear decision-oriented approach, it is structured according to the five
main decisions that marketing people in companies face in connection with the global
marketing process. The 20 chapters are divided into five parts. The schematic outline of the
book in Figure 1 shows how the different parts fit together. Global marketing research is
considered to be an integral part of the decision-making process, therefore it is included
in the book (Chapter 5), so as to use it as an important input to the decision about which
markets to enter (the beginning of Part IT). Examples of the practice of global marketing by
actual companies are used throughout the book, in the form of exhibits. Furthermore, each
chapter and part ends with cases, which include questions for students.

e N
_ _ | Part l: The decision whether to internationalize
N Chapters 1-4
J
e N
> | Part Il: Deciding which markets to enter
- - Chapters 5-8 )
e B
_ _ | Partlll: Market entry strategies
N - Chapters 9-13 )

e N
Part IV: Designing the global marketing programme

Chapters 14-17
\ J

A
\

p
Part V: Implementing and coordinating the global
< > marketing programme

Chapters 18-19
N J

m Structure of the book

What's new in the sixth edition?

The ‘mantra’ of the new edition is ‘glocalization’. The international marketers can utilize the
synergies of both being ‘local’ and ‘global’ at the same time. Another important aspect of
the new edition is the strengthening of the Web 2.0 theme (social media, e-commerce, etc.),
which is now incorporated in all the chapters and in many of the cases and exhibits.
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The book’s chapters and cases are totally updated with the latest journal articles and com-

pany information. Besides that, the following new issues are introduced in the single chapters:

Chapter 1 - the concept of providing customer value through the product value chain and the

service value chain is now extended by adding ‘customer experiences’ as a value generator.

This new section (1.9 Global Experiential Marketing) builds on the new trends in the global

‘experience economy’ and these are further illustrated with cases throughout the book,

e.g. on Zumba (case 3.1) and Cirque du Soleil (case 7.1). Deglobalization is looked at.

Chapter 2 - de-internationalization trends are now better explained and illustrated. New

triggers for internationalization are added.

Chapter 3 - a new revised definition of ‘psychic distance’ is added. Furthermore, the

internet-based ‘born global’ and the use of ‘hybrid sales channels” are discussed. Firms

classified as ‘born-again global’ and ‘born regional’ are also further explained, as a supple-

ment to the born global concept.

Chapter 4 — introduces the concepts of ‘stategic groups’ and ‘value net’. The ‘double diamond’

model is also introduced, as a supplement to the diamond model. A special corporate

social responsibility (CSR) section based on the ‘shared value’ concept is included.

Chapter 5 - now introduces international marketing research based on Web 2.0 (social

media, e.g. Facebook, Twitter).

Chapter 6 — special sections about growth in the BRIC (Brazil, Russia, India, China)

countries and marketing to bottom of pyramid (BOP) are included and discussed. ‘GDP

per capita’ is now also considered as a ‘moderator’ in the Big Mac Index, regarding pos-

sible over- or undervaluation of foreign currencies against the US$.

Chapter 8 — now contains an very comprehensive exhibit about Bosch Fire Detection

System’s international market selection (IMS), showing in detail how the chapter’s models

and tools regarding IMS should be used in a real-world example.

Chapter 14 - the service-dominant logic (S-D logic) is included as a supplement to

the traditional goods versus services considerations. There is also an explanation of the

importance of ‘time-to-market’ (TTM) in developing international competitiveness.

Chapter 15 - an interesting exhibit about the reverse ‘buy-in-follow-on’ strategy used in

the Kodak Printer business is added, as well as some further legal aspects regarding the

‘transfer pricing’ theme.

Chapter 16 - in connection with disintermediation of middlemen by the internet, special

anti-disintermediation measures are discussed. Smartphone marketing aspects in a dis-

tribution perspective are also added, and location-based app services — a niche of mobile

marketing - are further explained, in particular location-based mobile marketing services

and the implications for international marketers.

Chapter 17 - now contains comprehensive discussions of the following ‘hot’ topics: Web

2.0, social media marketing and the ‘6C’ model. Crowdsourcing is extensively discussed

as a measure for gaining access to new R&D resources among external users.

Chapter 18 - introduces the “Time’ perspective in cross-cultural negotiations and the

‘gift-giving’ practices in different cultures.

Several new exhibits with real updated company examples have been added to various

chapters.

Many completely new and exciting chapter case studies are now available:

@ Case 1.1: Green Toys, Inc. — a manufacturer of eco-friendly toys is going international

e Case 1.2: Hunter Boot Ltd - the iconic British brand is moving into exclusive fashion.

e Case 3.1: Zumba - a dance phenomenon is going global

e Case 4.2: Microsoft ‘Surface’ tablet — the software producer is moving into the

hardware tablet PC market and challenging Apple

Case 5.2: LEGO Friends - the world’s third largest toy manufacturer is moving into

the girls’ domain

e Case 7.1: Cirque du Soleil Inc. - the show that revolutionized the circus arts is expand-
ing its global scope

e Case 13.1: ARM - challenging Intel in the world market of computer chips
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e Case 13.2: Bosch Indego - how to build B2B and B2C relationships in a new global
product market - robotic lawnmowers

e Case 16.2: Tupperware - the global direct distribution model is still working

o Case 18.1: Zam Zam Cola - marketing of a Muslim cola from Iran to the European market.

As a completely new feature, five new part introduction video case studies have been

introduced:

e Part I Video case study: Cisco Systems

e Part II Video case study: Embraer Business Jets

e Part III Video case study: Miiller Yogurts

e Part IV Video case study: Tequila Avion

e Part V Video case study: Stella & Dot

Furthermore completely new part cases have been added:

e Case 1.3: Adidas - the number 2 in the global sportswear market is challenging the
number 1, Nike

o Case I1.3: Gerolsteiner — a German bottled water manufacturer is trying to increase its
global market share

o Case IL.4: Porsche - international market selection (IMS) for the exclusive sports car
brand

e Case V.2: Red Bull - the global market leader in energy drinks is considering further
market expansion

e Case V.3: Tetra Pak — how to create B2B relationships with the food industry on a
global level

e Case V.4: Polaroid Eyewear - can the iconic brand achieve a comeback in the global
sunglasses industry?

In total, 10 chapter case studies + five video case studies + six part case studies = 21 new

case studies have been added to the book, making a total of:

@ 38 chapter case studies (two per chapter) + five part video case studies (one per chapter)
+ 19 chapter video case studies (one per chapter) + 25 part case studies (five per part)
+ 87 case studies in all.

Furthermore, 28 completely new exhibits have been added to the book. The total number

of exhibits is now 67.

Pedagogical/learning aids

One of the strengths of Global Marketing is its strong pedagogical features:

Chapter objectives tell readers what they should be able to do after completing each chapter.
Real-world examples and exhibits enliven the text and enable readers to relate to market-
ing models.

End-of-chapter summaries recap the main concepts.

Each chapter contains two case studies, which help the student relate the models
presented in the chapter to a specific business situation.

Questions for discussion allow students to probe further into important topics.

Part cases studies — for each part there are five comprehensive case studies covering
the themes met in the part. To reinforce learning, all case studies are accompanied by
questions. Case studies are based on real-life companies. Further information about these
companies can be found on the internet. Company cases are derived from many different
countries representing all parts of the world. Tables 1 and 2 present the chapter and part
case studies.

Multiple choice questions.

Part video case studies: Each part is introduced by a video case which highlights a general
decision problem from the part.
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Table 1 Chapter case studies: overview
(the video case studies can be viewed at www.pearsoned.co.uk/hollensen)

Chapter Case study title, subtitle and Country/area  Geographical Target market
related websites of company target area
headquarters B2B B2C
Chapter 1 Case study 1.1 us US, World v v
Global marketing Green Toys, Inc.
in the firm A manufacturer of eco-friendly toys is going

international www.greentoys.com

Case study 1.2 UK World v
Hunter Boot Ltd

The iconic British brand is moving into

exclusive fashion www.hunter-boot.com

Video case study 1.3 Germany World v
Nivea (8.56) www.nivea.com
Chapter 2 Case study 2.1 Switzerland World 4 4
Initiation of LifeStraw (developing
internationalization =~ Vestergaard-Frandsen transforms dirty countries)

water into clean drinking water
www.vestergaard-frandsen.com

Case study 2.2 us World v/
Elvis Presley Enterprises Inc. (EPE)

Internationalization of a cult icon

www.elvis.com

Video case study 2.3 us World 4
TOMS Shoes (developing
www.tomsshoes.com countries)

Chapter 3 Case study 3.1 us World 4 4

Internationalization = Zumba

theories A dance phenomenon is going global

www.zumba.com

Case study 3.2 UK World 4
DreamWorks Classics

Internationalization of Postman Pat

www.classicmedia.tv

Video case study 3.3 us World v/ v/
Reebok (9.09)

www.reebok.com and

www.adidas-group.com

Chapter 4 Case study 4.1 Japan World v/ 4
Development Nintendo Wii
of the firm’s Nintendo's Wii took first place in the world
international market — but it didn't last
competitiveness www.nintendo.com
Case study 4.2 us World 4 4

Microsoft ‘Surface’ tablet

The software producer is moving into the
hardware tablet PC market and challenging
Apple www.microsoft.com/surface

Video case study 4.3 us World v/
Nike (14.03) www.nike.com
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Table 1 Continued

Chapter Case study title, subtitle and Country/area  Geographical Target market
related websites of company target area
headquarters B2B B2C
Chapter 5 Case study 5.1 Germany World v
Global marketing Teepack Spezialmaschinen GmbH
research Organizing a global survey of customer

satisfaction www.teepack.com

Case study 5.2 Denmark World v
LEGO Friends

The world’s third largest toy manufacturer

is moving into the girl’'s domain

www.lego.com

Video case study 5.3 us US, World v v
Ziba
www.ziba.com
Chapter 6 Case study 6.1 us World v v
The political and G-20 and the economic and financial
economic crises: what on earth is globalization about?
environment Massive protests during a meeting in Mexico

City, June 2012
www.g20.org
www.londonsummit.gov.uk

Case study 6.2 Denmark, World v
Sauer-Danfoss US, Germany

Which political/economic factors would

affect a manufacturer of hydraulic

components? www.sauer-danfoss.com

Video case study 6.3 us us 4 4
Debate on globalization (15.44)
No website available

Chapter 7 Case study 7.1 Canada World v/
The sociocultural Cirque du Soleil Inc.
environment The show that revolutionized the circus arts

is expanding its global scope
www.cirquedusoleil.com

Case study 7.2 Sweden, World v
IKEA catalogue Holland

Are there any cultural differences?

www.ikea.com

Video case study 7.3 v/ 4
Communicating in the global world
No website available

Chapter 8 Case study 8.1 India World v/ v/
The international Tata Nano (emerging
market selection International market selection with the countries)
process world's cheapest car
Case study 8.2 Holland World 4

Philips Lighting
Screening markets in the Middle East
www.philips.com
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Chapter

Chapter 9

Some approaches
to the choice of
entry mode

Chapter 10
Export modes

Chapter 11
Intermediate entry
modes

Chapter 12
Hierarchical
modes

Case study title, subtitle and
related websites

Video case study 8.3

Hasbro (9.42)

www.hasbro.com

Case study 9.1
Jarlsberg

The king of Norwegian cheeses is deciding
on entry modes into new markets
www.jarlsberg.com

Case study 9.2

Ansell condoms

Is acquisition the right way to gain market
shares in the European condom market?
www.anselleurope.com
www.lifestylesplay.com

Video case study 9.3

Understanding entry modes into the
Chinese market (16.33)

No website available

Case study 10.1
Lysholm Linie Aquavit
International marketing of the Norwegian

Aquavit brand

www.linie-aquavit.com

Case study 10.2

Parle Products

An Indian biscuit manufacturer is seeking
agents and cooperation partners in new

export markets

www.parleproducts.com

Video case study 10.3
Honest Tea (8.25) www.honesttea.com

Case study 11.1

Hello Kitty

Can the cartoon cat survive the buzz across

the world?

www.sanrio.com

Case study 11.2

Ka-Boo-Ki

Licensing in the LEGO brand
www.kabooki.com

Video case study 11.3

Marriott (9.36)

www.marriott.com

Case study 12.1
Polo Ralph Lauren
Polo moves distribution for South-east

Asia in-house

www.ralphlauren.com

Country/area
of company
headquarters

us

Norway

Australia,
Belgium

World

Norway

India

us

Japan

Denmark

us

us

PREFACE
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Geographical Target market

target area

B2B
World
World v
Europe,
World
China v
Germany, 4
the rest of
the world
World v
World, US
World v
World v
World v

World, Asia v

B2C

v



XXVi PREFACE

Table 1 Continued

Chapter

Chapter 13
International
sourcing decisions
and the role of the
subsupplier

Chapter 14
Product decisions

Chapter 15

Pricing decisions
and terms of doing
business

Chapter 16
Distribution
decisions

Case study title, subtitle and

related websites

Case study 12.2
Durex condoms

SSL will sell Durex condoms in the
Japanese market through its own organization

www.durex.com

Video case study 12.3

Starbucks (13.04) www.starbucks.com

Case study 13.1
ARM

Challenging Intel in the world market of
computer chips www.arm.com

Case study 13.2
Bosch Indego

How to build B2B and B2C relationships in
a new global product market — robotic
lawnmowers www.bosch.com

Video case study 13.3

Eaton Corporation (9.52)

www.eaton.com

Case study 14.1
Danish Klassic

Launch of a cream cheese in Saudi Arabia
www.arla.com (regarding the Puck brand)

Case study 14.2

Zippo Manufacturing Company
Has product diversification beyond the

lighter gone too far?
WWW.Zippo.com

Video case study 14.3
Swiss Army (9.07)
WWW.swissarmy.com

Case study 15.1
Harley-Davidson

Does the image justify the price level?
www.harley-davidson.com

Case study 15.2
Gillette Co.

Is price standardization possible for razor

blades?
www.gillette.com

Video case study 15.3

Vaseline pricing strategy

www.vaseline.com

Case study 16.1
De Beers

Forward integration into the diamond
industry value chain www.debeers.com

Country/area
of company
headquarters

UK

us

UK

Germany

us

Denmark

us

Switzerland

us

us

us

South Africa,
UK,
Luxembourg

Geographical
target area

World

World

World

World

World

Saudi Arabia
Middle East

World

US, World

US, Europe

World

uUS, World

Europe,
World

Target market

B2B B2C
4 4
4 4
4
4 4
4
4 4
4 4
4
4
4 4
4
4 4
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Table 1 Continued

Chapter Case study title, subtitle and Country/area  Geographical Target market
related websites of company target area
headquarters B2B B2C
Case study 16.2 us World v v
Tupperware
The global direct distribution model is
still working

www.tupperware.com

Video case study 16.3 Germany World 4

DHL

www.dhl.com
Chapter 17 Case study 17.1 Norway us v 4
Communication Helly Hansen
decisions Sponsoring fashion clothes in the US market

www.hellyhansen.com

Case study 17.2 UK World v v
Morgan Motor Company (Europe and
Can the British retro sports car brand still us)

be successful after 100 years?
www.morgan-motor.co.uk

Video case study 17.3 Germany US, World v v
BMW Motorcycles (12.04)

www.bmwmotorcycles.com

www.bmw.com

Chapter 18 Case study 18.1 Iran Europe, v v
Cross-cultural ZamZam Cola Middle East
sales negotiations Marketing of a ‘Muslim’ cola from Iran to the

European market

Case study 18.2

TOTO

The Japanese toilet manufacturer seeks export
opportunities for its high-tech brands in the US
www.toto.jp/en/

Video case study 18.3

Dunkin’ Donuts (10.30)
www.DunkinDonuts.com
www.dunkinbrands.com

Chapter 19 Case study 19.1 us World v v/
Organization and Mars Inc.
control of the Merger of the European food, pet care and
global marketing confectionery divisions
programme Www.mars.com
Case study 19.2 Germany World 4 4
Henkel

Should Henkel shift to a more customer-
centric organization?
www.henkel.com

Video case study 19.3 us World 4
McDonald’s (36.55)
www.mcdonalds.com
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Table 2 Part case studies: overview

Part

Part |
The decision
whether to

internationalize

Part Il

Deciding which
markets to enter

Part Il
Market entry
strategies

Case study title, subtitle and related
websites

Part video case study
Cisco Systems
WWW.CISCo.com

Case study .1

Zara

The Spanish retailer goes to the top of world
fashion

www.inditex.com/en

Case study 1.2

Manchester United

Still trying to establish a global brand
www.manutd.com

Case study 1.3

Adidas

The No. 2 in the global sportswear market is
challenging the No. 1, Nike
www.adidas.com

Case study 1.4

Cereal Partners Worldwide (CPW)

The No. 2 world player is challenging the
No. 1, Kellogg

www.cerealpartners.com

Part video case study
Embraer Business Jets
www.embraer.com

Case study II.1

Bajaj Auto

The Indian motorcycle manufacturer
internationalizes its business
www.bajajauto.com

Case study 11.2

The female Health Company (FHC)

The female condom is seeking a foothold in
the world market for contraceptive products
www.femalehealth.com

Case study 1.3

Gerolsteiner

A German bottled water manufacturer is
trying to increase its global market share
www.gerolsteiner.com

Case study II.4

Porsche

International market selection (IMS) for the
exclusive sports car brand
www.porsche.com

Part video case study
Mdiller Yogurts
www.muellergroup.com;
www.mullerquaker.com

Case study lll.1

Raleigh bicycles

Does the iconic bicycle brand still have a
chance on the world market?
www.raleigh.co.uk

Case study lIl.2

IKEA

Expanding through franchising to the
South American market? www.ikea.com

Country/area
of company
headquarters

USA

Spain

UK

Germany

Switzerland,
us

Brazil

India

us

Tyskland

us
(Denmark)

Germany

UK

Sweden,
Holland

Geographical
target area

World

World

World, US

World

World

World

Emerging
countries

World
(governmental
organizations)

Europe

World

USA

World

South
America
(Brazil)

Target market

B2B B2C
4
4 4
4 4
4 4
4
4
4 4
4 4
4 4
4 4
4 4
4 4
4
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Table 2 Continued

Part Case study title, subtitle and related Country/area  Geographical Target market
websites of company target area
headquarters B2B B2C
Case study II1.3 Sweden, World 4
Autoliv airbags us

Transforming Autoliv into a global company

www.autoliv.com

Case study lll.4 Canada World 4 v/
IMAX Corporation

Globalization of the film business

www.imax.com

Part IV Part video case study USA World v
Designing the Tequila Avion
global marketing www.tequilaavion.com
programme Case study IV.1 France, World, 4
Absolut Vodka Sweden Eastern
Defending and attacking for a better position Europe

in the global vodka market
www.absolut.com
www.pernod.net

Case study IV.2 UK, Ireland World v v
Guinness

How can the iconic Irish beer brand

compensate for declining sales in the

home market?

www.diageo.com

www.guinness.com

Case study V.3 UK US, the rest v v
Dyson Vacuum Cleaner of the world

Shifting from domestic to international marketing

with the famous bagless vacuum cleaner

www.dyson.co.uk

www.dysonairblade.co.uk

Case study IV.4 UK World v
Triumph Motorcycles Ltd

Rising from the ashes in the international

motorcycle business www.triumph.co.uk

Part V Part video case study USA World v v
Implementing and Stella & Dot

coordinating the www.stelladot.com

global marketing Case study V.1 US, Japan World v v
programme

Sony Music Entertainment

New worldwide organizational structure and
the marketing, planning and budgeting of
Pink’s new album

WWW.SONymusic.com

Case study V.2 Austria World 4 v/
Red Bull

The global market leader in energy drinks is

considering further market expansion

www.redbull.com

Case study V.3 Holland World v
Tetra Pak

How to create B2B relationships with the

food industry on a global level

www.tetrapak.com

Case study V.4 Switzerland, World v
Polaroid Eyewear Italy

Can the iconic brand achieve a comeback in

the global sunglasses industry?

www.polaroideyewear.com
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Part | Contents

1 Global marketing in the firm
2 Initiation of internationalization

3 Internationalization theories

4 Development of the firm's international competitiveness

Part | Case studies

1.1 Zara: the Spanish retailer goes to the top of world fashion

1.2 Manchester United: stil trying to establish a global brand

1.3 Adidas: the No. 2 in the global sportswear market is challenging the No. 1,
Nike

.4 Cereal Partners Worldwide (CPW): the No. 2 world player is challenging
the No. 1, Kellogg

14 PARTI THE DECISION WHETHER TO INTERNATIONALIZE

EXHIBIT 1.1 LEGO's strategic drift

RN S DR R AT

B JEE L E AR T s 5
Today (the beginning of 2013) the
Danish family-owned LEGO group
(www.lego.com) is the world's third
largest toy producer after Mattel
(known for the Barbie doll) and Hasbro
(known for Trivial Pursuif). Lego has
about 8 per cent market share of the
global toy market. For the financial year
2011 LEGO reported (compared with
2010) that revenues were up 17 per cent
to nearly US$ 3.50 bilion and operat-
ing profits were up nearly 20 per cent
to US$ 1.06 bilion.

But things have not always been Soes: AW Photography/Alany Inages.
50r0sy. In 2008 the firm suffered a net
loss of approximately US$ 3.1 bilion. LEGO strongly believed that its unique concept was superior to other
products, but the company was under pressure in the compefition for children's time. The famous LEGO
bricks were under increasing competiion from TV, videos, CD-ROM games and the internet. It seemed that
in LEGO's case there was a strategic drft’ around 2008 — the LEGO management’s blind faith n its unique
and pedagogical toys was not in harmony with the way in which the world was developing. Many working
parents had less and less time to ‘control’their children’s play habits, and spectacular computer games were
displacing the ‘healthy' and pedagogical toys produced by LEGO. These fastmoving developments forced
LEGO to re-evaluate its strategy regarding product programmes and marketing.

LEGO had been trying to extend its traditional concepts and values into media products for children aged
2-16 years. These new categories — including PC and console software, books, magazines, TV, fim and
music - aimed to replicate the feelings of confidence and trust already long estal among chidren and
their parents. It also went high-tech with products such as Mindstorms, and its Bionicles toys appeared in a
fulldength animated feature fim.

After the huge loss in 2003, LEGO returned to its former core concept. In order to ensure increased
focus on the core business, in the autumn of 2004 the LEGO Group decided to sell off the LEGOLAND
Parks. It would focus more on building bricks as its main product, concentrating on small kids' eagerness.
to assemble.

Focusing on the re-establishment of a strong core business with classic construction toys, the LEGO

to maintain i d i and more
compeitive toy company.

‘Source: adaped from dffrent pblc med.

On the other hand, the SME is ch d by the d k
model (Figure
making is intuil

Here more drastic changes in strategy are possible because decision-
e, loose and unstructured. In Figure 15 the range of possible realized
strategies is determined by an interval of possible outcomes. SME entrepreneurs are noted

prop s this natural prope r inher-
ent in entrepreneurs, can lead to considerable changes in the enterprise’s growth direction.

Because the entrepreneur changes focus, this growth is not planned or coordinated and can
therefore be characterized by sporadic decisions that have an impact on the overall irection
in which the enterprise is going.

The book is divided into five parts —
<— the first page of each part introduces
you to its contents and structure.

Each chapter beings with an
outline of its structure and case
studies, plus a list of the key
Learning objectives that you
should master by the end of it.

CHAPTER 1

Glohal marketing in the firm

Contents

1.1 Introduction to globalzation
1.2 The process of developing the global marketing plan
1.3 Comparison of the global marketing and management style of SMEs and LSEs
1.4 Should the company interationalize at all?
1.5 Development of the ‘global marketing’ concept
1.6 Forces for global integration and market responsiveness
1.7 The value chain as a framework for identifying international comptitive advantage
1.8 Value shop and the ‘service value chain®
9 Global experimental marketin
1.10 Information business and the virtual value chain
1.1 Summary

Case studies

1.1 Green Toys, Inc.
1.2 Hunter Boot Ltd
1.3 Video case study: Nivea

Learning objectives

After studying this chapter you should be able to: e Describe and understand the concept of the value

@ Characterize and compare the managementstyle "
in SMEs. (small and medium-sized anterprises) @ Identify and discuss ifferent ways of interation-
and LSEs (arge-scale enterprises) alizing the value chain

o Identify drivers of global integration and market @ Explain the difierence between the ‘product value
responsiveness chain' and the ‘service value chain’

‘@ Explainthe rolo of global marketing inthe fim from e Understand how ‘customer experience’ can extend
a holitc perspeciive the traditonal value perspecive.

Exhibits give examples from well-known
companies that help illuminate how the
contents of each chapter relate to
business in the real world.
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CASE STUDY 1.1

Green Toys, Inc.: a of eco-friendly toys is going i

In 2006, Robert von Goeben, a venture capitalist and
an electronic toy designer ncisco, contem-
plated shifting course again. Instead of making more
toys that required electricity and intricate parts, he.
listened to his wife and created a simpler line that
would appeal to parents who identified with the
green movement. More and more parents are start-
ing to look at toys like they look at food. A toy used
to be a plastic thing and parents did not question
what was in t. Now green has gone mainstream, and

online division of Geffen Records. He has an MBA

m the University of Southern California and a
BA in Mathematics from the State University of New
York. He holds two US patents in the field of toys
and games.

Laurie Hyman used to work as a marketing ex-
ecutive for several online consumer-marketing com-
panies, including, most recently, Ingenio, a pioneer
in combining the power of the internet and phone
to connect buyers and sellers. Before that, she was.

GUIDED TOUR XXXiii

Case studies at the end of each chapter
contain extensive coverage and analysis of
recent developments in important global

parents want to know what s in their toys. the first member of the marketing team at Webvan,

In August 2006, Mattel Inc. recalled more than
10 million Chinese-made toys, including the popular
Barbie and Polly Pocket toys, because of lead-paint
hazards and tiny magnets that could be swallowed.
The US government warned parents to make sure
that children would not play with any of the recalled
toys.

As questions about toy safety made more headines
in 2007 with recal of more than 17 millon Chinese-
made toys, von Goeben partnered with former market-
ing executive Laurie Hyman, a business acquaintance.
Green Toys Inc. was profitable from its frst year on. S e Toys b

Together Robert von Goeben and Laurie Hyman
founded Green Toys Inc. in 2006 and started right
away with manufacturing of eco toys from recycled
plastic milk jugs.

The founders of Green Toys Inc.

The two co-founders of Green Toys ~ Robert von
‘Goeben (responsible for product) and Laurie Hyman
(responsible for marketing) — have different back-
grounds and competences:

von Goeben was the founder of Pro-
pellerhead Studios, a leading Silicon Valley design
studio specializing in electronic toys and games. At
Propellerhead Studios, he worked with many major
toy companies, including Mattel and Wild Planet.
Before that, he was the founder and managing direc-
tor of Starter Fluid, a seed-stage venture capital fund ...
backed by institutional and corporate investors,
including Compaq computers and the University of
Chicago. Von Goeben's career began in the enter-
tainment industry where he started and managed the  Soce:Geen Tas .

Video case studies are available
on the companion website at
www.pearsoned.co.uk/hollensen.
Watch the video for each chapter
to see how practitioners are using
global marketing in their work.
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- Questions for discussion

1. What s the reason for the ‘convergence of orientation’ in LSEs and SMEs?

2. How can an SME compensate for its lack of resources and expertise in global marketing
when trying to enter export markets?

3. What are the main differences between global marketing and marketing in the domestic
context?

4. Explain the main advantages of centralizing upstream activities and decentralizing down-
stream activties.

5. Explain how a combination of the product value chain and the service value chain can
create further customer value.

6. How is the virtual value chain different from the conventional value chain?
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Jennifer Aniston ~ Original Black Hunter wellies
Drew Barrymore — Original Navy Hunter wellies
Kate Moss — Original Black Hunter wellies.
Sandra Bullock ~ Original Navy Hunter wellies
Alexandra Burke ~ Short Original Black Hunter

boots
Kings of Leon (Group) - WaterAid Hunter wellies.
Angelina Jolie - Original Red Hunter wellies
Madonna - Original Navy Hunter wellies
Gwyneth Paltrow ~ Original Aubergine Hunter
wellies.

® Kelly Rowland - Original Red Hunter wellies.

QUESTIONS
S B P o 1. What are the main reasons for the recent inter-
national marketing success of the Hunter Boots?
boots went on sale in November 2012 and refail at 2. Recently Hunter has added outerwear (leather
from $585 (£366) to $795 (£497) at Saks, Nordstrom, footwear and hand-bags) to their international

‘Gorsuch and hunter-boot.com. product range. What are the pros and cons of

Hunter Boot Ltd has always been highly depend-  extending the product range in this way? Should
ent on the celebrity factor. It has become something  Hunter Boots Ltd include further products like
of a sport to collect photographs of celebrities  eyewear and watches?

ring different Hunter m
wearing cifferent Hunter boots. Hers are some n i Hunter-booL o bevanZbade’s Blog:
examples of the Hunter brand preferred by Some jjurer Welingion Boots and Celebrites' (htip://bevan2bader.bogs.
celebriies: xpariencaprjectcom/ 7075 i)

VIDEO CASE STUDY 1 .3 Nivea

rioa m i psrscnedco.l

Nivea radorf
largest brand in terms of sales, product and geographical
reach. The brand is the market leader in a number of pro-
duct areas, including skin care and sun care, especally in
Europe.

Questions

1. Which degree of market responsiveness and global
coordination’integration does Nivea represer

2. Do you think that the Nivea Vital commercial 1shnwn inthe
video) is able 1o cross borders without any adaptation?  Souce: Niea and Beersir UG i
If not, which elements should be adapted?

3. Which marketing problems does Nivea anticipate when
penetrating the US market?

For further exercises and cases, see this book's website at www.pearsoned.co.uk/hollensen

Review the key issues and test your
understanding by using the Questions for
discussion at the end of each chapter.
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The decision whether to
Internationalize

Introduction to Part |

It is often the case that a firm going into an export adventure should have stayed in the
home market because it did not have the necessary competences to start exporting.
Chapter 1 discusses competences and global marketing strategies from the value chain
perspective. Chapter 2 discusses the major motivations of the firm to internationalize.
Chapter 3 concentrates on some central theories that explain firms' internationalization
processes. Chapter 4 discusses the concept of international competitiveness from a
macro level to a micro level.



4 PART | THE DECISION WHETHER TO INTERNATIONALIZE

PART | VIDEO CASE STUDY Cisco systems

download from www.pearsoned.co.uk/hollensen

e

Leonard Bosack and Sandy Lerner, a married couple
who worked as computer operations staff members
at Stanford University, founded Cisco Systems in
1984. Lerner briefly moved on to direct computer
services at Schlumberger, but returned full-time to
Cisco in 1987. The name ‘Cisco’ was derived from the
city name, San Francisco. Cisco Systems develops
and sells networking and systems communications
technology products and services. Based in San Jose,
California, Cisco Systems has three main brands that
they promote: Cisco, Linksys and Scientific Atlanta.
While they originally specialized in the enterprise
(business) market, Cisco has branched into the home
networking market as well. The company went public
in 1990. The founding couple walked away with a lot
of cash, and later divorced. During the peak of the dot
com boom, Cisco was the most valuable company
in the world. In 2000 Cisco Systems was valued at
more than $500 billion. Today, Cisco Systems, Inc.
designs, manufactures and sells Internet protocol
(IP) — based networking and other products related
to the communications and information technology
industries worldwide.

Basically, Cisco has two types of customers:
direct customers (key accounts = large enterprises)
and indirect (smaller) customers, which are taken
care of by the Cisco distribution partners. Cisco
regards these external distribution partners as a
direct extension of the company and wants to share
its own success factors to help them become more

Source: Getty Images.

successful. In addition, the end customer experience
should be the same whether purchasing directly from
Cisco or through Cisco partners. Customer satisfac-
tion is the cornerstone by which Cisco and its partners
are aligned to achieve customer retention and loyalty.

Questions

1. Define the core competence of Cisco systems.

2. Describe the type of buyer-seller relationships that
Cisco Systems have develop in order to increase
their international competitiveness.

3. How do Cisco Systems increase the internal com-
petences among employees, so they can better
handle the external relationships to key customers?

Please look at the video clips at www.pearsoned.co.uk/hollensen.



CHAPTER 1

Global marketing in the firm

Contents

1.1 Introduction to globalization

1.2 The process of developing the global marketing plan

1.3 Comparison of the global marketing and management style of SMEs and LSEs
1.4 Should the company internationalize at all?

1.5 Development of the ‘global marketing’ concept

1.6 Forces for global integration and market responsiveness

1.7 The value chain as a framework for identifying international competitive advantage
1.8 Value shop and the ‘service value chain’

1.9 Global experimental marketing

1.10 Information business and the virtual value chain

1.11 Summary

Case studies

1.1 Green Toys, Inc.
1.2 Hunter Boot Ltd
1.3 Video case study: Nivea

Learning objectives

Describe and understand the concept of the value
chain

After studying this chapter you should be able to:

e Characterize and compare the management style ) ) ] ] .
in SMEs (small and medium-sized enterprises) @ ldentify and discuss different ways of internation-

and LSEs (large-scale enterprises) alizing the value chain
e Identify drivers of global integration and market @ Explain the difference between the ‘product value
responsiveness chain’ and the ‘service value chain’

@ Explain the role of global marketing in the firm from @ Understand how ‘customer experience’ can extend
a holistic perspective the traditional value perspective.
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m Introduction to globalization

After two years (2008-10) in economic crisis mode, business executives are again looking to
the future. As they are re-engaging in global marketing strategy thinking, many executives
are wondering if the turmoil was merely another turn of the business cycle or a restructuring
of the global economic order. However, although growth in the globalization of goods and
services has stalled for a period, because international trade has declined along with demand,
the overall globalization trend is unlikely to reverse (Beinhocker et al., 2009).

In 2005 Thomas L. Friedman published his international bestselling book The World is
Flat (Freidman, 2005). It analyses globalization, primarily in the early twenty-first century,
and the picture has changed dramatically. The title is a metaphor for viewing the world as a
level playing field in terms of commerce, where all players and competitors have an equal
opportunity. Companies from every part of the world will be competing with each other
in every corner of the world’s markets — for customers, resources, talent and intellectual
capital. Products and services will flow from many locations to many destinations. Friedman
mentions that many companies in, for example, the Ukraine, India and China provide
human-based sub-supplies for multinational companies. In this way, these companies in
emerging and developing countries are becoming integral parts of complex global supply
chains for large multinational companies, like Dell, SAP, IBM and Microsoft.

Pankaj Ghemawat has contradicted Friedman’s view of the world being flat (Ghemawat,
2008). In his latest book, Ghemawat introduces World 3.0, a world that is neither a set of
distinct nation-states (World 1.0) nor the stateless ideal (World 2.0) that seems implicit in
the “The world is flat’ strategies of so many companies. In such a World 3.0 (Ghemawat,
2011a), home matters, but so do countries abroad. Ghemawat argues that when distances
(geographic, cultural, administrative/political and economic) increase, cross-border trade
tends to decrease (Ghemawat, 2011b). Ghemawat thinks that it is certainly possible to have
a global strategy and a global organization in such a world. But the global strategy must be
based not on the elimination of differences and distances among people, cultures and places,
but on an understanding of them.

m The process of developing the global marketing plan

As the book has a clear decision-oriented approach, it is structured according to the five
main decisions that marketing people in companies face in connection with the global
marketing process. The 15 chapters are divided into five parts (Figure 1.1).

In the end, the firm’s global competitiveness is mainly dependent on the end-result of
the global marketing stages: the global marketing plan (see Figure 1.2). The purpose of the
marketing plan is to create sustainable competitive advantages in the global marketplace.
Generally, firms go through some kind of mental process in developing global marketing
plans. In small and medium-sized enterprises (SMEs) this process is normally informal; in
larger organizations it is often more systematized. Figure 1.2 offers a systematized approach
to developing a global marketing plan - the stages are illustrated using the most important
models and concepts, which are explained and discussed throughout the chapters. Readers
are advised to return to this figure throughout the book.
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Comparison of the global marketing and management style of
SMEs and LSEs

LSEs

According to the

EU definition, LSEs
(large-scale enterprises)
are firms with more

than 250 employees.
Although LSEs account
for less than 1 per cent
of companies, almost
one-third of all jobs in the
EU are provided by LSEs.

SMEs

SMEs (small and
medium-sized enterprises)
occur commonly in the
EU and in international
organizations. The EU
categorizes companies
with fewer than 50
employees as ‘small’,
and those with fewer
than 250 as ‘medium’.
In the EU, SMEs (250
employees and less)
comprise approximately
99 per cent of all firms.

The reason underlying this ‘convergence’ is that many large multinationals (such as IBM,
Philips, GM and ABB) have begun downsizing operations, so in reality many LSEs act like a
confederation of small, autonomous, entrepreneurial and action-oriented companies. One
can always question the change in orientation of SMEs. Some studies (e.g. Bonaccorsi, 1992)
have rejected the widely accepted proposition that firm size is positively related to export
intensity. Furthermore, many researchers (e.g. Julien et al., 1997) have found that SMEs as
exporters do not behave as a homogeneous group.

Table 1.1 gives an overview of the main qualitative differences between management and
marketing styles in SMEs and LSEs. We will discuss each of the headings in turn.

Resources

® Financial. A well-documented characteristic of SMEs is the lack of financial resources due
to a limited equity base. The owners put only a limited amount of capital into the business,
which quickly becomes exhausted.

® Business education/specialist expertise. In contrast to LSEs, a characteristic of SME man-
agers is their limited formal business education. Traditionally, the SME owner/manager
is a technical or craft expert and is unlikely to be trained in any of the major business
disciplines. Therefore specialist expertise is often a constraint because managers in small
businesses tend to be generalists rather than specialists. In addition, global marketing
expertise is often the last of the business disciplines to be acquired by an expanding SME;
finance and production experts usually precede the acquisition of a marketing counterpart.
Therefore it is not unusual to see owners of SMEs closely involved in sales, distribution,
price setting and, especially, product development.
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Table 1.1 The characteristics of LSEs and SMEs

Resources

Formation of strategy/
decision-making
processes

Organization

Risk-taking

Flexibility

Take advantage of
economies of scale and
economies of scope

Use of information
sources

LSEs

Many resources
Internalization of resources
Coordination of:

— personnel

— financing

— market knowledge, etc.

Deliberate strategy formation

(Mintzberg, 1987; Mintzberg and
Waters, 1985) (see Figure 1.3)

Adaptive decision-making mode in
small incremental steps (logical
incrementalism) (e.g. each new
product: small innovation for

the LSE) (see Figure 1.4)

Formal/hierarchical

Independent of one person

Mainly risk-averse
Focus on long-term opportunities

Low

Yes

Use of advanced techniques:
— databases

— external consultancy

— internet

SMEs

Limited resources

Externalization of resources
(outsourcing of resources)

Emergent strategy formation
(Mintzberg, 1987; Mintzberg and
Waters, 1985) (see Figure 1.3)

The entrepreneurial decision-
making model (e.g. each new
product: considerable innovation
for the SME) (see Figure 1.5)

The owner/manager is directly
and personally involved and will
dominate all decision-making
throughout the enterprise

Informal

The owner/entrepreneur usually
has the power/charisma to
inspire/control a total organization

Sometimes risk-taking/sometimes
risk-averse

Focus on short-term opportunities
High
Only limited

Information gathering in an
informal manner and an
inexpensive way:

— internal sources

— face-to-face communication

Formation of strategy/decision-making processes

As is seen in Figure 1.3, the realized strategy (the observable output of an organization’s
activity) is a result of the mix between the intended (‘planned’) strategy and the emergent
(‘not planned’) strategy. No companies form a purely deliberate or intended strategy. In
practice, all enterprises will have some elements of both intended and emergent strategy.

In the case of the deliberate (planned) strategy (mainly LSEs), managers try to formulate
their intentions as precisely as possible and then strive to implement these with a minimum
of distortion.

This planning approach ‘assumes a progressive series of steps of goal setting, analysis,
evaluation, selection and planning of implementation to achieve an optimal long-term direc-
tion for the organization’ (Johnson, 1988). Another approach for the process of strategic
management is so-called logical incrementalism (Quinn, 1980), where continual adjustments
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ex ante

P ex post

Unrealized |

strategy ////
\é < Realized
\ strategy

m The intended and emergent strategy

Source: Mintzberg (1987, p. 14). Copyright © 1987, by The Regents of the University of California. Reprinted from the California
Management Review, Vol. 30, No. 1.

in strategy proceed flexibly and experimentally. If such small movements in strategy prove
successful then further development of the strategy can take place. According to Johnson
(1988) managers may well see themselves as managing incrementally, but this does not mean
that they succeed in keeping pace with environmental change. Sometimes the incrementally
adjusted strategic changes and the environmental market changes move apart and a strategic
drift arises (see Figure 1.4).

Exhibit 1.1 gives an example of strategic drift.

Strategic drift

Amount of change
Amount of change

Y
Y

Time Time

Environmental change
Strategic change

Environmental change
Strategic change

(a) Incremental change (b) Incremental change and strategic drift

Figure 1.4 Incremental change and strategic drift

Source: Johnson, G. (1988) ‘Rethinking incrementalism’, Strategic Management Journal, 9. pp. 75-91. Copyright 1988 © of John Wiley
& Sons Ltd. Reproduced with permission.
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Today (the beginning of 2013) the
Danish family-owned LEGO group
(www.lego.com) is the world's third
largest toy producer after Mattel
(known for the Barbie doll) and Hasbro
(known for Trivial Pursuit). Lego has
about 8 per cent market share of the
global toy market. For the financial year
2011 LEGO reported (compared with
2010) that revenues were up 17 per cent
to nearly US$ 3.50 billion and operat-
ing profits were up nearly 20 per cent
to US$ 1.06 billion.

But things have not always been
so rosy. In 2008 the firm suffered a net
loss of approximately US$ 3.19 billion. LEGO strongly believed that its unique concept was superior to other
products, but the company was under pressure in the competition for children’s time. The famous LEGO
bricks were under increasing competition from TV, videos, CD-ROM games and the internet. It seemed that
in LEGO's case there was a ‘strategic drift’ around 2003 — the LEGO management’s blind faith in its unique
and pedagogical toys was not in harmony with the way in which the world was developing. Many working
parents had less and less time to ‘control’ their children’s play habits, and spectacular computer games were
displacing the ‘healthy’ and pedagogical toys produced by LEGO. These fast-moving developments forced
LEGO to re-evaluate its strategy regarding product programmes and marketing.

LEGO had been trying to extend its traditional concepts and values into media products for children aged
2-16 years. These new categories — including PC and console software, books, magazines, TV, film and
music — aimed to replicate the feelings of confidence and trust already long established among children and
their parents. It also went high-tech with products such as Mindstorms, and its Bionicles toys appeared in a
full-length animated feature film.

After the huge loss in 2003, LEGO returned to its former core concept. In order to ensure increased
focus on the core business, in the autumn of 2004 the LEGO Group decided to sell off the LEGOLAND
Parks. It would focus more on building bricks as its main product, concentrating on small kids' eagerness
to assemble.

Focusing on the re-establishment of a strong core business with classic construction toys, the LEGO
Group expects to maintain its market position in 2013 and the coming years as a financially stronger and more
competitive toy company.

Source: A'W Photography/Alamy Images.

Source: adapted from different public media.

On the other hand, the SME is characterized by the entrepreneurial decision-making
model (Figure 1.5). Here more drastic changes in strategy are possible because decision-
making is intuitive, loose and unstructured. In Figure 1.5 the range of possible realized
strategies is determined by an interval of possible outcomes. SME entrepreneurs are noted
for their propensity to seek new opportunities, and this natural propensity for change, inher-
ent in entrepreneurs, can lead to considerable changes in the enterprise’s growth direction.
Because the entrepreneur changes focus, this growth is not planned or coordinated and can
therefore be characterized by sporadic decisions that have an impact on the overall direction
in which the enterprise is going.



Economies of scale
Accumulated volume in
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Figure 1.5 The entrepreneurial decision-making model

Organization

Compared with LSEs the employees in SMEs are usually closer to the entrepreneur, and
because of the entrepreneur’s influence, these employees must conform to his or her person-
ality and style if they are to remain employees.

Risk-taking

There are, of course, different degrees of risk. Normally the LSEs will be risk-averse because
of their use of a decision-making model that emphasizes small incremental steps with a focus
on long-term opportunities.

In SMEs, risk-taking depends on the circumstances. It can occur in situations where the
survival of the enterprise may be under threat, or where a major competitor is undermining
the activities of the enterprise. Entrepreneurs may also be taking risks when they have not
gathered all the relevant information, and thus may have ignored some important facts in the
decision-making process.

On the other hand, there are, of course, some circumstances in which an SME will be
risk-averse. This often occurs when an enterprise has been damaged by previous risk-taking
and the entrepreneur is reluctant to take any kind of risk until confidence returns.

Flexibility

Because of the shorter communication lines between the enterprise and its customers, SMEs
can react in a quicker and more flexible way to customer enquiries.

Economies of scale and economies of scope

Economies of scale

Accumulated volume in production and sales will result in lower cost price per unit due to
‘experience curve effects’ and increased efficiency in production, marketing, etc. Building a
global presence automatically expands a firm’s scale of operations, giving it larger production
capacity and a larger asset base. However, larger scale will create a competitive advantage
only if the company systematically converts scale into economies of scale. In principle, the
benefits of economies of scale can appear in different ways (Gupta and Govindarajan, 2001):
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EXHIBIT 1.2 Economies of scale with Nintendo Game Boy
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Having sold more than 300 million Game Boys (and its
successor Nintendo DS: ‘Developers’ System’ — Nintendo
hoped that the system would inspire innovative game design
from developers; DS also stands for ‘dual screen’, the sys-
tem’s most obvious and distinctive feature) from 1989 to
the end of 2012, Nintendo dominates the hand-held game
market, even as it is losing market share in console systems
to Sony and Microsoft. Over the past 15 years, such com-
panies as Sega, NEC, SNK and even cellphone manufac-
turer Nokia have launched several competing portable game
systems without much success.

The economies of scale primarily relate to the manufac-
turing of the hardware. In the software market, economies
of scale are limited. Many different types of game have to be
offered and the popularity of most of them is short-lived. This
is especially so in the case of software linked to a film: the
popularity of the game diminishes as the film ceases to be
shown in cinemas.

Source: Bildagentur-online/Alamy.

e Reducing operating costs per unit and spreading fixed costs over a larger volume due to

experience curve effects.

e Pooling global purchasing gives the opportunity to concentrate global purchasing
power over suppliers. This generally leads to volume discounts and lower transaction

costs.

o A larger scale gives the global player the opportunity to build centres of excellence for the
development of specific technologies or products. In order to do this, a company needs to
focus a critical mass of talent in one location.

Because of size (bigger market share) and accumulated experience, the LSEs will normally

take advantage of these factors (see Exhibit 1.2 about Nintendo’s Game Boy). SMEs tend
to concentrate on lucrative, small, market segments. Such market segments are often too
insignificant for LSEs to target, but can be substantial and viable in respect of the SME.
However, they will only result in a very limited market share of a given industry.

Economies of scope

Synergy effects and global scope can occur when the firm is serving several international
markets: global scope is not taking place if an international marketer is serving a customer
that operates in just one country. The customer should purchase a bundle of identical pro-
ducts and services across a number of countries. This global customer could source these
products and services either from a horde of local suppliers or from a single global supplier
(international marketer) that is present in all of its markets. Compared with a horde of
local suppliers, a single global supplier (marketer) can provide value for the global customer
through greater consistency in the quality and features of products and services across
countries, faster and smoother coordination across countries and lower transaction costs.



Economies of scope
Reusing a resource from
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The challenge in capturing the economies of scope at a global level lies in being respon-
sive to the tension between two conflicting needs: the need for central coordination of most
marketing mix elements, and the need for local autonomy in the actual delivery of products
and services (Gupta and Govindarajan, 2001).

The LSEs often serve many different markets (countries) on more continents and are
thereby able to transfer experience acquired in one country to another. Typically, SMEs
serve only a very limited number of international markets outside their home market.
Sometimes the SME can make use of economies of scope when it enters into an alliance
or a joint venture with a partner who has what the particular SME is missing in the
international market in question: a complementary product programme or local market
knowledge.

Another example of economies of scale and scope can be found in the world car industry.
Most car companies use similar engines and gearboxes across their entire product range
so that the same engines or gearboxes can be installed in different models of cars. This
generates enormous potential cost savings for companies such as Ford or Volkswagen. It
provides both economies of scale (decreased cost per unit of output), by producing a larger
absolute volume of engines or gearboxes, and economies of scope (reusing a resource from
one business/country in additional businesses/countries). It is not surprising that the car
industry has experienced a wave of mergers and acquisitions aimed at creating larger global
car companies of sufficient size to benefit from these factors.

Use of information sources

Typically, LSEs rely on commissioned market reports produced by reputable (and well-
paid!) international consultancy firms as their source of vital global marketing information.
SMEs usually gather information in an informal manner through the use of face-to-face
communication. The entrepreneur is able to synthesize this information unconsciously and
use it to make decisions. The acquired information is mostly incomplete and fragmented,
and evaluations are based on intuition and often guesswork. The whole process is dominated
by the desire to find a circumstance that is ripe for exploitation.

Furthermore, the demand for complex information grows as the SME selects a more
and more explicit orientation towards the international market and as the firm evolves
from a production-oriented (‘upstream’) to a more marketing-oriented (‘downstream’) firm
(Cafferata and Mensi, 1995).

As a reaction to pressures from international markets, both LSEs and SMEs evolve
towards a globally integrated but market-responsive strategy. However, the starting
points of the two firm types are different (see Figure 1.3). The huge global companies have
traditionally based their strategy on taking advantage of economies of scale by launching
standardized products on a worldwide basis. These companies have realized that a higher
degree of market responsiveness is necessary to maintain competitiveness in national
markets. On the other hand, SMEs have traditionally regarded national markets as inde-
pendent of each other. However, as international competences have evolved, they have begun
to realize that there is interconnectedness between their different international markets.
They now recognize the benefits of coordinating the different national marketing strategies
in order to utilize economies of scale in research and development (R&D), production and
marketing.

Exhibit 1.3 shows that LSEs (illustrated here by the recent Ford Focus case) still try to
focus on ‘economies of scale’ by reducing the number of variations among cars in different
countries (‘One Ford’).
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EXHIBIT 1.3 Ford Focus global marketing plan

= Egte = K

The global marketing campaign for the 2012 Ford Focus compact car, including that for the US launch,
was developed by a European team, a move that runs counter to the conventional wisdom that marketing is
best developed locally. Ten years ago, Ford’s marketing leaders for North America, Europe and Asia did not
collaborate on how many websites to use for a model launch, how to unify public relations or how best
to use auto shows before a launch. Ford’'s marketing departments in 110 countries had the authority to
create their own programmes. Ford used up to 15 advertising campaigns for individual countries when it
launched the Focus globally.

The Focus 2012 global marketing plan approach is thus the latest iteration of the drive for ‘One Ford’ —
a company free of regional barriers that can create global products sharing design, parts and engineering
for a single Ford brand. The Focus is in many ways a logical car for a global marketing campaign. It was
developed globally for markets around the world. The US and European versions, for example, share 80 per
cent of their parts, setting a new high for transatlantic cooperation.

The task of developing a global marketing campaign for Focus was given to the European Ford head-
quarters because of their expertise in marketing cars of a similar size, which are the heart of the European
market. In a multinational company like Ford it is also a question of realizing where the main competences
are for developing the marketing plan. For trucks it might be in North America, but for this type of car it is in
Europe.

Ford will not limit its global marketing strategy to the Focus. Ford says all future vehicle launches will
follow a similar approach, with one central group in a chosen region heading the marketing effort around
the world for that vehicle. Marketing managers in a country or region can choose which of one or two main
campaigns to use, but they cannot start from scratch and make their own. This might result in a better and
more consistent message across markets and lower costs.

The Ford Focus global marketing theme

The Ford Focus is normally perceived as a compact-car brand. Car buyers normally look at smaller cars
like the Ford Focus as a commodity, but the global Ford Focus team wanted to make customers see
these cars as premium brands. The Focus TV spots therefore had to convey a premium message despite
its compact-car status.

In developing the overall global
marketing campaign, the global Ford
Focus team was inspired by European
luxury car companies, e.g. BMW's over-
all campaign theme ‘ultimate driving
machine’. The BMW commercial on
its own is premium, as is its portrayal
of the product. BMW makes the
engine look beautiful — when people
see it, they immediately think it is very
expensive. One example of Ford's pre-
mium approach is an ad developed
in Europe for the 2012 Focus global
campaign, which highlights the sedan’s
self-parking system.

The global Ford Focus team worked
for two years on the Focus global
marketing approach. The resulting 50 Focus TV spots featured the same technology and message no matter
where they were aired around the world.

_L'

Source: Imagme China/Corbis.
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A global approach saves money

The economic downturn pushed marketers to embrace any strategy that saves money, and going global should
do this. In the past, a host of TV commercials, photographic sessions and motor show displays were pro-
duced locally for global launches. Now, Ford insists that global departments work together to share resources
and reduce costs.

Consider photographs. Typically, each region and operating group — including design, marketing and
public relations — took their own set of photographs to support a vehicle launch. For the Focus, Ford's
management insisted that all picture requests be handled by a single photo shoot. Ford received 800 photo
requests for the global Focus launch from different countries. A few differed, asking for a city street scene,
say, rather than a country road backdrop. But the Ford Focus global marketing team realized that there was
a lot of overlap between the different photo requests.

The global advertising launch budget for a car such as the Focus would typically be about US$ 100 million.
Production costs, which cover photographs, printing and so on, make up 5-10 per cent of the usual ad
budget for a vehicle launch. By eliminating the duplication and overlap, Ford cut those costs by 70 per cent,

which could mean cost savings of around US$ 5 million.

Source: based on various public media sources, among others www.ford.com.

m Should the company internationalize at all?

Globalization

Reflects the trend of
firms buying, developing,
producing and selling
products and services

in most countries and
regions of the world.

Internationalization
Doing business in many
countries of the world, but
often limited to a certain
region (e.g. Europe).

In the face of globalization and an increasingly interconnected world, many firms attempt
to expand their sales into foreign markets. International expansion provides new and poten-
tially more profitable markets, helps to increase the firm’s competitiveness, and facilitates
access to new product ideas, manufacturing innovations and the latest technology. However,
internationalization is unlikely to be successful unless the firm prepares in advance. Advance
planning has often been regarded as important to the success of new international ventures
(Knight, 2000).

Solberg (1997) discusses the conditions under which the company should ‘stay at home’
or further ‘strengthen the global position” as two extremes (see Figure 1.6). The frame-
work in Figure 1.3 is based on the dimensions industry globalism and preparedness for
internationalization.

Industry globalism

In principle, the firm cannot influence the degree of industry globalism, as it is mainly
determined by the international marketing environment. Here the strategic behaviour of
firms depends on the international competitive structure within an industry. In the case
of a high degree of industry globalism there are many interdependencies between markets,
customers and suppliers, and the industry is dominated by a few large, powerful players
(global), whereas the other end (local) represents a multidomestic market environment, where
markets exist independently of one another. Examples of very global industries are those
making PCs, IT (software), CDs, films and aircraft (the two dominant players being Boeing
and Airbus). Examples of more local industries are those that are more culture-bounded,
such as hairdressing, foods and dairies (e.g. brown cheese in Norway).

Preparedness for internationalization

This dimension is mainly determined by the firm. The degree of preparedness is dependent
on the firm’s ability to carry out strategies in the international marketplace, i.e. the actual



20 PART | THE DECISION WHETHER TO INTERNATIONALIZE

Industry globalism
Local Potentially Global
global
3. Enter 6. Prepare 9. Strengthen
Mature new for your global
business globalization position
5.8
0 ©
&N 2. Consolidate 5. Consider 8. Seek
03 o
= o Adolescent your export expansion in global
o - ) f
o 2 markets international alliances
T g markets
o
- O
= E 1. Stay at 4. Seek 7. Prepare
Immature home niches in for a
international buyout
markets

Figure 1.6 The nine strategic windows

Source: Solberg (1997, p. 11). Reprinted with kind permission. In the original article Solberg has used the concept ‘globality’
rather than ‘globalism’.

skills in international business operations. These skills or organizational capabilities may con-
sist of personal characteristics (e.g. language, cultural sensitivity), managers’ international
experience or financial resources. The well-prepared company (mature) has a good basis for
dominating the international markets and consequently it would gain higher market share.

In the global/international marketing literature the ‘staying at home’ alternative is not
discussed thoroughly. However, Solberg (1997) argues that with limited international experi-
ence and a weak position in the home market there is little reason for a firm to engage in
international markets. Instead the firm should try to improve its performance in its home
market. This alternative is window number 1 in Figure 1.6.

If the firm finds itself in a global industry as a dwarf among large multinational firms,
Solberg (1997) argues that it may seek ways to increase its net worth so as to attract partners
for a future buyout bid. This alternative (window number 7 in Figure 1.6) may be relevant to
SMEs selling advanced high-tech components (as sub-suppliers) to large industrial com-
panies with a global network. In situations with fluctuations in the global demand, the SME
(with limited financial resources) will often be financially vulnerable. If the firm has already
acquired some competence in international business operations, it can overcome some of
its competitive disadvantage by going into alliances with firms that have complementary
competences (window number 8). The other windows in Figure 1.6 are further discussed by
Solberg (1997).

Development of the ‘global marketing’ concept

Basically ‘global marketing’ consists of finding and satisfying global customer needs better
than the competition, and coordinating marketing activities within the constraints of the global
environment. The nature of the firm’s response to global market opportunities depends
greatly on the management’s assumptions or beliefs, both conscious and unconscious, about
doing business around the world. This world view of a firm’s business activities can be
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described according to the EPRG framework (Perlmutter, 1969; Chakravarthy and Perlmutter,
1985), the four orientations of which are summarized as follows:

1. Ethnocentric: the home country is superior and the needs of the home country are most
relevant. Essentially the headquarters extends its ways of doing business to its foreign
affiliates. Controls are highly centralized and the organization and technology implemented
in foreign locations will be largely the same as in the home country.

2. Polycentric (multidomestic): each country is unique and should therefore be targeted in a
different way. The polycentric enterprise recognizes that there are different conditions for
production and marketing in different locations and tries to adapt to those different con-
ditions in order to maximize profits in each location. The control is highly decentralized
among affiliates, and communication between headquarters and affiliates is limited.

3. Regiocentric: the world consists of regions (e.g. Europe, Asia, the Middle East). The firm
tries to integrate and coordinate its marketing programme within regions, but not across them.

4. Geocentric (global): the world is getting smaller and smaller. The firm may offer global
product concepts but with local adaptation (‘think global, act local’).

The regio- and geocentric firm (in contrast to the ethnocentric and polycentric) seeks to
organize and integrate production and marketing on a regional or global scale. Each inter-
national unit is an essential part of the overall multinational network, and communications
and controls between headquarters and affiliates are less top-down than in the case of the
ethnocentric firm.

Many international markets are converging, as communication and logistic networks are
integrated on a global scale. At the same time, other international markets are becoming
more diverse as company managers are encountering economic and cultural heterogeneity.
This means that firms need to balance tensions in adapting to different demands from cus-
tomers in divergent markets, which require different skills and resources while attempting to
transfer knowledge and learning between the established markets and these new markets
(Douglas and Craig, 2011).

This leads us to a definition of global marketing:

Global marketing is defined as the firm's commitment to coordinate its marketing
activities across national boundaries in order to find and satisfy global customer needs
better than the competition. This implies that the firm is able to:

e develop a global marketing strategy, based on similarities and differences between
markets;

o exploit the knowledge of the headquarters (home organization) through worldwide
diffusion (learning) and adaptations;

o transfer knowledge and ‘best practices’ from any of its markets and use them in
other international markets.

There follows an explanation of some key terms:

e Coordinate its marketing activities: coordinating and integrating marketing strategies and
implementing them across global markets, which involves centralization, delegation,
standardization and local responsiveness.

e Find global customer needs: this involves carrying out international marketing research
and analysing market segments, as well as seeking to understand similarities and differ-
ences in customer groups across countries.

e Satisfy global customers: adapting products, services and elements of the marketing mix to
satisfy different customer needs across countries and regions.

® Being better than the competition: assessing, monitoring and responding to global com-
petition by offering better value, lower prices, higher quality, superior distribution, great
advertising strategies or superior brand image.
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Glocalization
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Figure 1.7 The glocalization framework

The second part of the global marketing definition is also illustrated in Figure 1.7 and
further commented on in the following.

This global marketing strategy strives to achieve the slogan ‘think globally but act locally’
(the so-called ‘glocalization’ framework) through dynamic interdependence between head-
quarters and subsidiaries. Organizations following such a strategy coordinate their efforts,
ensuring local flexibility while exploiting the benefits of global integration and efliciencies, as
well as ensuring worldwide diffusion of innovation (see Exhibit 1.4).

Principally, the value chain function should be carried out where there is the highest
competence (and the greatest cost-effectiveness), and this is not necessarily at head office
(Bellin and Pham, 2007).

The two extremes in global marketing, globalization and localization, can be combined
into the ‘glocalization’ framework, as shown in Figure 1.7.

A key element in knowledge management is the continuous learning from experiences.
In practical terms, the aim of knowledge management as a learning-focused activity across
borders is to keep track of valuable capabilities used in one market that could be used else-
where (in other geographic markets), so that firms can continually update their knowledge.
This is also illustrated in Figure 1.8 with the transfer of knowledge and ‘best practices’ from
market to market. However, knowledge developed and used in one cultural context is not
always easily transferred to another. The lack of personal relationships, the absence of trust
and ‘cultural distance’ all conspire to create resistance, frictions and misunderstandings in
cross-cultural knowledge management.

With globalization becoming a centrepiece in the business strategy of many firms — be they
engaged in product development or providing services — the ability to manage the ‘global
knowledge engine’ to achieve a competitive edge in today’s knowledge-intensive economy is
one of the keys to sustainable competitiveness. But in the context of global marketing the
management of knowledge is de facto a cross-cultural activity, whose key task is to foster and
continually upgrade collaborative cross-cultural learning (this will be further discussed in
Chapter 14). Of course, the kind and/or type of knowledge that is strategic for an organiza-
tion and which needs to be managed for competitiveness varies depending on the business
context and the value of different types of knowledge associated with it.
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EXHIBIT 1.4 Persil Black & Persil Abaya = glocalization (same product, but
different packaging and market communication)
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Founded in 1876, Henkel holds globally leading market
positions in both the consumer and industrial businesses
with well-known brands such as Persil, Schwarzkopf
and Loctite.

With headquarters in Disseldorf, Germany, Henkel
has some 47,000 employees worldwide. In 2011, Henkel
generated revenues of €15.6 billion and net profits of
€1.2 billion. In 2011, Henkel reinforced its position in the
emerging markets, where 42 per cent of its sales are
generated and 54 per cent of its people are employed.
Persil Abaya is a liquid detergent that Henkel introduced
to the Saudi Arabian market in 2007 and later to the rest
of the Gulf Cooperation Council markets. Henkel markets
this liquid as a detergent specialized for black abayas
and dark apparel. The abaya is the predominantly black
overgarment worn by most Arab women. The liquid deter-
gent combines true cleaning power with special colour
protection for black and dark garments — particularly
important if these are washed frequently.

While black is the traditional shade for women in the
Africa/Middle East region, the popularity of black and dark clothing has also steadily risen in western European
markets over recent years. Therefore in June 2011, Persil Black was also introduced in Germany, Austria and
Switzerland — catching the crest of this fashion wave.

Persil Black and Persil Abaya provide a good example of how the mix of common global technology and scale
(low-cost production) can be combined with local market. The two Persil brands have similar product formulations,
but regionally tailored product marketing, in the form of different packaging and market communication.

Persil Abaya was launched in the Gulf States through a mix of TV commercials and a very successful viral online
marketing campaign. An interactive website was set up and Henkel also sponsored a reality TV designer competi-
tion, in order to show that the abaya has transcended from traditional garment to individual fashion statement.
In the western European markets, the consumer campaign for Persil Black relied mainly on classic TV advertising,
complemented by social media activities such as a game on Facebook.

Source: Henkel AG & Co KGaA.

Source: based on Henkel Annual Report 2011 (www.henkel.com).
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Figure 1.8 The principle of transferring knowledge and learning across borders
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Forces for global integration and market responsiveness

Global integration
Recognizing the
similarities between
international markets and
integrating them into the
overall global strategy.

Market
responsiveness
Responding to each
market's needs and
wants.

In Figure 1.9 it is assumed that SMEs and LSEs are learning from each other. The con-
sequence of both movements may be an action-oriented approach, where firms use the
strengths of both orientations. The following section will discuss the differences in the start-
ing points of LSEs and SMEs in Figure 1.9. The result of the convergence movement of LSEs
and SMEs into the upper-right corner can be illustrated by Figure 1.9.

An example of a LSE’s movement from ‘left’ to ‘right’ is given in Exhibit 1.5, where
McDonald’s has adapted its menus to the local food cultures. SMEs have traditionally been
strong on ‘high degree of responsiveness’, but their tendency to decentralization and local
decision-making has made them more vulnerable to a low degree of coordination across
borders (which, by contrast, is the strength of LSEs).

The terms ‘glocal strategy” and ‘glocalization” have been introduced to reflect and combine
the two dimensions in Figure 1.9: globalization (y-axis) and localization (x-axis). The glocal
strategy approach reflects the aspirations of a global integrated strategy, while recognizing
the importance of local adaptations/market responsiveness. In this way, glocalization tries
to optimize the balance between standardization and adaptation of the firm’s international
marketing activities (Svensson, 2001, 2002).

First let us try to explain the underlying forces for global coordination/global integration
and market responsiveness in Figure 1.9.
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Figure 1.9 The global integration/market responsiveness grid: the future orientation of
AL LSEs and SMEs

Forces for ‘global coordination/integration’

In the shift towards integrated global marketing, greater importance will be attached to
transnational similarities for target markets across national borders and less on cross-
national differences. The major drivers for this shift are as follows (Sheth and Parvatiyar,
2001; Segal-Horn, 2002):

® Removal of trade barriers (deregulation). Removal of historic barriers, both tariff (such as
import taxes) and non-tariff (such as safety regulations), which have constituted barriers
to trade across national boundaries. Deregulation has occurred at all levels: national,
regional (within national trading blocs) and international. Thus deregulation has an
impact on globalization, as it reduces the time, costs and complexity involved in trading
across boundaries.
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Global accounts/customers. As customers become global and rationalize their procurement
activities, they demand that suppliers provide them with global services to meet their
unique global needs. Often this may consist of global delivery of products, assured supply
and service systems, uniform characteristics and global pricing. Several LSEs, such as IBM,
Boeing, IKEA, Siemens and ABB, make such ‘global’ demands on their smaller suppliers,
typical SMEs. For these SMEs managing such global accounts requires cross-functional
customer teams, in order to deploy quality consistency across all functional units.
Relationship management/network organization. As we move towards global markets it
is becoming increasingly necessary to rely on a network of relationships with external
organizations, for example, customer and supplier relationships to pre-empt competition.
Firms may also have to work with internal units (e.g. sales subsidiaries) located in many
and various parts of the world. Business alliances and network relationships help to reduce
market uncertainties, particularly in the context of rapidly converging technologies and
the need for higher amounts of resources to cover global markets. However, networked
organizations need more coordination and communication.

Standardized worldwide technology. Earlier differences in world market demand were due
to the fact that advanced technological products were primarily developed for the defence
and government sectors before being scaled down for consumer applications. However,
today the desire for gaining scale and scope in production is so high that worldwide avail-
ability of products and services should escalate. As a consequence we may witness more
homogeneity in the demand and usage of consumer electronics across nations.
Worldwide markets. The concept of ‘diffusions of innovations’ from the home country to
the rest of the world tends to be replaced by the concept of worldwide markets. Worldwide
markets are likely to develop because they can rely on world demographics. For example,
if a marketer targets its products or services to the teenagers of the world, it is relatively
easy to develop a worldwide strategy for that segment and draw up operational plans to
provide target market coverage on a global basis. This is becoming increasingly evident in
soft drinks, clothing and sports shoes, especially in the internet economy.

‘Global village’. The term ‘global village’ refers to the phenomenon in which the world’s
population shares commonly recognized cultural symbols. The business consequence of
this is that similar products and services can be sold to similar groups of customers in
almost any country in the world. Cultural homogenization therefore implies the potential
for the worldwide convergence of markets and the emergence of a global marketplace,
in which brands such as Coke, Nike and Levi’s are universally desired.

Worldwide communication. New internet-based ‘Tow-cost’ communication methods
(e.g. e-mailing, e-commerce) ease communication and trade across different parts of the
world. As a result, customers within national markets are able to buy similar products and
similar services across parts of the world.

Global cost drivers. These are categorized as ‘economies of scale’ and ‘economies of scope’.

Forces for ‘market responsiveness’

These are as follows:

Cultural differences. Despite the advent of the ‘global village’, cultural diversity clearly
continues to exist. Cultural differences often pose major difficulties in international
negotiations and marketing management. These cultural differences reflect differences
in personal values and in the assumptions people make about how business is organized.
Every culture has its opposing values. Markets are people, not products. There may be
global products, but there are not global people.

Regionalism/protectionism. Regionalism is the grouping of countries into regional clusters
based on geographic proximity. These clusters (such as the European Union or the North
American Free Trade Agreement) have formed regional trading blocs, which may represent
a significant barrier to globalization, since regional trade is often seen as incompatible
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Deglobalization
Moving away from the
globalization trends and
regarding each market as
special, with its own
economy, culture and
religion.

with global trade. In this case, trade barriers that are removed from individual countries are
simply reproduced for a region and a set of countries. Thus all trading blocs create out-
siders as well as insiders. Therefore one may argue that regionalism results in a situation
where protectionism reappears around regions rather than individual countries.

o Deglobalization trend. More than 2,500 years ago the Greek historian Herodotus (based
on observations) claimed that everyone believes their native customs and religion are the
best. Current movements in Arab countries, the big demonstrations accompanying con-
ferences such as the World Economic Forum in Davos or the World Trade Organization
(WTO) meetings show that there could be a return to old values, promoting barriers to
the further success of globalization. Rhetorical words such as ‘McDonaldization” and
‘Coca-Colonization’ describe in a simple way fears of US cultural imperialism.

Exhibit 2.3 in the following chapter presents an example of British Telecommunications’
experience with de-internationalization of their American and Asian strategy (Turner and
Gardiner, 2007).

The effect of the 9/11 attacks on globalization is debatable. Quelch (2002) argues that it will
continue, because 9/11 has led to greater cross-border cooperation among national govern-
ments on security matters, and this, it is argued, will reinforce interaction in other areas.

EXHIBIT 1.5 McDonald's is moving towards a higher degree of market

o

responsiveness
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McDonald’s (www.mcdonalds.com) has now expanded to about 30,000 restaurants in over 100 countries.
Executives at the headquarters of McDonald's Corp. in Oak Brook, lllinois, have learned that despite the cost
savings inherent in standardization, success is often about being able to adapt to the local environment. Here
are some examples.

Japan

McDonald's first restaurant in Japan opened during 1971. At that time
fast food in Japan consisted of either a bowl of noodles or miso soup.
With its first-mover advantage, McDonald's kept its lead in Japan.
By 1997 it had over 1,000 outlets there, selling more food in Japan than
any other restaurant company, including 500 million burgers a year.

Among the offerings of McDonald's Co. (Japan) Ltd are chicken
tatsuta, teriyaki chicken, and the Teriyaki McBurger. Burgers are
garnished with a fried egg. Beverages include iced coffee and corn
soup.

McDonald’s in Japan imports about 70 per cent of its food needs,
including pickles from the US and beef patties from Australia. High
volumes facilitate bargaining with suppliers, in order to guarantee
sourcing at a low cost.

Japan Tamagoburger
Source: McDonald’s Corporation.

India

McDonald's, now with seven restaurants in India, was launched there in 1996. It has had to deal with a market
that is 40 per cent vegetarian; meat eaters who dislike beef or pork; consumers with a hostility to frozen meat
and fish; and a general Indian fondness for spice with everything.

The Big Mac was replaced by the Maharaja Mac, made from mutton, and the outlets also offer vegetarian
rice-patties flavoured with vegetables and spice.



Other countries

In tropical markets, guava juice was added to the McDonald’'s
product line. In Germany, McDonald's did well selling beer as well as
McCroissants. Banana fruit pies became popular in Latin America
and McSpaghetti noodles became a favourite in the Philippines.
In Thailand, McDonald’s introduced the Samurai Pork Burger with
sweet sauce. Meanwhile, McDonald's in New Zealand launched the
Kiwiburger served with beetroot sauce and optional apricot pie.

In Singapore, where fries came to be served with chilli sauce, the
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Kiasuburger chicken breakfast became a bestseller. Singapore was  Riceburger
among the first markets in which McDonald's introduced a delivery  Source: McDonald’s Corporation.

service.

As indicated, McDonald's has achieved economies of scale and
cost savings through standardization and in its packaging. In 2003,
McDonald’s announced that all its restaurants would soon be
adopting the same brand packaging for menu items. According to a
company press release, the new packaging would feature photo-
graphs of real people doing things they enjoy, such as listening to
music, playing soccer and reading to their children. McDonald’s
global chief marketing officer was quoted as saying, ‘It is the first time
in our history that a single set of brand packaging, with a single brand
message, will be used concurrently around the world.” Two years
later, in 2005, the company had to pull back when it announced plans

to localize its packages (Frost, 2006). Veggie McCurry Pan

Source: adapted from a variety of public media.

Source: McDonald’s Corporation.

The value chain as a framework for identifying international
competitive advantage

Value chain

A categorization of the
firm's activities providing
value for the customers
and profit for the
company.

The concept of the value chain

The value chain shown in Figure 1.10 provides a systematic means of displaying and
categorizing activities. The activities performed by a firm in any industry can be grouped
into the nine generic categories shown.

At each stage of the value chain there exists an opportunity to contribute positively to the
firm’s competitive strategy by performing some activity or process in a way that is better than
and/or different from the competitors’ offer, and so provide some uniqueness or advantage.
If a firm attains such a competitive advantage, which is sustainable, defensible, profitable
and valued by the market, then it may earn high rates of return, even though the industry
structure may be unfavourable and the average profitability of the industry modest.

In competitive terms, value is the amount that buyers are willing to pay for what a firm
provides them with (perceived value). The value chain includes both cost and value drivers.
Drivers are the underlying structural factors that explain why the cost/value generated by
a firm’s activities differs from that of its rivals. Basically, a firm is profitable if the value it
commands exceeds the costs involved in creating the product. Creating value for buyers
that exceeds the cost of doing so is the goal of any generic strategy. Sometimes value, instead



28

PART | THE DECISION WHETHER TO INTERNATIONALIZE

Firm infrastructure

I I
Human resource management
Support | |

activities

\)@e\l\

Tech;nology develop;ment

I'Procurement !

|
Inbpu_nd Operations Outpoynd Marketing
logistics logistics and sales

|
|
|
| N |
Primary activities

|

T
Upstream value activities I Downstream value activities

Figure 1.10 The value chain
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of cost, must be used in analysing competitive position, since firms often deliberately raise
their costs in order to command a premium price via differentiation. The concept of buyers’
perceived value will be discussed further in Chapter 4.

Before going into the details of the various value chain activities, it is important to realize
that the firm’s value chain is embedded in a larger stream of network activities in the total
supply chain. Suppliers, the firm itself and business customers all have their own value
chain, starting from the basic raw materials and going right through to those engaged in the
delivery of the final product and service to the final customer.

The Porter concept of the value chain

Porter’s (1986) original value chain displays total value and consists of value activities and
margin. Value activities are the physically and technologically distinct activities that a firm
performs. These are the building blocks with which a firm creates a product valuable to
its buyers. Margin is the difference between total value (price) and the collective cost of
performing the value activities.

Competitive advantage is a function of either providing comparable buyer value more
efficiently than competitors (lower cost), or performing activities at comparable cost but
in unique ways that create more customer value than the competitors are able to offer
and, hence, command a premium price (differentiation). The firm might be able to identify
elements of the value chain that are not worth the costs. These can then be unbundled and
produced outside the firm (outsourced) at a lower price.

Value activities can be divided into two broad types, primary activities and support
activities. Primary activities, listed along the bottom of Figure 1.10, are the activities involved
in the physical creation of the product, its sale and transfer to the buyer, as well as after-sales
assistance. In any firm, primary activities can be divided into the five generic categories
shown in the figure. Support activities support the primary activities and each other by pro-
viding purchased inputs, technology, human resources and various firm-wide functions.
The dotted lines reflect the fact that procurement, technology development and human
resource management can be associated with specific primary activities as well as supporting
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the entire chain. Firm infrastructure is not associated with particular primary activities, but
supports the entire chain.

Primary activities
The primary activities of the organization are grouped into five main areas, as follows:

1. Inbound logistics. The activities concerned with receiving, storing and distributing the inputs
to the product/service. These include materials, handling, stock control and transport.

2. Operations. The transformation of these various inputs into the final product or service,
e.g. machining, packaging, assembly, testing.

3. Outbound logistics. The collection, storage and distribution of the product to customers.
For tangible products this would involve warehousing, material handling and transport;
in the case of services it may be more concerned with arrangements for bringing customers
to the service if it is in a fixed location (e.g. sports events).

4. Marketing and sales. These provide the means whereby consumers/users are made aware
of the product/service and are able to purchase it. This would include sales administration,
advertising and selling. In public services, communication networks that help users access
a particular service are often important.

5. Service. These are all the activities that enhance or maintain the value of a product/
service. Asugman et al. (1997) have defined after-sales service as ‘those activities in which
a firm engages after purchase of its product that minimize potential problems related to
product use, and maximize the value of the consumption experience’. After-sales service
consists of the following: the installation and start-up of the purchased product, the provi-
sion of spare parts for products, the provision of repair services, technical advice regard-
ing the product, and the provision and support of warranties.

Each of these groups of primary activities is linked to support activities.

Support activities

These can be divided into four areas:

1. Procurement. This refers to the process of acquiring the various resource inputs to the
primary activities (not to the resources themselves). As such, it occurs in many parts of
the organization.

2. Technology development. All value activities have a ‘technology’, even if it is simply
‘know-how’. The key technologies may be concerned directly with the product (e.g. R&D,
product design), with processes (e.g. process development) or with a particular resource
(e.g. raw material improvements).

3. Human resource management. This is a particularly important area that transcends
all primary activities. It is concerned with the activities involved in recruiting, training,
developing and rewarding people within the organization.

4. Infrastructure. The systems of planning, finance, quality control, etc. are crucially import-
ant to an organization’s strategic capability in all primary activities. Infrastructure also
consists of the structures and routines of the organization that sustain its culture.

As indicated in Figure 1.10, a distinction is also made between the production-oriented,
‘upstream’ activities and the more marketing-oriented, ‘downstream’ activities.

Figure 1.11 shows a simplified version of the value chain in Figure 1.10. This simplified
version, characterized by the fact that it contains only the primary activities of the firm, will
be used in most parts of this book.

Although value activities are the building blocks of competitive advantage, the value chain
is not a collection of independent activities, but a system of interdependent activities. Value
activity is related by horizontal linkages within the value chain. Linkages are relationships
between the way in which one value activity is dependent on the performance of another.

Furthermore, the chronological order of the activities in the value chain is not always
as illustrated in Figure 1.11. In companies where orders are placed before production of
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Figure 1.11 A simplified version of the value chain

the final product (build-to-order), the sales and marketing function takes place before
production.

In understanding the competitive advantage of an organization, the strategic importance
of the following types of linkage should be analysed in order to assess how they contribute to
cost reduction or value added. There are two kinds of linkage:

1. internal linkages between activities within the same value chain, but perhaps on different
planning levels within the firm;

2. external linkages between different value chains ‘owned’ by the different actors in the total
value system.

Internal linkages

There may be important links between the primary activities. In particular, choices will have
been made about these relationships and how they influence value creation and strategic
capability. For example, a decision to hold high levels of finished stock might ease production
scheduling problems and provide a faster response time to the customer. However, it will
probably add to the overall cost of operations. An assessment needs to be made of whether
the added value of ‘stocking’ is greater than the added cost. Suboptimization of the single
value chain activities should be avoided. It is easy to miss this point in an analysis if, for
example, the marketing activities and operations are assessed separately. The operations may
look good because they are geared to high-volume, low-variety, low-unit-cost production.
However, at the same time the marketing team may be selling quickness, flexibility and
variety to the customers. When put together these two potential strengths are weaknesses
because they are not in harmony, which is what a value chain requires. The link between
a primary activity and a support activity may be the basis of competitive advantage. For
example, an organization may have a unique system for procuring materials. Many inter-
national hotels and travel companies use their computer systems to provide immediate ‘real
time” quotations and bookings worldwide from local access points.
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Figure 1.12 The value chain in relation to the strategic pyramid

As a supplement to comments about the linkages between the different activities, it is
also relevant to regard the value chain (illustrated in Figure 1.11 in a simplified form) as a
thoroughgoing model on all three planning levels in the organization.

In purely conceptual terms, a firm can be described as a pyramid as illustrated in
Figure 1.12. It consists of an intricate conglomeration of decision and activity levels, having
three distinct levels, but the main value chain activities are connected to all three strategic
levels in the firm:

1. The strategic level is responsible for formulation of the firm’s mission statement, deter-
mining objectives, identifying the resources that will be required if the firm is to attain its
objectives, and selecting the most appropriate corporate strategy for the firm to pursue.

2. The managerial level has the task of translating corporate objectives into functional
and/or unit objectives and ensuring that resources placed at its disposal (e.g. in the
marketing department) are used effectively in the pursuit of those activities that will
make the achievement of the firm’s goals possible.

3. The operational level is responsible for the effective performance of the tasks that underlie
the achievement of unit/functional objectives. The achievement of operational objectives
is what enables the firm to achieve its managerial and strategic aims. All three levels are
interdependent, and clarity of purpose from the top enables everybody in the firm to work
in an integrated fashion towards a common aim.

External linkages

One of the key features of most industries is that a single organization rarely undertakes all
value activities from product design to distribution to the final consumer. There is usually
a specialization of roles, and any single organization usually participates in the wider value
system that creates a product or service. In understanding how value is created it is not enough
to look at the firm’s internal value chain alone. Much of the value creation will occur in the
supply and distribution chains, and this whole process needs to be analysed and understood.

Suppliers have value chains that create and deliver the purchased inputs used in a firm’s
chain (the upstream part of the value chain). Suppliers not only deliver a product, but can
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also influence a firm’s performance in many other ways. For example, Benetton, the Italian
fashion company, managed to sustain an elaborate network of suppliers, agents and inde-
pendent retail outlets as the basis of its rapid and successful international development
during the 1970s and 1980s.

In addition, products pass through the value chain channels on their way to the buyer.
Channels perform additional activities that affect the buyer and influence the firm’s own
activities. A firm’s product eventually becomes part of its buyer’s value chain. The ultimate
basis for differentiation is a firm and its product’s role in the buyer’s value chain, which is
determined by buyer needs. Gaining and sustaining competitive advantage depend on under-
standing not only a firm’s value chain, but also how the firm fits into the overall value system.

There are often circumstances where the overall cost can be reduced (or the value increased)
by collaborative arrangements between different organizations in the value system. It will be
seen elsewhere (Chapter 10) that this is often the rationale behind downstream collaborative
arrangements, such as joint ventures, subcontracting and outsourcing between different
organizations (e.g. sharing technology in the international motor manufacture and electronics
industries).

Internationalizing the value chain

All internationally oriented firms must consider an eventual internationalization of the
value chain’s functions. The firm must decide whether the responsibility for the single value
chain function is to be moved to the export markets or is best handled centrally from head
office. Principally, the value chain function should be carried out where there is the highest
competence (and the most cost-effectiveness), and this is not necessarily at head office.

A distinction immediately arises between the activities labelled downstream in Figure 1.11
and those labelled upstream activities. The location of downstream activities, those more
related to the buyer, is usually tied to where the buyer is located. If a firm is going to sell
in Australia, for example, it must usually provide services in Australia, and it must have
salespeople stationed there. In some industries it is possible to have a single sales force that
travels to the buyer’s country and back again; other specific downstream activities, such
as the production of advertising copy, can sometimes also be performed centrally. More
typically, however, the firm must locate the capability to perform downstream activities
in each of the countries in which it operates. By contrast, upstream activities and support
activities are more independent of where the buyer is located (Figure 1.13). However, if the

Sales and Country
service A

Home country > Marketing
(head office or third country)

R&D Production (s &g Country

service B

> Marketing

Centralizing upstream
functions

Sales and Country
service C

> Marketing

Decentralizing downstream
functions

Figure 1.13 Centralizing the upstream activities and decentralizing the downstream activities

Source: Hollensen, S. (2008) Essentials of Global Marketing, FT/Prentice Hall, p. 17. Copyright © Pearson Education Limited.
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export markets are culturally close to the home market, it may be relevant to control the
entire value chain from head office (home market).

This distinction carries some interesting implications. First, downstream activities create
competitive advantages that are largely country-specific: a firm’s reputation, brand name and
service network in a country grow largely out of its activities and create entry/mobility barriers
largely in that country alone. Competitive advantage in upstream and support activities often
grows more out of the entire system of countries in which a firm competes than from its
position in any single country.

Secondly, in industries where downstream activities or other buyer-tied activities are vital
to competitive advantage, there tends to be a more multidomestic pattern of international
competition. In many service industries, for example, not only downstream activities but
frequently upstream activities are tied to buyer location, and global strategies are compara-
tively less common. In industries where upstream and support activities such as technology
development and operations are crucial to competitive advantage, global competition is
more common. For example, there may be a large need in firms to centralize and coordinate
the production function worldwide to be able to create rational production units that are
able to exploit economies of scale. Today it is very popular among companies to outsource
production to the Far East, e.g. China.

Furthermore, as customers increasingly join regional cooperative buying organizations, it
is becoming more and more difficult to sustain a price differentiation across markets. This
will put pressure on the firm to coordinate a European price policy. This will be discussed
turther in Chapter 11.

The distinctive issues of international strategies, in contrast to domestic, can be sum-
marized in two key dimensions of how a firm competes internationally. The first is called the
configuration of a firm’s worldwide activities, or the location in the world where each activity
in the value chain is performed, including the number of places. For example, a company can
locate different parts of its value chain in different places - for instance, factories in China,
call centres in India and retail shops in Europe. IBM is an example of a company that exploits
wage differentials by increasing the number of employees in India from 9,000 in 2004 to
50,000 by mid-2007 and by planning for massive additional growth. Most of these employees
are in IBM Global Services, the part of the company that is growing fastest but has the lowest
margins — which the Indian employees are supposed to improve, by reducing (wage) costs
rather than raising prices (Ghemawat, 2007).

The second dimension is called coordination, which refers to how identical or
linked activities performed in different countries are coordinated with each other (Porter,
1986).

Value shop and the ‘service value chain’

Value shops

A model for solving
problems in a service
environment, similar to
workshops. Value is
created by mobilizing
resources and deploying
them to solve a specific
customer problem.

Value networks

The formation of several
firms' value chains into
a network, where each
company contributes

a small part to the total
value chain.

Michael Porter’s value-chain model claims to identify the sequence of key generic activities
that businesses perform in order to generate value for customers. Since its introduction in
1985, this model has dominated the thinking of business executives. Yet a growing number
of service businesses, including banks, hospitals, insurance companies, business consulting
services and telecommunications companies, have found that the traditional value chain
model does not fit the reality of their service industry sectors. Stabell and Fjeldstad (1998)
identified two new models of value creation - value shops and value networks. Fjeldstad and
Stabell argue that the value chain is a model for making products, while the value shop is a
model for solving customer or client problems in a service environment. The value network
is a model for mediating exchanges between customers. Each model utilizes a different set of
core activities to create and deliver distinct forms of value to customers.
The main differences between the two types of value chains are illustrated in Table 1.2.
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Table 1.2 The traditional value chain versus the service value chain

Traditional value chain model Service value chain (‘value shop’) model

Value creation through transformation of inputs
(raw material and components) to products.

Value creation through customer problem-solving. Value is created
by mobilizing resources and activities to resolve a particular and
unique customer problem. Customer value is not related to the
solution itself but to the value of solving the problem.

Sequential process (‘first we develop the product,
then we produce it, and finally we sell it’)

Cyclical and iterative process.

Support functions: Firm infrastructure EalsllEme A
Human resource finding and Problem-
management e solving

acquisition
J
Sales Choice
R&D  )Production) Marketing) and N\
services Control
X Execution
evaluation

Support functions: Technology development /

Procurement (buying)

The traditional value chain consists of primary and The primary activities of a value shop are:
support activities. Primary activities are directly 1. Problem-finding: activities associated with the recording,

involved in creating and bringing value to
customers: upstream (product development and
production) and downstream activities (marketing
and sales and service). Support activities enable
and improve the performance of the primary
activities, e.g. procurement, technology
development, human resource management and
firm infrastructure.

reviewing and formulating of the problem to be solved and
choosing the overall approach to solving the problem.

. Problem-solving: activities associated with generating and

evaluating alternative solutions.

. Choice: activities associated with choosing among alternative

problem solutions.

. Execution: activities associated with communicating,

organizing and implementing the chosen solution.

5. Control and evaluation: activities associated with measuring
and evaluating to what extent implementation has solved the
initial statement.

Examples: production and sales of furniture,
consumer food products, electronic products
and other mass products.

Examples: banks, hospitals, insurance companies, business
consulting services and telecommunications companies.

Source: based on Stabell and Fieldstad (1998).

Value shops (as in workshops, not retail stores) create value by mobilizing resources (e.g.
people, knowledge and skills) and deploying them to solve specific problems such as curing
an illness, delivering airline services to the passengers or delivering a solution to a business
problem. Shops are organized around making and executing decisions — identifying and
assessing problems or opportunities, developing alternative solutions or approaches, choos-
ing one, executing it and evaluating the results. This model applies to most service-oriented
organizations such as building contractors, consultancies and legal organizations. However,
it also applies to organizations that are primarily configured to identify and exploit specific
market opportunities, such as developing a new drug, drilling a potential oilfield or designing
a new aircraft.

Different parts of a typical business may exhibit characteristics of different configurations.
For example, production and distribution may resemble a value chain; research and develop-
ment a value shop.

Value shops make use of specialized knowledge-based systems to support the task of creating
solutions to problems. However, the challenge is to provide an integrated set of applications
that enable seamless execution across the entire problem-solving or opportunity—exploitation
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process. Several key technologies and applications are emerging in value shops — many focus
on utilizing people and knowledge better. Groupware, intranets, desktop videoconferencing
and shared electronic workspaces enhance communication and collaboration between
people, essential to mobilizing people and knowledge across value shops. Integrating project
planning with execution is proving crucial, for example, in pharmaceutical development,
where bringing a new drug through the long, complex approval process a few months early
can mean millions of dollars in revenue. Technologies such as inference engines and neural
networks can help to make knowledge about problems and the process for solving them
explicit and accessible.

The term ‘value network’ is widely used but imprecisely defined. It often refers to a group
of companies, each specializing in one piece of the value chain, and linked together in some
virtual way to create and deliver products and services. Stabell and Fjelstad (1998) define
value networks quite differently — not as networks of affiliated companies, but as a business
model for a single company that mediates interactions and exchanges across a network of
its customers. This model clearly applies best to telecommunications companies, but also to
insurance companies and banks, whose business, essentially, is mediating between customers
with different financial needs - some saving, some borrowing, for example. Key activities
include operating the customer-connecting infrastructure, promoting the network, manag-
ing contracts and relationships, and providing services.

Some of the most IT-intensive businesses in the world are value networks — banks, airlines
and telecommunications companies, for instance. Most of their technology provides the
basic infrastructure of the ‘network’ to mediate exchanges between customers. But the com-
petitive landscape is now shifting beyond automation and efficient transaction processing to
monitoring and exploiting information about customer behaviour.

The aim is to add more value to customer exchanges through better understanding of usage
patterns, exchange opportunities, shared interests and so on. Data mining and visualization
tools, for example, can be used to identify both positive and negative connections between
customers.

Competitive success often depends on more than simply performing your primary model
well. It may also require the delivery of additional kinds of complementary value. Adopting
attributes of a second value configuration model can be a powerful way to differentiate your
value proposition or defend it against competitors pursuing a value model different to your
own. It is essential, however, to pursue another model only in ways that leverage the primary
model. For example, Harley-Davidson’s primary model is the chain - it makes and sells
products. Forming the Harley Owners Group (HOG) - a network of customers — added value
to the primary model by reinforcing the brand identity, building loyalty, and providing valuable
information and feedback about customers’ behaviours and preferences. Amazon.com is a
value chain like other book distributors, and initially used technology to make the process
vastly more efficient. Now, with its book recommendations and special interest groups, it is
adding the characteristics of a value network. Our research suggests that the value network,
in particular, offers opportunities for many existing businesses to add more value to their
customers, and for new entrants to capture market share from those who offer less value to
their customers.

Combining the product value chain and the service
value chain

Blomstermo et al. (2006) make a distinction between hard and soft services. Hard services are
those where production and consumption can be decoupled. For example, software services
can be transferred into a CD or some other tangible medium, which can be mass-produced,
making standardization possible. With soft services, where production and consumption
occur simultaneously, the customer acts as a co-producer, and decoupling is not viable.
The soft-service provider must be present abroad from its first day of foreign operations.
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Figure 1.14 Combining the product value chain and the service value chain

Figure 1.14, showing the combination of the product and service value chains, is mainly
valid for soft services, but at the same time in more and more industries we see that physical
products and services are combined.

Most product companies offer services to protect or enhance the value of their product
businesses. Cisco, for instance, built its installation, maintenance and network-design
service business to ensure high-quality product support and to strengthen relationships with
enterprise and telecom customers. A company may also find itself drawn into services when
it realizes that competitors use its products to offer services of value. If it does nothing, it
risks not only the commoditization of its own products — something that is occurring in
most product markets, irrespective of the services on offer - but also the loss of customer
relationships. To make existing service groups profitable — or to succeed in launching a new
embedded service business — executives of product companies must decide whether the
primary focus of service units should be to support existing product businesses or to grow as
a new and independent platform.

When a company chooses a business design for delivering embedded services to customers,
it should remember that its strategic intent affects which elements of the delivery life cycle
are most important. If the aim is to protect or enhance the value of a product, the company
should integrate the system for delivering it and the associated services in order to promote
the development of product designs that simplify the task of service (e.g. by using fewer sub-
systems or integrating diagnostic software). This approach involves minimizing the footprint
of service delivery and incorporating support into the product whenever possible. If the com-
pany wants the service business to be an independent growth platform, however, it should
focus most of its delivery efforts on constantly reducing unit costs and making the services
more productive (Auguste et al., 2006).
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In the ‘moment of truth’ (e.g. in a consultancy service situation), the seller represents all
the functions of the focal company’s product and service value chain - at the same time. The
seller (the product and service provider) and the buyer create a service in an interaction
process: “The service is being created and consumed as it is produced.” Good representatives
on the seller’s side are vital to service brands’ successes, being ultimately responsible for
delivering the seller’s promise. As such, a shared understanding of the service brand’s values
needs to be anchored in their hearts and minds to encourage brand-supporting behaviour.
This internal brand-building process becomes more challenging as service brands expand
internationally, drawing on workers from different global domains.

Figure 1.14 also shows the cyclic nature of the service interaction (‘moment of truth’)
where the post-evaluation of the service value chain gives input for the possible redesign of
the ‘product value chain’. The interaction shown in Figure 1.14 could also be an illustration
or a snapshot of a negotiation process between seller and buyer, where the seller represents
a branded company, which is selling its projects as a combination of ‘hardware’ (physical
products) and ‘software’ (services).

One of the purposes of the ‘learning nature’ of the overall decision cycle in Figure 1.14 is
to pick up the best practices among different kinds of international buyer-seller interactions.
This would lead to a better set-up of:

o the service value chain (value shop);
o the product value chain;
o the combination of the service and product value chain.

Johansson and Jonsson (2012) emphasized the knowledge transfer between the product
value chain and the value shop, by looking at value creation and utilizing the synergies
between them. This is especially relevant to consider in business to business (B2B) project
selling.

Global experiential marketing

Customer experience
The use of products in
combination with services
to engage the individual
customer in a way that
creates a memorable
event. This can be
characterized into

one of four groups:
entertainment,
educational, aesthetic

or escapist.

The previous section describes and explains value creation as a result of both the product and
service offerings. However, as services increasingly become commoditized - think of smart-
phone services sold solely on price - ‘experiences” have emerged as the next step in providing
‘customer value’. This process of generating customer value from a product solution, services
and finally customer experiences is shown in Figure 1.15. A customer experience occurs
when a company intentionally uses products in combination with services to engage indi-
vidual customers in a way that creates a memorable event (Pine and Gilmore, 1998).

Unless companies want to be in a commoditized business, they will be compelled to
upgrade their offerings to the next stage of customer value creation: customer experience.

Experiential marketing is a growing trend worldwide, evident in most sectors of the global
economy. The term essentially describes marketing initiatives that give consumers in-depth,
tangible experiences in order to provide them with sufficient information to make a purchas-
ing decision. It has evolved as a response to a perceived transition from a service economy
to one personified by the experiences in which consumers participate.

Increasingly, consumers are involved in the processes of both defining and creating value,
and the co-created experience of consumers through the holistic brand value structure
becomes the very basis of marketing.

Pine and Gilmore (1998) suggest that we think about experiences across two bi-polar
constructs:

o Involvement/participation. This dimension refers to the level of interactivity between
the supplier and the customer. At low degree’ there is passive participation, where the
participants experience the event as observers or listeners, e.g. classical symphony-goers.
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Figure 1.15 Providing customer value — also through customer experience

Sources: based on Pine and Gilmore (1998) and Atwal and Williams (2009).

At the other end of the spectrum lies ‘active participation” in which customers play key
roles in creating the performance or event, e.g. going to a rock concert.

o Intensity/connection. This dimension refers to the strength of feeling towards the inter-
action. Watching a film in the cinema (e.g. an IMAX theatre) with an audience, 3D screen
and advanced sound is associated with a ‘high degree’ of intensity/connection compared
with watching the same film at home on a DVD.

We can sort experiences into four broad categories according to where they fall along the
spectra of the two dimensions:

Entertainment

Entertainment can be defined as something that amuses, pleases or diverts (especially a per-
formance or show), or as the pleasure afforded by being entertained and amused. For example,
fashion shows in designer boutiques and upmarket department stores, involving a low
degree of customer involvement and intensity, would qualify as ‘entertainment’.

Educational

Activities in the educational zone involve those in which participants are more actively
involved, but the level of intensity is still low. In this zone, participants acquire new skills or
increase those they already have. Many company offerings include educational dimensions.
For example, cruise ships often employ well-known authorities to provide semi-formal
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lectures as part of their itineraries, a concept commonly referred to as ‘edutainment’.
Likewise, the Ferrari Driving Experience is a two-day precision driving school designed to
narrow the gap between driving ability and a Ferrari’s performance capability (Atwal and
Williams, 2009).

This type of experience typically involves active participation by the consumer in
educational activities of a stimulating nature, thus ensuring that the event provides an
experience.

Aesthetic

When the element of activity is reduced to a more passive involvement, the event becomes
aesthetic. Admiring the architectural or interior design of designer boutiques, for example,
involves high degree of intensity but it has little effect on its environment.

In this category customers are involved in very intense experiences (e.g. a tourist viewing
the Grand Canyon from its rim) but they are not personally involved in the event (such as
climbing down the Grand Canyon as they might in the escapism category). Luxury brand
activity is of an aesthetic nature, with customers immersing themselves in the experience but
with little active participation. Watching a Cirque du Soleil show (see case 7.1) is a customer
experience of this kind.

Escapism

Escapism can be defined as a tendency to escape from daily realities or routines by indulg-
ing in daydreams, fantasies or entertainment that provides a break from reality. Escapist
activities are those that involve a high degree of both involvement and intensity, and are
clearly a central feature of much of luxury consumption and lifestyle experiences, often con-
nected to the fitness trend. This is clearly evident in the luxury tourism and hospitality sector,
with the growth of specialized holiday offerings, in which customers are closely involved in
co-creating their experiences. Joining a Zumba dance course (see case 3.1) is similar to this
kind of customer experience.

In conclusion, whereas traditional marketing frameworks view consumers as rational
decision-makers focused on the functional features and benefits of products, experiential
marketing views consumers as emotional beings, focused on achieving memorable
experiences. In this connection the use of new technologies, such as social media, has also
increased the potential for experiential marketing. This is of particular relevance given the
increasing significance of the internet as a communication and distribution channel within
the luxury sector.

Finally, the more a company engages all five senses in the creation of a customer experi-
ence, the more effective and memorable it can be.

Information business and the virtual value chain

Most business managers would agree that we have recently entered a new era, ‘the informa-
tion age’, which differs markedly from the industrial age. What have been the driving forces
for these changes?

The consensus has shifted over time. To begin with it was thought to be the automation
power of computers and computation; then it was the ability to collapse time and space
through telecommunications. More recently it has been seen as the value-creating power of
information, a resource that can be reused, shared, distributed or exchanged without any
inevitable loss of value; indeed, value is sometimes multiplied. Today’s fascination with com-
peting on invisible assets means that people now see knowledge and its relationship with
intellectual capital as the critical resource, because it underpins innovation and renewal.
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Figure 1.16 The virtual value chain as a supplement to the physical chain

Source: based on Rayport and Sviokla (1996).

One way of understanding the strategic opportunities and threats of information is to

consider the virtual value chain as a supplement to the physical value chain (Figure 1.16).

By introducing the virtual value chain, Rayport and Sviokla (1996) have made an

extension to the conventional value chain model, which treats information as a supporting
element in the value-adding process. Rayport and Sviokla (1996) show how information in
itself can be used to create value.

Fundamentally, there are four ways of using information to create business value

(Marchand, 1999):

1.

Managing risks. In the twentieth century the evolution of risk management stimulated the
growth of functions and professions such as finance, accounting, auditing and controlling.
These information-intensive functions tend to be major consumers of IT resources and
people’s time.

. Reducing costs. Here the focus is on using information as efficiently as possible to achieve

the outputs required from business processes and transactions. This process view of
information management is closely linked with the re-engineering and continuous
improvement movements of the 1990s. The common elements are focused on eliminating
unnecessary and wasteful steps and activities, especially paperwork and information
movements, and then simplifying and, if possible, automating the remaining processes.

. Offering products and services. Here the focus is on knowing one’s customers, and sharing

information with partners and suppliers to enhance customer satisfaction. Many service
and manufacturing companies focus on building relationships with customers and on
demand management as ways of using information. Such strategies have led companies
to invest in point-of-sale systems, account management, customer profiling and service
management systems.

. Inventing new products. Finally, companies can use information to innovate - to invent

new products, provide different services and use emerging technologies. Companies such
as Intel and Microsoft are learning to operate in ‘continuous discovery mode’, inventing
new products more quickly and using market intelligence to retain a competitive edge.
Here, information management is about mobilizing people and collaborative work pro-
cesses to share information and promote discovery throughout the company.

Every company pursues some combination of the above strategies.
In relation to Figure 1.16 each of the physical value chain activities might make use of

one or all four information-processing stages of the virtual value chain, in order to create
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extra value for the customer. This is the reason for the horizontal double arrows between the
different physical and virtual value chain activities in the figure. In this way information can
be captured at all stages of the physical value chain. Obviously such information can be used
to improve performance at each stage of the physical value chain and to coordinate elements
across it. However, it can also be analysed and repackaged to build content-based products
or to create new lines of businesses.

A company can use its information to reach out to other companies’ customers or
operations, thereby rearranging the value system of an industry. The result might be that
traditional industry sector boundaries disappear. The CEO of Amazon.com, Jeft Bezos, clearly
sees his business as being not in the book-selling business but in the information-broker
business.

Summary

Global marketing is defined as the firm’s commitment to coordinate its marketing activities
across national boundaries in order to find and satisfy global customer needs better than the
competition does. This implies that the firm is able to:

o develop a global marketing strategy based on similarities and differences between
markets;

e exploit the knowledge of the headquarters (home organization) through worldwide diftu-
sion (learning) and adaptations;

e transfer knowledge and ‘best practices’ from any of its markets and use them in other
international markets.

Porter’s original value chain model was introduced as a framework model for major parts
of this book. In understanding how value is created, it is not enough to look at the firm’s
internal value chain alone. In most cases the supply and distribution value chains are inter-
connected, and this whole process needs to be analysed and understood before considering
an eventual internationalization of value chain activities. This also involves decisions about
configuration and coordination of the worldwide value chain activities.

As a supplement to the traditional (Porter) value chain, the service value chain (based
on the so-called ‘value shop’ concept) has been introduced. Value shops create value by
mobilizing resources (people, knowledge and skills) and deploying them to solve specific
problems. Value shops are organized around making and executing decisions in the
specific service interaction situation with a customer - identifying and assessing service
problems or opportunities, developing alternative solutions or approaches, choosing one,
executing it and evaluating the results. This model applies to most service-oriented
organizations.

Many product companies want to succeed with embedded services: as competitive pressures
increasingly commoditize product markets, services will become the main differentiator of
value creation in coming years. However, companies will need a clearer understanding of the
strategic rules of this new game - and will have to integrate the rules into their operations
- to realize the promise of these fast-growing businesses.

Today the right combination of the product value chain and the service value chain
is not a sufficient competitive differentiator. Adding ‘customer experiences’ occurs when
a company intentionally uses products in combination with services, to engage individual
customers in a way that creates a memorable event that can be characterized in one of
four groups: entertainment, educational, aesthetic or escapist.

At the end of the chapter the virtual value chain was introduced as a supplement to the
physical value chain, thus using information to create further business value.
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CASE STUDY 1.1

Green Toys, Inc.: a manufacturer of eco-friendly toys is going international

o
In 2006, Robert von Goeben, a venture capitalist and
an electronic toy designer in San Francisco, contem-
plated shifting course again. Instead of making more
toys that required electricity and intricate parts, he
listened to his wife and created a simpler line that
would appeal to parents who identified with the
green movement. More and more parents are start-
ing to look at toys like they look at food. A toy used
to be a plastic thing and parents did not question
what was in it. Now green has gone mainstream, and
parents want to know what is in their toys.

In August 2006, Mattel Inc. recalled more than
10 million Chinese-made toys, including the popular
Barbie and Polly Pocket toys, because of lead-paint
hazards and tiny magnets that could be swallowed.
The US government warned parents to make sure
that children would not play with any of the recalled
toys.

As questions about toy safety made more headlines
in 2007 with recall of more than 17 million Chinese-
made toys, von Goeben partnered with former market-
ing executive Laurie Hyman, a business acquaintance.
Green Toys Inc. was profitable from its first year on.

Together Robert von Goeben and Laurie Hyman
founded Green Toys Inc. in 2006 and started right
away with manufacturing of eco toys from recycled
plastic milk jugs.
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The founders of Green Toys Inc.

The two co-founders of Green Toys — Robert von
Goeben (responsible for product) and Laurie Hyman
(responsible for marketing) — have different back-
grounds and competences:

Robert von Goeben was the founder of Pro-
pellerhead Studios, a leading Silicon Valley design
studio specializing in electronic toys and games. At
Propellerhead Studios, he worked with many major
toy companies, including Mattel and Wild Planet.
Before that, he was the founder and managing direc-
tor of Starter Fluid, a seed-stage venture capital fund
backed by institutional and corporate investors,
including Compag computers and the University of
Chicago. Von Goeben’s career began in the enter-
tainment industry where he started and managed the

online division of Geffen Records. He has an MBA
from the University of Southern California and a
BA in Mathematics from the State University of New
York. He holds two US patents in the field of toys
and games.

Laurie Hyman used to work as a marketing ex-
ecutive for several online consumer-marketing com-
panies, including, most recently, Ingenio, a pioneer
in combining the power of the internet and phone
to connect buyers and sellers. Before that, she was
the first member of the marketing team at Webvan,

Source: Green Toys Inc.



where she managed relationships with some of the
world's largest consumer packaged goods com-
panies, including P&G, Nestlé, Coca-Cola, Kraft,
General Mills and Pillsbury. Hyman also served as
the director of marketing at Goodcompany.com, one
of the internet’s first online social networks. She has
an MBA from the University of Southern California
and a BA in Business from Indiana University.

Green Toys Inc. today

Green Toys Inc. makes a line of classic children’s toys
constructed from recycled plastic and other environ-
mentally friendly materials. This helps reduce fossil
fuel use and greenhouse gas emissions, improving
the overall health of the planet. In 2010 the company
had a turnover of approximately US$ 17.5 million.
At that time the average number of employees
was 75.

Unlike its half-dozen eco-friendly competitors that
manufacture or buy raw materials for their toys over-
seas, Green Toys contracts only with companies
in California. Sourcing locally means burning less
fossil fuel and creating or maintaining more US jobs.
Green Toys can also track the chemical content of
toys better than its counterparts.

Green Toys’ customers and marketing
strategy

Green Toys' key customer segment consists of
parents between the ages of 25 and 40, and they
are predominantly female. The largest part of these
mothers is well-educated and online. The whole world
of bloggers, especially parents, who are blogging
and searching online about products and trends for
their children, is huge.

Green Toys' products are about 30 per cent more
expensive than similar toys from major players. Green
Toys should be able to narrow that price difference by
at least two-thirds as the company grows and it can
utilize ‘economies of scale’, though it is unclear how
popular its market segment will become. Last year,
eco-friendly toys generated just $21 million in sales
through US retailers, a fraction of the $22 billion for
the US toy industry as a whole.

Green Toys' products are sold in 5,000 US stores,
including Pottery Barn, Barnes & Noble, Whole Food
and Buy Buy Baby. Some of the biggest Green
Toys retailers are also selling online. Consequently,
the majority of the Green Toys' marketing budget is
spent online.
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Green Toys’ internationalization
strategy

Green Toys also has distributors in 35 countries, but
until now 90 per cent of Green Toys' sales have been
from the US market. Until now Green Toys has had
no plans to move production out of the US. However,
in the future they do not exclude the possibility of manu-
facturing abroad with local sourcing of materials.

The following report explains current and future
trends in the global toy industry.

The global toy industry

Development of Green Toys’ end-customers:
the world’s children

The global child population has been declining due to
falling family sizes: globally, birth rates were 19.6 per
1,000 people in 2010 compared with 21.8 in 2000,
while fertility (the average number of children per
woman) was 3.0 in 2010 compared with 3.4 in 2000.
The world total of children aged 0—14 shrank in the
first decade of the new millennium, dropping, on
average, by 0.1 per cent per annum. This is a com-
paratively recent trend, as the child population grew
0.6 per cent per year between 1990 and 2000 and
0.1 per cent per year between 1980 and 1990. As
of 2010, 0—14 year-olds made up 26.3 per cent of
the global population compared with 35.2 per cent in
1980 (see Table 1).

This trend reflects cultural and social changes
towards smaller family sizes in both developed and
developing markets. Regionally, eastern Europe has
seen the largest decrease in the child population, at
an annual average rate of 2 per cent between 2000
and 2010, which is partly due to large-scale migra-
tion to western Europe and also due to the transition
period from communism in the 1990s and 2000s
when fertility and life expectancy fell due to economic
hardship.

The global population by age group,

1980-2020
Age groups 1980 1990 2000 2010 2020
(years) (%) (B (%) (%) (%)
0-14 35.2 326 298 263 245
15-64 589 61.2 632 658 659
65+ 5.9 6.2 7.0 7.9 9.6
Total 100 100 100 100 100

Source: adapted from Euromonitor.com and other public sources.
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However, many of the world’s developing countries
still have sizeable and rising child populations. The
child population in some developed countries is also
rising.

The overall downturn in the child population glob-
ally has meant smaller household sizes and greater
consumer expenditure per child, which has created
more allowance for discretionary spending on non-
essentials for children. This has important implications
for toys and games companies targeting parents of
0-14 year-olds. The number of 65+ year-olds rose
by an average of 2.5 per cent annually from 2000
and 2010 to account for 7.9 per cent of the total
population globally. By 2010, this group is forecast
to account for just fewer than 10 per cent of the
global population.

In absolute terms, Asia Pacific and the Middle
East and Africa are the biggest regions in terms of
0-14 year-olds, followed by Latin America. In 2009,
more than 126 million babies were born in the
world and Asia Pacific accounted for more than half.
The Philippines, Egypt and Saudi Arabia are the top
three countries in terms of birth rates, recording
between 23 and 25 per 1,000 inhabitants. Over the
period 2003-2009, birth rates declined in most
countries, but continued to be high in young fast-
growing markets, such as India and South Africa,
where there were around 22 births per 1,000 inhab-
itants in 2009.

By contrast, in the ageing developed markets of
Germany and Japan, the birth rate was extremely low,
at just eight births per 1,000 inhabitants in 2009.
Russia is unusual in that it is one of the very few
markets where the birth rate increased substantially
over the review period, from 10.2 births per 1,000
inhabitants in 2003 to 12.4 in 2009.

Between 2004 and 2009, Russia, Spain, Australia
and the UK all recorded over 10 per cent increases
in their 0—4 year-old populations. Spain was the third
country globally with a 15 per cent increase in its
5-9 year-old population in the past five years.

For a number of years, birth rates have been fall-
ing around the world, as women wait longer before
having children. Young adults can now afford inter-
ests and lifestyles that are not compatible with
large families, not only in more affluent countries, but
also in a number of developing countries. They often
choose to postpone childbirth, in favour of building a
career or simply enjoying their freedom.

The oldest mothers at first childbirth in the
world are in western Europe, specifically the UK,
Germany, Switzerland and the Netherlands. By
contrast, the average age of women at first childbirth
in the US is relatively low, at 25.7 years in 2009.
This is partly due to the importance of the Hispanic
population, which tends to have larger families from
an earlier age.

Spending on Green Toys’ target
end-consumers: the world's 0-3 year-olds

The distribution of total spending on 0-3 year-olds
(baby care, infant clothing, baby food, nappies/diapers
and toys) is shown in Table 2.

There are ‘two worlds’ of spending: the markets
of western Europe, North America and Japan where,
despite low birth rates, spending is high, and the
fast-growing markets of Asia Pacific, Latin America
and Middle East and Africa, where children are
plentiful and spending is much lower. The top five
countries (Germany, UK, France, Japan and US) all
recorded over US$1,500 per-capita spending on
0-3 year-olds.

Table 2 Breakdown of average total spending on 0-3 year-olds, by product category, in 2009

France UK Germany Russia US Brazil South Africa China Japan India

(%) (%) (%) (%) (%) (%) (%) (%) (%) (%)

Baby care 5 5 5 6 4 18 3 4 5 12
Infant clothing 18 35 30 12 35 16 30 10 20 6
Baby food 35 18 20 37 22 18 22 40 18 45
Nappies/diapers 22 26 27 37 22 40 40 20 40 15
Toys 20 16 18 8 17 8 5 26 17 22
Totals 100 100 100 100 100 100 100 100 100 100

Source: adapted from Euromonitor and other public sources.



When fewer babies are born into a family, they
are often more cherished, with more money spent on
them by both parents and grandparents alike. One
of the best examples of this is the so-called ‘little
emperor’ syndrome in China. Children in China tend
to get spoiled with toys and clothing when they are
young (according to Table 2, toys for 0-3 year-olds
represent 26 per cent of total spending for this age
group). As they get older they are spoilt in different
ways, including with mobile phones, education and
leisure activities. That said, there are many, espe-
cially in rural areas, who are not spoilt at all.

Many parents in Asia believe that pre-school
toys can increase a child's intelligence and improve
cognitive ability, benefiting the child at school later
on. Most parents in cities pay much more attention
to the role of toys and games in supporting their
children’s education and stimulating their intellectual
development, encouraging manufacturers to develop
a plethora of toys for the pre-school age group.

China is the most fragmented traditional toys
and games market in the world. Although overall
unit prices recorded a decline in 2009, thanks to the
‘little emperors’, more expensive toys have been
gaining ground. Almost all multinational players,
including Mattel, Namco Bandai, LEGO and Hasbro,
enjoyed very high growth in their sales in China.

In countries where the average number of chil-
dren per household is higher than one, spending on
traditional toys and games per child does not exceed
US$50 in a given year.

Overall, the older the average age of a woman at
childbirth, the higher the spend on traditional toys
and games per child. As modern mothers continue
to work, for various reasons, the limits on parental
time require products that can fill this gap.

Single-parent households tend to be among
the poorest, creating a need for cheaper products.
Low-priced, high-volume toys tend to find success in
markets where single-parent households are more
common.

Distribution of toys

Supermarkets/hypermarkets have continued to
expand their toy and game offerings and their private
label portfolios. However, sales of toys and games
through store-based retailers are being affected by
the growing popularity of new distribution channels,
such as the internet retailing and TV home shopping.

In North America, the strength of retail giants
Wal-Mart and Target greatly contributed to the large
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share held by mixed retailers in 2009. The increase in
Wal-Mart's market share slowed in 2008 and 2009
as supermarkets, drug stores, hardware retailers and
online outlets expanded their offerings of traditional
toys and games.

Store-based retailers are increasingly backing
up their brick-and-mortar sales efforts by offering
online shopping. They have found that online sites
help them to promote niche brands and gain wider
market exposure. Online sites also help consumers
compare prices and features of new toys and games.
In Japan, the rapid growth of internet retailing has
helped drive sales of the newest video game
releases.

The convenience of home shopping appeals to a
wide range of consumers, especially older consumers.
For distributors this channel is growing in importance,
as it helps build brand image.

Generally there is an increasing share of grocery
retailers in the toys and games sector in many coun-
tries. Grocery retailing is slowly becoming the most
popular channel in the western European retail sector.

Iltalians still prefer making in-store product purchases.
The only significant development in the country’s dis-
tribution channels over the past 10 years has been the
rise of grocery retailers, who have increasingly varied
their non-grocery offerings, including toys and games.
In France, the fastest-growing channel has been
leisure and personal goods retailers, with growth
driven by the development of specialized toys and
video games centres. Approximately 800 specialized
toys and games stores opened between 2004 and
2009, an indication of the sector's dynamism.

The leading toy distribution channel in Germany
is also leisure and personal goods retailers. Though
online shopping has increased in Germany, most
consumers still prefer to see and feel the products
they are buying. In addition, consumers welcome the
opportunity to get professional opinions and advice
on product quality and features from in-store staff.

In Russia specialist retailers are developing rapidly.
The most popular places to buy toys and games are
retail chains, followed by shopping centres. Specialist
distribution channels are more popular in the main
cities of Russia where the population is generally one
million and more. In smaller cities, non-store distribu-
tion is still popular.

In Latin America, hypermarkets and other grocery
retailers enjoyed increased toy sales, especially
during the end-of-the-year holidays and Children's
Day, when important advertising campaigns are
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conducted and discounts and special deals are
increasingly offered.

In Brazil specialist stores control an important
part of the market due to the expansion of toy stores
in large cities. The concentration of this format has
strengthened the competitive environment, encouraged
a greater variety in product offerings and lessened
the impact of the seasonality on sales.

Generally, in Latin America specialist toy retailers
remain the most important channel, based on their
offering a greater variety of products. Also, they are
easy to find as they are located in a greater number
of retail venues, particularly shopping centres.

Competition in the toy industry

The world’'s top 10 toys and games companies
accounted for nearly half of the global total value of
sales from 2005 to 2010. Nintendo, Sony and Mattel
held the top three positions.

Mattel continued to be the most important manu-
facturer in the traditional toys and sector in 2010. In
a move to reinvigorate the Barbie brand and move it
beyond the traditional toy market, Mattel aggressively
marketed Barbie as a fashion brand by embarking on
design collaborations.

In 2010, Mattel saw its sales increase in Germany
and ltaly compared with the previous year. Mattel's
efforts to attract younger consumers with interactive
gadgets bolstered company sales in these markets.
Most of Mattel's highly collectible toys (Webkinz,
Neopets) and most major dolls (Barbie, Bratz) are
presented in online worlds in which fans can immerse
themselves.

LEGO's good position in the world market (espe-
cially in western and eastern Europe) in 2010 was
based in part on high-value sales. LEGQO's popularity
is due to its construction/activity toys, but its Harry
Potter set also helped the company achieve higher-
value sales in 2010.

Hasbro owns a number of iconic brands in the
toys and games sector, and the company continues
to invest in marketing to ensure its products enjoy
continuing relevance in today’s more modern con-
sumer market. Licensing deals play a major role
in the company’s success, and it recently secured

several agreements to develop products based on
well-known characters.

In Asia Pacific, the regional leader Namco Bandai
enhanced and relaunched a number of its products,
including Gundam, Digimon and Pac-Man, as well as
the Ridge Racers driving game, to make them more
competitive in the current market.

Takara Tomy proved to be very innovative in the
traditional toys and game sector. In 2008, for example,
the company introduced environmentally friendly
toys and games, including the My Natural brand of
products made from 100 per cent cotton fibre and
Eco Angles, toys and games made from plant-based
materials.

Summary and future trends

Infant and pre-school toys will remain recession-
proof as parents continue to invest in their children’s
enjoyment and education

Environmentally friendly, hazard-free features will
continue to be among the main selling points of
traditional toys and games.

Multinational companies will weather the storm
broughtabout by the globalfinancial crisis. Consolidation
is expected in the sector, with mergers and acquisi-
tions of small and independent companies likely.

Sales via internet retailers are expected to grow
dramatically over the forecast period, particularly in
light of the demise of small and independent toys and
games retailers.

Based on this case and the toy industry trends,
answer the following questions.

QUESTIONS

1. What are the key success factors in the world toy
industry?

2. What are Green Toys' key competitive advantages
in the international toy market?

3. Should Green Toys Inc. consider a higher degree
of international expansion of their products?

4. If yes, which countries/regions should they target
and how?

Source: based on www.greentoys.com and other public sources.
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Hunter Boot Ltd: the iconic British brand is moving into exclusive fashion

: | , T

The Hunter boot brand (www.hunter-boot.com) has
become a symbol of British country life and celebrity
fashion. Hunter boots, designed over 150 years ago,
were originally created to deal with Britain's rugged
and unpredictable weather. Today, Hunter is firmly
established as a fashion brand beloved by Hollywood
celebrities.

Arthur Wellesley, the first Duke of Wellington,
instructed his shoemaker, Hoby of St James Street,
London, to modify his eighteenth-century boot. They
designed the boots in soft calfskin leather, removed
the trim and made the cut closer around the leg. It
was hard to wear the new boots in battle but it was
said that the Duke of Wellington wore the boots at
the famous Battle of Waterloo in 1815. The boots were
dubbed ‘Wellingtons’ or ‘wellies’ and the name stuck.

Wellingtons quickly caught on with patriotic
British gentlemen eager to emulate their war hero.
The original Wellington boots were made of leather;
however, in America, where there was more experi-
mentation in shoemaking, producers were beginning
to manufacture using rubber. One such entrepre-
neur, Mr Henry Lee Norris, moved to Scotland in
search of a suitable site to produce rubber footwear.
Eventually he found it on the farm of the Castle Mill
in Edinburgh. Norris began his boot-making company,
the North British Rubber Company (the company

Source: Jeffrey Blacker/Alamy Images.

changed its name to the Hunter Rubber Company in
2004), in 1856. Committed to fit, comfort, durability
and performance Hunter Wellington boots bear two
rare and coveted stamps of approval of the British
royal family.

Production of the Wellington boot was dramatic-
ally boosted with the advent of World War |, due to
the demand for a sturdy boot suitable for the condi-
tions in flooded trenches. This made the wellies a
functional necessity.

By the end of World War |, the North British
Rubber Company had produced more than 1.8 million
pairs of boots for soldiers. Shoe production ran
24 hours a day.

Again the Wellington made an important contribu-
tion during World War Il. At the outbreak of war in
September 1939, although trench warfare was not a
feature, those forces assigned the task of clearing
Holland of the enemy had to work in terrible flooded
conditions. By the end of the war, the Wellington had
become popular among men, women and children
for wear in wet weather. The boot had developed to
become far roomier with a thick sole and rounded
toe. Also, with the rationing of shoes at that time,
labourers began to use them for daily work.

The company’s most famous welly, the original
Green Wellington, was made over 50 years ago in
the winter of 1955. It was launched
alongside the Royal Hunter — another
boot that remains in Hunter’s range today.

From 1966 to 2005 a number of
ownership changes took place, and
in 2006, the Hunter Rubber Company
was placed into administration as a
result of cash flow problems. In spite
of a reported turnover of over £5 mil-
lion, accountants from KPMG said the
firm suffered from high manufacturing
costs, including fuel costs, and made a
loss from the expansion of its business
to the US. Hunter reported a loss of
£600,000 from September 2003 to the
end of February 2005, when it had a
net debt of £2.03 million.
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In 2006, a private consortium led by Lord Marland,
Peter Mullen and Julian Taylor bought Hunter out of
administration and Hunter Boot Ltd was born. After
rapid restructuring of the company, new supply routes
and distribution partners were found in the UK and
the US and the Hunter portfolio was rationalized to
core products exhibiting the key skills and tradition
of the company.

Hunter re-established itself as a major player in
the traditional country and leisure footwear market
in the UK in the aftermath of the 2006 acquisition
and positioned itself as a strong contender in the
US - opening showrooms on Seventh Avenue in
New York and Carnaby Street in London. A new
management team was also put in place.

One Hunter Wellington tall boot is made from
28 individual parts. Each part is individually tailored
and assembled by hand to support specific parts of
the foot, calf and ankle. Hunters continue to be made
and finished by hand from natural rubber. Because
of this degree of ‘handmade’ in the production of
Hunter boots, the management moved manufactur-
ing from Scotland to China to cut production cost.
Retail prices were also increased by 20 per cent,
and modern ranges in a selection of colours and
textures were added.

A major breakthrough for Hunter in the realm of
fashion, as opposed to farms, came in 2006 when
Kate Moss was seen wearing an Original pair in
black at the Glastonbury music festival. Since then,
the Hunter boot has become a familiar sight among
celebrities, on catwalks and on high streets, as well
as in the countryside.

In September 2008, following the 2008 Olympics
in Beijing, China, Hunter Boot Ltd sent specially
made gold Wellington boots to every member of the
Great Britain Olympic team who had won a gold
medal at the Games.

In 2010 the UK Prime Minister David Cameron
bought pink and purple pairs of Hunter boots for his
US trip, as gifts for Barack Obama’s daughters.

Hunter Boot Ltd today

Since the downturn in 2006, Hunter has expanded
its sales and profits rapidly, as seen in Table 1.

Hunter has since seen strong growth with inter-
national distribution in 30 countries.

Hunter is moving into alliances with exclusive
fashion designers

In January 2009, Hunter announced that it would
be collaborating with London-based luxury fashion
designer Jimmy Choo for a limited-edition black
Wellington boot, embossed with signature Jimmy
Choo crocodile print and containing gold rivets
and a leopard-print lining. Another boot was then
launched in 2011. The boots costs £250 and were
sold exclusively online at www.jimmychoo.com (the
original version normally costs around £80).

Jimmy Choo and Hunter Boot Ltd received a
tremendous reaction from customers; the online
waiting list opened on 1 May, and by 16 May more
than 4,000 fashion-conscious customers had
already joined it. Today, the luxurious Wellington
boots have become a classic lifestyle item at Jimmy
Choo and can be purchased regardless of the
season, and not only in traditional black, but in
several variations.

In March 2012, J. Mendel and Hunter — two iconic
brands dating back to the nineteenth century —
joined forces in a special collaboration to produce
the most glamorous of Wellington boots: exclusive to
North America, these limited-edition boots brought
together the sumptuous look and feel of J. Mendel
with the timeless functionality of Hunter Boot. The

Table 1 Hunter Boot Ltd's financial performance, 2008-2010

Millions of £
2010 2009 2008

Sales (% for export) 56.3 (57.9%) 25.7 (48.6%) 18.2 (48.4%)
Cost of sales 29.6 13.6 8.4

Gross profit 26.7 12.1 9.8

Pre-tax profit 15.9 4.1 3.5

Profit after tax 11.0 2.8 2.5

Number of employees 56 41 43

Source: based on various data on www.hunter-boot.com.



Source: Buzz Photo/Rex Features.

boots went on sale in November 2012 and retail at
from $585 (£366) to $795 (£497) at Saks, Nordstrom,
Gorsuch and hunter-boot.com.

Hunter Boot Ltd has always been highly depend-
ent on the celebrity factor. It has become something
of a sport to collect photographs of celebrities
wearing different Hunter boots. Here are some
examples of the Hunter brand preferred by some
celebrities:

VIDEO CASE STUDY 1.3 Nivea

download from www.pearsoned.co.uk/hollensen
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Jennifer Aniston — Original Black Hunter wellies
Drew Barrymore — Original Navy Hunter wellies
Kate Moss — Original Black Hunter wellies
Sandra Bullock — Original Navy Hunter wellies
Alexandra Burke — Short Original Black Hunter
boots

Kings of Leon (Group) — WaterAid Hunter wellies
Angelina Jolie — Original Red Hunter wellies
Madonna — Original Navy Hunter wellies
Gwyneth Paltrow — Original Aubergine Hunter
wellies

Kelly Rowland - Original Red Hunter wellies.

QUESTIONS

1. What are the main reasons for the recent inter-
national marketing success of the Hunter Boots?

2. Recently Hunter has added outerwear (leather
footwear and hand-bags) to their international
product range. What are the pros and cons of
extending the product range in this way? Should
Hunter Boots Ltd include further products like
eyewear and watches?

Sources: based on www.Hunter-boot.com; bevan2bade’s Blog:

‘Hunter Wellington Boots and Celebrities’ (http://bevan2bader.blogs.
experienceproject.com/770875.html)

Nivea (www.nivea.com) is Beiersdorf's (www.beiersdorf.com)
largest brand in terms of sales, product and geographical
reach. The brand is the market leader in a number of pro-
duct areas, including skin care and sun care, especially in

Europe.

Questions

1. Which degree of market responsiveness and global

coordination/integration does Nivea represent?

2. Do you think that the Nivea Vital commercial (shown in the
video) is able to cross borders without any adaptation?

If not, which elements should be adapted?

Source: Nivea and Beiersdorf UK Ltd.

3. Which marketing problems does Nivea anticipate when

penetrating the US market?

For further exercises and cases, see this book’s website at www.pearsoned.co.uk/hollensen
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Questions for discussion

1. What is the reason for the ‘convergence of orientation’ in LSEs and SMEs?

2. How can an SME compensate for its lack of resources and expertise in global marketing
when trying to enter export markets?

3. What are the main differences between global marketing and marketing in the domestic
context?

4. Explain the main advantages of centralizing upstream activities and decentralizing down-
stream activities.

5. Explain how a combination of the product value chain and the service value chain can
create further customer value.

6. How is the virtual value chain different from the conventional value chain?
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Introduction

Input

Internationalization occurs when a firm expands its research and development (R&D), pro-
duction, selling and other business activities into international markets. In many larger firms,
internationalization may occur in a relatively continuous fashion, with the firm undertaking
various internationalization stages on various foreign expansion projects simultaneously,
in incremental steps, over a period of time. However, for small and medium-sized enter-
prises (SMEs), internationalization is often a relatively discrete process; that is, one in which
management regards each internationalization venture as distinct and individual.

In the pre-internationalization stages, SME managers use information to achieve enough
relevant knowledge to initiate internationalization (Freeman, 2002). Figure 2.1 illustrates the
different stages in pre-internationalization, and the rest of this chapter refers to the stages in
this figure.

Proactive internationalization Reactive internationalization
motives (Section 2.2) motives (Section 2.2)

Y A

Process

Internal triggers
(Section 2.3) Information . o
Informed on Internationalization

External triggers translation
(Section 2.3)

Barriers hindering internationalization (Section 2.4)

4 N N

search and . . o
internationalization ready

( Exit the internationalization process )

Output

Y

(Action: internationalization trial)

/

Chapter 3: Internationalization theories

m Pre-internationalization: initiation of SME internationalization

Internationalization motives

Internationalization
motives

The fundamental reasons
— proactive and reactive —
for internationalization.

The fundamental reason for exporting, in most firms, is to make money. But, as in most
business activities, one factor alone rarely accounts for any given action. Usually a mixture
of factors results in firms taking steps in a given direction.

Table 2.1 provides an overview of the major internationalization motives. They are differ-
entiated into proactive and reactive motives. Proactive motives represent stimuli to attempt
strategy change, based on the firm’s interest in exploiting unique competences (e.g. a special
technological knowledge) or market possibilities. Reactive motives indicate that the firm reacts
to pressures or threats in its home market or in foreign markets and adjusts passively to them
by changing its activities over time.

Let us take a closer look at each export motive.
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Table 2.1 Major motives for starting export

Proactive motives Reactive motives
e Profit and growth goals e Competitive pressures
e Managerial urge o Domestic market: small and saturated
e Technology competence/unique product e Overproduction/excess capacity
e Foreign market opportunities/market e Unsolicited foreign orders
information e Extend sales of seasonal products
e Economies of scale e Proximity to international customers/

e Tax benefits psychological distance

Source: adapted from International Marketing and Export Management, 2nd ed., Addison Wesley (Albaum, G., Strandskov, J., Duerr, E.
and Dowd, L. 1994), p. 31, reprinted by permission of Pearson Education Ltd.

Proactive motives

Profit and growth goals

The desire for short-term profit is especially important for SMEs that are at the stage of
an initial interest in exporting. The desire to grow may also be of particular importance in a
firm’s decision to start exporting.

Over time, the firm’s attitude towards growth will be influenced by the type of feedback
received from past efforts. For example, the profitability of exporting may determine man-
agement’s attitude towards it. Of course, the perceived profitability, when planning to
enter international markets, is often quite different from the profitability actually attained.
Initial profitability may be quite low, particularly in international start-up operations. The gap
between perception and reality may be particularly large when the firm has not previously
engaged in international market activities. Despite thorough planning, sudden influences
often shift the profit picture substantially. For example, a sudden shift in exchange rates may
drastically alter profit forecasts, even though they were based on careful market evaluation.

The stronger the firm’s motivation to grow, the greater will be the activities it generates,
including search activity for new possibilities, in order to find means of fulfilling growth and
profit ambitions.

EXHIBIT 2.1 Jagermeister: the famous herbal liqueur is going global as a result of
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‘managerial urge’ in the family-owned company
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The herbal liqueur Jagermeister was created by Curt Mast in Wolfenbttel, Germany, more than 75 years
ago. Taking over his father's vinegar production plant in 1918, Mast changed the direction of the company
and began dealing in wine. He also began experimenting with the production of spirits. By 1934 he had hit
upon a liqueur recipe made with 56 herbs, blossoms, roots and fruits.

Mast was an enthusiastic hunter. Translated literally, Jigermeister means ‘hunting master’, combining
Jager (hunter) and Meister (master, in the sense of an accomplished professional). The Jagermeister logo, a
stag and gleaming cross, was derived from Saint Hubertus, the patron saint of hunters.

Jagermeister is a type of liqueur called Krauterlikor (herbal liqueur). It is similar to other central European
liqueurs, such as Kimmel and Ratzeputz from Germany, Gammel Dansk from Denmark, Unicum from Hungary,
Becherovka from the Czech Republic, Fernet Branca from ltaly, Demanovka from the Slovakia and Pelinkovac
from Croatia. In contrast to those beverages, Jagermeister has a sweeter taste.

In the 1960s the popularity of Jagermeister grew, leading to a growing export market in Scandinavia,
Austria, the Benelux region and the US. Over time it has conquered markets as far away as South America,
Africa, Australia and Asia.
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Jagermeister expanded its global sales from
87.1 million bottles (0.7 litre) in 2011 to 89.2 million
bottles in 2012. This corresponds to an increase
of just under 2.5 per cent compared with 2011.
The Jagermeister brand is thus ranked as number
7 on the influential Impact International ranking list
of the top 100 premium spirits. Jagermeister thus
continues to be the world's best-selling liqueur
brand and is the only German spirit in the top 70 in
this ranking. Jagermeister is now marketed in over
90 countries. Today, around 600 employees work [SESNiE
for Mast-Jagermeister SE. A family-owned company, FEEEE Sl il
over the years the globalization of Jagermeister has [
been driven by the ‘managerial urge’ of its senior
staff, as discussed in the main text. Source: Mast-Jagermeister SE.

Today about 80 per cent of the total sales of
Jagermeister comes from outside Germany. Jagermeister's biggest market is the US (where it is the best-
selling imported liqueur), followed by the UK (where six million bottles were sold in 2012) and Germany
(its home market).

While the product, the vivid green bottle and the logo remain the same in all markets, the brand image may
be different. In much of Europe, the drink remains familiar to many as a digestif, while in the Netherlands tradi-
tional pubs serve it from a unique bottle to fit the round cooling racks behind the bar. In the US, Jagermeister
is served sub-ice-cold on tap and in the UK consumers often order it as a shot mixed with Red Bull.

Jagermeister’s international marketing is driven by sponsorship activities. Generally Jagermeister does
only a little international mass advertising. Instead the brand relies on trade promotions (in bars, etc.),
experimental marketing and sponsoring activities.

From the 1970s until 2000, the Jagermeister brand developed an association with motor racing, and
they have sponsored various European racing teams, primarily those fielding BMWs and Porsches. In
the 1970s Jagermeister was associated with German football, especially the Bundesliga (the Eintracht
Braunschweig team).

Today in the UK Jagermeister mostly associates itself with the rock music scene, by sponsoring rock
concerts, as well as attending festivals throughout the summer months where the core target are socialising
with their friends and having a good time. In this way
Jagermeister hopes to reach more customers within
its core 20-30 year-old target group as well as
attracting new (also older) drinkers who have yet to
experience the ice-cold ‘Jager shot moment’.

Jagermeister uses these marketing events to
drive trials and this year says it wants to ‘educate’ ; |
drinkers about the ‘perfect ice-cold shot’, which it - 8 L CE COLD SHOE
claims represents the biggest growth opportunity for ; |
the brand.

Jagermeister aims to develop its brand abroad by
taking account of cultural and country-specific circum-
stances in each market, working principally with local
distribution partners so that marketing concepts are  source: Mast-Jagermeister SE.
tailored to the needs of the market. Jagermeister
associates the brand with rock music in Europe, the US and Australia, for example, in the US, Jagermeister
became popular through sponsoring the ‘Jagermeister Music Tour' and through association with heavy
metal bands such as Metallica, Métley Criie, Pantera, Megadeth and Slayer.

Jagermeister also sponsors more than 160 rock bands there. Jagermeister supplies the bands with giveaway
items, such as posters, T-shirts and hats. The items are branded with the Jagermeister logo and the name
of the band. Jagermeister also encourages the bands to mention the drink between the sets, enjoying a shot
on the stage, hanging up a few banners or wearing a T-shirt.

ATOASTTOTHE
SPIRIT OF HUNTERS

Sources: based on www.jagermusic.com, www.jagermeister.com and http:/newsroom.jaegermeister.de
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Managerial urge
Managers’ commitment
and motivation that reflect
the desire and enthusiasm
to drive internationalization
forward.

Managerial urge

Managerial urge is a motivation that reflects the desire, drive and enthusiasm of manage-
ment towards global marketing activities. This enthusiasm can exist simply because managers
like to be part of a firm that operates internationally. Further, it can often provide a good
reason for international travel. Often, however, the managerial urge to internationalize is
simply a reflection of general entrepreneurial motivation - of a desire for continuous growth
and market expansion.

Managerial attitudes play a critical role in determining the exporting activities of the firm.
In small and medium-sized enterprises (SMEs), export decisions may be the province of a
single decision-maker; in large-scale enterprises (LSEs) they might be made by a decision-
making unit. Irrespective of the number of people involved in the export decision-making
process, the choice of a foreign market entry strategy is still dependent on the decision-
maker’s perceptions of foreign markets, expectations concerning these markets and the
company’s capability of entering them.

The internationalization process may also be encouraged by the cultural socialization
of the managers. Managers who either were born or have the experience of living or travel-
ling abroad may be expected to be more internationally minded than other managers. Prior
occupation in exporting companies, or membership in trade and professional associations,
may also reinforce key decision-makers’ perceptions and evaluations of foreign environments.

Technology competence/unique product

A firm may produce goods or services that are not widely available from international
competitors or may have made technological advances in a specialized field. Again, real
and perceived advantages should be differentiated. Many firms believe that their products
or services are unique, even though this may not be the case in the international market.
If products or technology are unique, however, they can certainly provide a sustainable
competitive edge and result in major business success abroad. One issue to consider is how
long such a technological or product advantage will continue. Historically, a firm with a
competitive edge could count on being the sole supplier to foreign markets for many years
after entry. In recent times, however, this type of advantage has shrunk dramatically because
of competing technologies and a frequent lack of international patent protection.

However, a firm producing superior products is more likely to receive enquiries from
foreign markets because of the perceived competence of its offerings. Several dimensions in
the product offering affect the probability that a potential buyer will be exposed to export
stimuli. Furthermore, if a company has developed unique competences in its domestic market,
the possibilities of spreading unique assets to overseas markets may be very high, because the
opportunity costs of exploiting these assets in other markets will be very low.

Foreign market opportunities/market information

It is evident that market opportunities act as stimuli only if the firm has, or is capable of securing,
those resources necessary to respond to the opportunities. 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 similarity with the opportunities in their home market.

From time to time certain overseas markets grow spectacularly, providing tempting
opportunities for expansion-minded firms. The attraction of the South-east Asian markets
is based on their economic successes, while the attraction of the eastern European markets is
rooted in their new-found political freedoms and desire to develop trade and economic
relationships with countries in western Europe, North America and Japan. Other countries
that are likely to increase in market attractiveness as key internal changes occur include the
People’s Republic of China and South Africa.

Specialized marketing knowledge or access to information can distinguish an exporting
firm from its competitors. This includes knowledge about foreign customers, marketplaces
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or market situations that is not widely shared by other firms. Such specialized knowledge
may result from particular insights based on a firm’s international research, special contacts
a firm may have, or simply being in the right place at the right time (e.g. recognizing a good
business situation during a vacation trip). Past marketing success can be a strong motivator
for future marketing behaviour. Competence in one or more of the major marketing activities
will often be a sufficient catalyst for a company to begin or expand exports.

Economies of scale — learning curve

Becoming a participant in global marketing activities may enable the firm to increase its out-
put and therefore climb more rapidly on the learning curve. Ever since the Boston Consulting
Group showed that a doubling of output can reduce production costs by up to 30 per cent,
this effect has been very much sought. Increased production for the international market can
therefore also help in reducing the cost of production for domestic sales and make the firm
more competitive domestically as well. This effect often results in seeking market share as a
primary objective of firms (see Exhibits 1.2 and 2.1 as examples of this). At an initial level
of internationalization this may mean an increased search for export markets; later on it can
result in opening foreign subsidiaries and foreign production facilities.

EXHIBIT 2.2 Global marketing and economies of scale in Japanese firms
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Japanese firms exploit foreign market opportunities by using a penetration pricing strategy — a low entry price
to build up market share and establish a long-term dominant market position. They accept losses in the early
years, as they view it as an investment in long-term market development. This can be achieved because much
of Japanese industry (especially the keiretsu type of organization) is supported or owned by banks or other
financial institutions with a much lower cost of capital.

Furthermore, because of the lifetime employment system, labour cost is regarded as a fixed expense, not
a variable as it is in the West. Since all marginal labour cost will be at the entry salary level, raising volume is
the only way to increase productivity rapidly. As a result market share, not profitability, is the primary concept
in Japanese firms, where scale of operation and experience allow economies of scale, which also help to
reduce distribution costs. The international trading companies typically take care of international sales and
marketing, allowing the Japanese firm to concentrate on economies of scale, resulting in lower cost per unit.

Source: Genestre et al. (1995).

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 exploit-
ing scale effects on foreign markets to the fullest extent is the possibility of standardizing the
marketing mix internationally. For others, however, standardized marketing is not necessary
for scale economies.

Tax benefits

Tax benefits can also play a major motivating role. In the US, a tax mechanism called the
Foreign Sales Corporation (FSC) has been instituted to assist exporters. It is in conformity
with international agreements and provides firms with certain tax deferrals. Tax benefits
allow the firm either to offer its products at a lower cost in foreign markets or to accumulate
a higher profit. This may therefore tie in closely with the profit motivation.

However, anti-dumping laws enforced by the World Trade Organization (WTO) punish
foreign producers for selling their products on local markets at very low prices, in order
to protect local producers. Every country that has signed the WTO agreement (and most
countries have signed) must abide by these laws.
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Reactive motives

Competitive pressures

A prime form of reactive motivation is reaction to competitive pressures. A firm may fear
losing domestic market share to competing firms that have benefited from economies of
scale gained by global marketing activities. Further, it may fear losing foreign markets per-
manently to domestic competitors that decide to focus on these markets, knowing that
market share is most easily retained by the firm that obtains it initially. Quick entry may
result in similarly quick withdrawal once the firm recognizes that its preparations have
been insufficient. In addition to this, knowing that other firms, particularly competitors,
are internationalizing provides a strong incentive to internationalize. Competitors are an
important external factor stimulating internationalization. Coca-Cola became international
much earlier than Pepsi did, but there is no doubt whatever that Coca-Cola’s move into
overseas markets influenced Pepsi to move in the same direction.

Domestic market: small and saturated

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 behaviour is likely for industrial products that have few, easily
identified customers located throughout the world, or for producers of specialized consumer
goods with small national segments in many countries.

A saturated domestic market, whether measured in sales volume or market share, has a
similar motivating effect. Products marketed domestically by the firm may be in the declining
stage of the product life cycle. Instead of attempting a push-back of the life cycle process, or
in addition to such an effort, firms may opt to prolong the product life cycle by expanding the
market. In the past, such efforts were often met with success, as customers in many develop-
ing countries only gradually reached a level of need and sophistication already attained
by customers in industrialized nations. Some developing nations are still often in need of
products for which the demand in the industrialized world is already on the decline. In this
way, firms can use the international market to prolong the life cycle of their product (see also
Chapter 11 for further discussion).

Many US appliance and car manufacturers initially entered international markets because
of what they viewed as near-saturated domestic markets. US producers of asbestos products
found the domestic market legally closed to them, but because some overseas markets had
more lenient consumer protection laws, they continued to produce for overseas markets.

Another perspective on market saturation is also 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 can provide those knowledge
resources required for collecting, interpreting and using market information.

Overproduction/excess capacity

If a firm’s domestic sales of a product are below expectations, the inventory can be above
desired levels. This situation can be the trigger for starting export sales via short-term price
cuts on inventory products. As soon as the domestic market demand returns to previous
levels, global marketing activities are curtailed or even terminated. Firms that have used such
a strategy may encounter difficulties when trying to employ it again, because many foreign
customers are not interested in temporary or sporadic business relationships. This reaction
from abroad may well lead to a decrease in the importance of this motivation over time.

In some situations, however, excess capacity can be a powerful motivation. If equipment
for production is not fully utilized, firms may see expansion into the international market as
an ideal possibility for achieving broader distribution of fixed costs. Alternatively, if all fixed
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costs are assigned to domestic production, the firm can penetrate international markets with
a pricing scheme that focuses mainly on variable costs. Although such a strategy may be
useful in the short term, it may result in the offering of products abroad at a lower cost than
at home, which in turn may stimulate parallel importing. In the long run, fixed costs have to
be recovered to ensure replacement of production equipment. A market penetration strategy
based on variable cost alone is therefore not feasible over the long term.

Sometimes excess production capacity arises because of changing demand in the domestic
market. As domestic markets switch to new and substitute products, companies making older
product versions develop excess capacity and look for overseas market opportunities.

Unsolicited foreign orders

Many small companies have become aware of opportunities in export markets because their
products generated enquiries from overseas. These enquiries can result from advertising in
trade journals that have a worldwide circulation, through exhibitions and by other means.
As aresult, a large percentage of exporting firms’ initial orders are unsolicited.

Extend sales of seasonal products

Seasonality in demand conditions may be different in the domestic market from other inter-
national markets. This can act as a persistent stimulus for foreign market exploration that
may result in a more stable demand over the year.

For example, a producer of agricultural machinery in Europe experienced demand from
its domestic market primarily in the spring months of the year. In an attempt to achieve a
more stable demand over the year, it directed its market orientation towards the southern
hemisphere (e.g. Australia, South Africa), where the summer months coincide with the
northern hemisphere, winter in and vice versa.

Proximity to international customers/psychological distance

Physical and psychological proximity to the international market can often play a major role
in the export activities of a firm. For example, German firms established near the Austrian
border may not even perceive their market activities in Austria as global marketing. Rather,
they are simply an extension of domestic activities, without any particular attention being
paid to the fact that some of the products go abroad.

Unlike US firms, most European firms automatically become international marketers
simply because their neighbours are so close. As an example, a European firm operating
in Belgium needs to go only 100 kilometres to be in multiple foreign markets. Geographic
proximity to foreign markets may not necessarily translate into real or perceived closeness
to the foreign customer. Sometimes cultural variables, legal factors and other societal norms
make a foreign market that is geographically close seem psychologically distant. For example,
research has shown that US firms perceive Canada as psychologically much closer than
Mexico. Even the UK, mainly because of the common language, is perceived by many US
firms as much closer than Mexico or other Latin American countries, despite the geographic
distances. The recent extensive expansion of many Greek firms (especially banks) into the
Balkans is another example of proximity to international customers.

In a study of small UK firms’ motives for going abroad, Westhead et al. (2002) found the
following main reasons for firms starting to export their products/services:

being contacted by foreign customers who place orders;

one-off order (no continuous exporting);

the availability of foreign market information;

part of the growth objective of the firm;

export markets are actively targeted by the key founder/owner/manager.

The results of the Westhead et al. (2002) study also showed that the bigger the firm, the
more likely it would be to cite proactive stimuli/motives.
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EXHIBIT 2.3 Internationalization of Haier — proactive and reactive motives

Tone = AFEECN I5T

S
- i

Haier Group, the Chinese manufacturer of home appliances (e.g. refrigerators), was near bankruptcy when
Mr Zhang Ruimin was appointed plant director in 1984, the fourth one that year. It is under Zhang's leadership
that the company has grown into the world’s sixth largest home appliance manufacturer.

Proactive motives

Zhang Ruimin had an internationaliza-
tion mindset that set the initial stage of
Haier's development. In 1984, soon after
joining the plant, he introduced tech-
nology and equipment from Liebherr, a
German company, to produce several
popular refrigerator brands in China.
At the same time he actively expanded
cooperation with Liebherr by manu-
facturing refrigerators based on its
standards which were then sold to
Liebherr, as a way of entering the
German market. In 1986 the value of
Haier’s exports reached US$3 million
for the first time. Zhang later com- §
mented on this strategy: ‘Exporting 0 source: Imagine China/Corbis.

earn foreign exchange was necessary

at that time.’

When Haier invested in a plant in the US, Zhang thought it gained location advantage by setting up
plants overseas to avoid tariffs and reduce transportation costs. Internalization advantage had been attained
through controlling services and marketing/distribution, and ownership advantage had been achieved by
developing design and R&D capabilities through utilizing high-quality local human resources.

Reactive motives

The entry of global home appliance manufacturers into the Chinese market forced Haier to seek international
expansion. In particular, since China joined the WTO, almost every international competitor has invested
in China, establishing wholly-owned companies. The best defensive strategy for Haier would be to have a
presence in its competitors’ home markets.

The saturation of the Chinese home appliance market, with intensifying competition, has been a major
motive. After the mid-1990s price wars broke out one after another in various categories of the market.
At the end of 2000, Haier's market shares in China of refrigerators, freezers, air conditioners and washing
machines had reached 33, 42, 31 and 31 per cent, respectively. The potential for further development in the
domestic market was therefore limited.

One of the important external triggers for the internationalization of Haier has been the Chinese government.
Being an international player, Haier gained some special conditions that other Chinese companies could not
obtain. For instance, Haier had already been approved to establish a financial company, to be the majority
shareholder of a regional commercial bank, and to form a joint venture with a US insurance company. Without
its active pursuit of internationalization, as well as a dominant position in the home appliance sectors, it would
normally be impossible for a manufacturer to get approval to enter the financial sector.

Source: based on Liu and Li (2002).
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The results of Sudrez-Ortega and Alamo-Vera (2005) suggest that the main driving
forces motivating internationalization are found within the firm, and therefore they are
based on the management’s strengths and weaknesses. They conclude that it is not the
external environment that mainly influences the internationalization activities, but the
pool of resources and capabilities within the firm that might be appropriately combined to
succeed in international markets. Consequently, the speed and intensity of international-
ization can be emphasized through programmes aimed at enhancing managers’ skills and
capabilities. Also export promotion programmes aiming to get more non-exporters to become
interested in exporting should emphasize activities that increase managers’ awareness of
export advantages.

Triggers of export initiation (change agents)

Internationalization
triggers

Internal or external events
taking place to initiate
internationalization.

For internationalization to take place, someone or something within or outside the firm
(so-called change agents) must initiate the process and carry it through to implementation
(see Table 2.2). These are known as internationalization triggers. One conclusion from
the research done in this area is that it is rare that an isolated factor will trigger a firm’s
internationalization process. In most cases it is a combination of factors that initiates
the internationalization process (Rundh, 2007).

Table 2.2 Triggers of export initiation

Internal triggers External triggers

e Perceptive management e Market demand

e Specific internal event o Network partners

e Importing as inward internationalization e Competing firms
e Trade associations and other outside experts
e Financing

Internal triggers

Perceptive management

Perceptive managers gain early awareness of developing opportunities in overseas markets.
They make it their business to become knowledgeable about these markets, and maintain a
sense of open-mindedness about where and when their companies should expand overseas.
Perceptive managers include many cosmopolitans in their ranks.

A trigger factor is frequently foreign travel, during which new business opportunities are
discovered or information is received that leads management to believe that such opportunities
exist. Managers who have lived abroad, have learned foreign languages or are particularly
interested in foreign cultures are likely, sooner rather than later, to investigate whether global
marketing opportunities would be appropriate for their firm.

Often managers enter a firm having already had some global marketing experience in
previous jobs and try to use this experience to further the business activities of their new firm.
In developing their goals in the new job, managers frequently consider an entirely new set of
options, one of which may be global marketing activities.
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Inward/outward
internationalization
Imports (inward) as a
preceding activity for the
later market entries
(outward) in foreign
markets.

Specific internal event

A significant event can be another major change agent. A new employee who firmly believes
that the firm should undertake global marketing may find ways to motivate management.
Overproduction or a reduction in domestic market size can serve as such an event, as can the
receipt of new information about current product uses. For instance, a company’s research
activity may develop a by-product suitable for sale overseas, as happened with a food-
processing firm that discovered a low-cost protein ideal for helping to relieve food shortages
in some parts of Africa.

Research has shown that in SMEs the initial decision to export is usually made by the
chief executive, with substantial input provided by the marketing department. The carrying
out of the decision - that is, the initiation of actual global marketing activities and the
implementation of these activities — is then primarily the responsibility of the marketing
personnel. Only in the final decision stage of evaluating global marketing activities does
the major emphasis rest again with the chief executive of the firm. In order to influence a
firm internally, it therefore appears that the major emphasis should be placed first on con-
vincing the chief executive to enter the international marketplace and then on convincing
the marketing department that global marketing is an important activity. Conversely, the
marketing department is a good place to be if one wants to become active in international
business.

In a recent study of internationalization behaviour in Finnish SMEs, Forsman et al. (2002)
found that the three most important triggers for starting up operations internationally were
as follows:

1. management’s interest in internationalization;
2. foreign enquiries about the company’s products/services;
3. inadequate demand in the home market.

In this study it is interesting to note that companies do not regard contacts from chambers
of commerce or other support organizations as important for getting their international
activities going. However, chambers of commerce are often used for obtaining further
information about a foreign country after an initial trigger has led to the consideration of
going international.

Inward/outward internationalization

Internationalization has traditionally been regarded as an outward flow and most interna-
tionalization models have not dealt explicitly with how earlier inward activities, and thereby
gained knowledge, can influence later outward activities. A natural way of internationaliz-
ing would be first to get involved in inward activities (imports) and thereafter in outward
activities (exports). Relationships and knowledge gathered from import activities could thus
be used when the firm engages in export activities (Welch et al., 2001).

Welch and Loustarinen (1993) claim that inward internationalization (importing) may
precede and influence outward internationalization (international market entry and market-
ing activities) — see Figure 2.2.

A direct relationship exists between inward and outward internationalization in the way
that effective inward activities can determine the success of outward activities, especially in the
early stages of internationalization. The inward internationalization may be initiated by one
of the following:

o the buyer: active international search of different foreign sources (buyer initiative reverse
marketing);
o the seller: initiation by the foreign supplier (traditional seller perspective).

During the process from inward to outward internationalization, the buyer’s role (in
country A) shifts to that of seller, both to domestic customers (in country A) and to foreign
customers. Through interaction with the foreign supplier, the buyer (importer) obtains
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Country A Country B

Inward internationalization
(importing)

Buyer
(importer)

Supplier

Outward
internationalization
(exporting)

Supplier’s network
(—>)

Country C

m Inward/outward internationalization: a network example

access to the network of the supplier, so that at some later time there may be an outward
export to members of this network.

Inward international operations thus usually cover a variety of different forms used to
strengthen a firm’s resources. Of course, inward flows imply importing products needed for
the production process, such as raw materials and machinery. But inward operations can also
include finances and technology through different operational forms, such as franchising,
direct investments and alliances (Forsman et al., 2002). In some cases inward foreign licens-
ing may be followed by outward technology sales. According to Fletcher (2001) and Freeman
(2002), inward and outward activities and the links between them can develop in different
ways. The links are most tangible in counter-trade arrangements (where the focal firm initiates
exporting to the same market from which importing takes place), but they can also be found
in the networks of relationships between subunits within a multinational enterprise and in
strategic alliances.

External triggers

Market demand

Growth in international markets also causes the demand for the products of some companies
to grow, pushing the makers of these products into internationalization. Many pharmaceut-
ical companies entered international markets when growth in the international demand for
their products first began. The US-based company Squibb entered the Turkish market before
it was large enough to be profitable, but the market was growing rapidly, which encouraged
Squibb to internationalize further.
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Network partners

Access to external network partners may encourage the company to use this as a key source
of knowledge in triggering the internationalization process. For example, the company net-
work partners can provide access to international sales through their distribution and sales
networks abroad (Vissak et al., 2008).

Competing firms

Information that an executive in a competing firm considers certain international markets
to be valuable and worthwhile developing captures the attention of management. Such
statements not only have source credibility but are also viewed with a certain amount of
fear because the competitor may eventually infringe on the firm’s business.

Trade associations and outside experts

Formal and informal meetings among managers from different firms at trade association
meetings, conventions or business round tables often serve as a major change agent. It has
even been suggested that the decision to export may be made by small firms on the basis of
the collective experience of the group of firms to which they belong.

Other outside experts also encourage internationalization, including export agents, govern-
ments, chambers of commerce and banks:

e Export agents as well as export trading companies and export management firms generally
qualify as experts in global marketing. They are already dealing internationally with other
products, have overseas contacts and are set up to handle other exportable products.
Many of these trade intermediaries approach prospective exporters directly if they think
that their products have potential markets overseas.

® Governments. In nearly all countries, governments try to stimulate international business
through providing global marketing expertise (export assistance programmes). 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.

® Chambers of commerce and similar export production organizations are interested in
stimulating international business, both exports and imports. These organizations seek to
motivate individual companies to get involved in global marketing and provide incentives
for them to do so. These incentives include putting the prospective exporter or importer
in touch with overseas business, providing overseas market information, and referring
the prospective exporter or importer to financial institutions capable of financing global
marketing activity.

@ Banks and other financial institutions are often instrumental in getting companies to
internationalize. They alert their domestic clients to international opportunities and help
them to capitalize on these opportunities. Of course, they look forward to their services
being used more extensively as domestic clients expand internationally.

Financing

Financial resources are required to fund international activities, such as exhibiting at
international trade fairs, and to bring about the changes required within the firm for inter-
nationalization, such as the development of its capabilities (particularly the firm’s production,
managerial and marketing capabilities). The financial resources available to the company
may be influenced by several factors, including the firm’s willingness to borrow funds from
financial institutions.

Government grants (for R&D purposes, in order to sell products and services worldwide)
can be a useful source of finance (and knowledge) in the early stages of internationalization.
However, they are not sufficient to build an internationalized business. Unless a firm enjoys
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a dominant position in the domestic marketplace, it will need to raise the necessary funds
through industry grants, debt and/or equity finance. This may mean taking greater risks
(Graves and Thomas, 2008).

Information search and translation

Of all resources, information and knowledge are perhaps the most critical factor in the
initiation of the internationalization process in the SME (see also Figure 2.1).

Because each international opportunity constitutes a potential innovation for the SME, its
management must acquire appropriate information. This is especially important to SMEs
that typically lack the resources to internationalize in the manner of LSEs. Consequently
management launches an information search and acquires relevant information from a
number of sources relevant to the intended internationalization project, such as internal
written reports, government agencies, trade associations, personal contacts or the internet.
In the information translation stage, the internationalization information is transformed by
managers into knowledge within the firm. It is through the information search and transla-
tion into knowledge that management becomes informed on internationalization. At this
stage the firm has entered a cycle of continuous search and translation into international-
ization knowledge. This cycle continues until management is satisfied that it has sufficiently
reduced the uncertainty associated with the internationalization project to ensure a relatively
high probability of success. Once sufficient information has been acquired and translated into
usable knowledge the firm leaves the cycle, becoming internationalization-ready. It is here
that the firm proceeds to action, that is, internationalization trial. ‘Action’ refers to behaviours
and activities that management executes based on the knowledge that it has acquired. At this
stage the firm could be said to have an embedded internationalization culture, where even
the most challenging foreign markets can be overcome, leading to further internationaliza-
tion and ‘storage’ of actual internationalization knowledge in the heads of the managers.
This description represents the firm more or less in isolation. However, the network theory
recognizes the importance of the firm’s membership in a constellation of firms and organ-
izations. By interacting within such a constellation, the firm derives advantages well beyond
what it could obtain in isolation.

At the most basic level, knowledge is created by individuals. Individuals acquire explicit
knowledge via specific means and tacit knowledge through ‘hands on’ experience (experiential
learning).

The nature of the pre-internationalization process (illustrated in Figure 2.1) will be unique
in each firm because of several factors at the organization and individual levels within the
firm (Knight and Liesch, 2002). For example, for SMEs it seems that the managers’ personal
networks tend to speed up the pre-internationalization process. These personal networks are
used for creating cross-border alliances with suppliers, distributors and other international
partners (Freeman et al., 2006).

Throughout the process depicted in Figure 2.1 the firm may exit from the pre-
internationalization process at any time, as a result of the barriers hindering international-
ization. The manager may decide to ‘do nothing’, an outcome that implies exiting from
pre-internationalization.

Internationalization barriers/risks

A wide variety of barriers to successful export operations can be identified. Some problems
mainly affect the export start; others are encountered in the process of exporting.
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De-internationalization
A process, determined

by internal and external
factors, where the
multinational company
shifts to a strategic
configuration that has

a lower international
presence.

Barriers hindering internationalization initiation

Critical factors hindering internationalization initiation include the following (mainly
internal) barriers:

insufficient finances;

insufficient knowledge;

lack of foreign market connections;

lack of export commitment;

lack of capital to finance expansion into foreign markets;

lack of productive capacity to dedicate to foreign markets;

lack of foreign channels of distribution;

management emphasis on developing domestic markets;

cost escalation due to high export manufacturing, distribution and financing expenditures.

Inadequate information on potential foreign customers, competition and foreign business
practices is a key barrier facing active and prospective exporters. Obtaining adequate repre-
sentation for overseas distribution and service, ensuring payment, import tariffs and quotas,
and difficulties in communicating with foreign distributors and customers are also major
concerns. Serious problems can also arise from production disruptions resulting from a
requirement for non-standard export products. This will increase the cost of manufacturing
and distribution.

In a study of craft micro-enterprises (fewer than ten employees) in the UK and Ireland,
Fillis (2002) found that having sufficient business in the domestic market was the major
factor in the decision not to export. Other reasons of above-average importance were lack
of export inquiries, relating to the reactive approach to business; complicated exporting
procedures; poor levels of exporting assistance; and limited government incentives. Similar
results were supported by a study by Westhead et al. (2002), who found that for small firms
‘focus on local market’ was the main reason for not exporting any of their products.

The internationalization process can also go in a different direction from what was
expected (see Exhibit 2.4). The de-internationalization process can be defined as the process
whereby the multinational company shifts to a strategic configuration that has a lower inter-
national presence (Turner, 2012). Both external and internal factors determine the adoption
of a de-internationalization strategy, which is characterized by the transition of various
stages that culminates in the reorientation of the company’s strategy, whether through a
tactical withdrawal seen as a failure, or a strategic withdrawal seen as an opportunity for
growth in other markets.

Barriers hindering the further process of internationalization

Critical barriers in the process of internationalization may generally be divided into three
groups: general market risks, commercial risks and political risks.

General market risks

General market risks include the following:

comparative market distance;

competition from other firms in foreign markets;

differences in product usage in foreign markets;

language and cultural differences;

difficulties in finding the right distributor in the foreign market;
differences in product specifications in foreign markets;
complexity of shipping services to overseas buyers.
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EXHIBIT 2.4 De-internationalization at British Telecommunications (BT)
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BT started its internationalization in the mid-1990s. Over the following years BT built a global strategy, seeking
to position itself as a leading supplier of telecommunication services to multinational companies in different
countries. However, the percentage increase in international activities has slowed down over the years. In
1994 less than 1 per cent of total turnover came from international activities. In 2002 this had increased to
11 per cent, and by 2007 it had increased to 15 per cent of its £20 billion turnover. So, though BT overall has
experienced a sharp increase in turnover from international activities, it has also experienced some setbacks
in the internationalization process, especially in the beginning, as indicated in Figure 2.3.

International activities as
% of total BT turnover
A

15% ~

1%

Y

T T
1994 2007

m lllustration of BT's internationalization 1994-2007

Source: Hollensen, S. (2008) Essentials of Global Marketing, FT/Prentice all, p. 47. Copyright © Pearson Education Limited.

At the beginning of the internationalization process, BT built its international strategy around three guiding
principles:

1. Not over-committing itself by building its own infrastructure based on uncertain traffic flows.

2. Achieving quick and reliable access to targeted marketplaces by entering distribution partnerships and
equity joint ventures. This strategy involved relatively low risk and allowed speedy access into marketplaces
with partners who had intimate knowledge of local market conditions.

3. Ensuring that the strategy gave BT sufficient strategic flexibility to be able to adjust rapidly to changing
market conditions.

At its height in 1999, BT had 25 equity joint ventures and 44 distribution partnerships. Within the equity joint
ventures, BT took a minority stake, with the stated intention to gradually upgrade this stake to a controlling
investment over time. BT would also often take a stake in its distribution partners as a means of giving them
incentives to sell BT's products.
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De-internationalization at BT

In 2002, BT launched a new corporate strategy that was considerably more defensive than its predecessor.
There were mainly two problems with the series of joint ventures and partnerships:

1. BT needed different skills and competences for different partners. This made coordination of activities
between partners very complex. As a consequence, BT found itself on a steep learning curve with this
large number of partners.

2. The strategy of only taking a minority stake in the joint ventures rebounded on BT. Furthermore, there was
little incentive for partners to fully support the roll-out of BT products, especially where these were in
competition with their own offerings. When BT attempted to increase its financial stake within the partner-
ship, it often found that the other shareholders had exactly the same intention.

Subsequently, BT made divestments, both in North America and in Asia.

What can we learn from the BT case?

BT's de-internationalization was driven by the financial situation, where the high cost of market entry
combined with falling prices (driven by excess capacity in the telecommunication sector) led to declining
profits throughout the 1990s. Consequently, the new defensive strategy represented a process of de-
internationalization as BT retreated from the US and Asian markets (‘multiple withdrawal’ in Figure 2.4).
BT’s new international strategy is based on the European market, where there are interdependencies with
the core UK business. This means that BT tries to own and control all aspects of the delivery mechanism
within the European market.

High Multiple withdrawal Global strategy

Low Individual withdrawal Multi-domestic

Interdependence between markets

De-internationalization Internationalization

Figure 2.4 Gilobal strategy options

Source: adapted from Hollensen, S. (2008) Essentials of Global Marketing, FT/Prentice Hall, p. 48. Copyright © Pearson Education Limited.

This BT case demonstrates that the future development of the global marketing strategy can work in
both directions. If the globalization of markets goes well in a company, the interdependence and synergies
between markets can be further utilized to strengthen the global strategy (upper-right corner in Figure 2.4).
However, the case also shows that divestment in individual locations cannot occur in isolation without damag-
ing the firm’s global value proposition. Therefore, BT's de-internationalization also meant (because of the high
dependence of markets) that it had to make multiple market withdrawals.

If we talk about SMEs (not the case with BT!) there is often a low interdependence between markets, and
in that case one talks about a ‘multi-domestic’ strategy if internationalization is increased (lower-right corner
in Figure 2.4) and individual withdrawal if internationalization is decreased (lower-left corner in Figure 2.4).

Sources: adapted from Turner and Gardiner (2007); BT Financial Report (2007).
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Commercial risks

The following fall into the commercial risks group:

o exchange rate fluctuations when contracts are made in a foreign currency;

o failure of export customers to pay due to contract dispute, bankruptcy, refusal to accept
the product or fraud;

® delays and/or damage in the export shipment and distribution process;

o difficulties in obtaining export financing.

Political risks

Among the political risks resulting from intervention by home and host country govern-
ments are the following:

e foreign government restrictions;

national export policy;

foreign exchange controls imposed by host governments that limit the opportunities for
foreign customers to make payment;

lack of governmental assistance in overcoming export barriers;

lack of tax incentives for companies that export;

high value of the domestic currency relative to those in export markets;
high foreign tariffs on imported products;

confusing foreign import regulations and procedures;

complexity of trade documentation;

enforcement of national legal codes regulating exports;

civil strife, revolution and wars disrupting foreign markets.

The importance of these risks must not be overemphasized, and various risk management
strategies are open to exporters, including the following:

e Avoid exporting to high-risk markets.

e Diversify overseas markets and ensure that the firm is not overdependent on any single
country.

o Insure risks when possible — government schemes are particularly attractive.

@ Structure export business so that the buyer bears most of the risk. For example, price in a
hard currency and demand cash in advance.

In Fillis (2002) over one-third of the exporting craft firms indicated that they encountered
problems once they entered export markets. The most common problem was connected with
the choice of a reliable distributor, followed by difficulties in promoting the product and
matching competitors’ prices.

Summary

This chapter has provided an overview of the pre-internationalization process. The chapter
opened with the major motives for firms to internationalize. These were differentiated into
proactive and reactive motives. Proactive motives represent internal stimuli to attempt strategy
change, based on the firm’s interest in exploiting unique competences or market possibilities.
Reactive motives indicate that the firm reacts to pressures or threats in its home market or
in foreign markets and adjusts passively to them.

For internationalization to take place, someone or something (‘triggers’) inside or outside
the firm must initiate it and carry it through. To succeed in global marketing the firm has to
overcome export barriers. Some barriers mainly affect the export initiation and others are
encountered in the process of exporting.
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CASE STUDY 2.1

LifeStraw: Vestergaard Frandsen transforms dirty water into clean drinking water

o1 ¥ ™ s

Creating products to save people's lives in the
developing world is the mission of a company
— Vestergaard Frandsen (VF) (www.vestergaard-
frandsen.com) — based in Lausanne, Switzerland.
The ‘profit for a purpose’ approach has turned
humanitarian responsibility into VF's core business.
The company is offering complex emergency
response and disease-control products.

3 alui) FRANDSEN

DISEASE CONTROL TEXTILES

Source: Vestergaard Frandsen.

Vestergaard Frandsen began life over 55 years ago
in Denmark as a modest manufacturer of hotel and
restaurant uniforms. Today its headquarters are in
Lausanne, and the sole focus of the 150 employees
is on what the CEO Mikkel Vestergaard Frandsen
calls ‘*humanitarian entrepreneurship’. Originally a
textile company that began in Denmark in 1957, they
now develop innovative products that prevent the
transmission of water-borne and insect-borne diseases
in developing countries. For water-borne diseases
VF has its LifeStraw — see below for a description.
For insect-borne diseases VF is one of the world’s
leading producers of bed nets impregnated with
insecticide. The purpose is to prevent malaria, caused
by the bloodsucking bites of mosquitoes. Besides
mosquito intensive areas, this product is used in
refugee camps and disaster areas all over the world.
Vestergard Frandsen, which is family-owned, does
not disclose financial data, but over the years it has
sold over 250 million mosquito nets, and the company
makes a profit.

The concept for the LifeStraw began with the
work of the Carter Center, founded by Jimmy and
Rosalynn Carter. It has been their mission since 1986
to eradicate guinea worm disease (GWD) in Africa
and Asia. The most effective way to prevent this dis-
ease is to filter drinking water, so that the tiny water
fleas are not ingested to begin the life cycle of GWD.
The LifeStraw has played a substantial role in the

prevention of this disease, and many other bacterial
and viral infections caused by a lack of safe drinking
water in many developing countries.

The lack of safe drinking water

Water in drinking form is becoming scarcer in cer-
tain places, and its availability is a major social and
economic concern. Currently, about a billion people
around the world routinely drink unhealthy water.

About 99.7 per cent of the Earth’'s water is
contained in undrinkable forms such as oceans,
underground, ice caps and glaciers. Due to increased
contamination and pollution both above and below
the ground, the condition of the remaining 0.3 per
cent is now questionable, with many countries find-
ing it increasingly difficult to source drinkable water
that is of an acceptable quality.

Throughout history, clashes between and within
countries have occurred over water and its supply.
Many people believe that in the future conflicts and
even wars will be waged over water supplies, particu-
larly as uncontaminated water becomes increasingly
scarce.

More than 780 million people in the world do not
have access to safe drinking water. The average dis-
tance that women in Africa and Asia walk to collect
water is 6 km.

The LifeStraw product

LifeStraw water filters remove disease-causing path-
ogens that are major causes of waterborne diseases
such as cholera, typhoid, and diarrhoea in the develop-
ing world, enabling people to access safe drinking
water. LifeStraw technologies have been distributed
to more than 64 countries where they are a vital tool
for some of the 780 million people who don't have
ready access to safe drinking water.

LifeStraw filters are easy to use, and require
no electricity, batteries or replacement parts. The
personal version is ideal for out-of-home use by
hikers, campers or people displaced by natural dis-
asters. LifeStraw Family, used in homes, provides
an average family of five with safe water for at least
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Source: from The World's Water 1998—-1999 by Peter H. Gleick. Copyright © 1998 Island Press. Reproduced by permission of Island Press, Washington, DC.

three years. LifeStraw Community is
designed for schools, health facilities
and institutions where it will deliver an
estimated 70,000 to 100,000 litres of
safe drinking water over its lifetime.

Five million people die each year
(mainly children) from water-borne dis-
eases. The World Health Organization
(WHO) estimates that safe water could
prevent 1.4 million child deaths from
diarrhoea each year.

A product as simple and inexpensive
as the LifeStraw could change these
numbers and do it right at the point of
consumption.

How does the LifeStraw
function?

LifeStraw uses advanced hollow fibre technology.
Water is forced through narrow fibres under high
pressure. Clean water exits through tiny pores in the
walls of the hollow fibres, but bacteria, protozoa,
and other contaminants are trapped inside the hollow
fibres and are flushed out by backwashing. This is a
highly efficient method of filtration.

For the personal version of LifeStraw, the user
draws the unfiltered water through the LifeStraw,
the same way they would when using a straw. For

Children drinking water from the LifeStraw in India
Source: Vestergaard Frandsen.

LifeStraw Family and LifeStraw Community, untreated
water is poured into the top of the unit which has
a pre-filter that removes coarse particles. The ultra-
filtration hollow-fibre membrane cartridge then stops
all turbidity particles and smaller pathogens, includ-
ing all bacteria, viruses and protozoan cysts. Particles
and microbes larger than 20 nanometres stay on the
dirty side of the membrane and clean/purified water
passes through the membrane. The blue tap releases
purified water.
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Customers and distribution of
LifeStraw

Customers are mainly foreign governmental aid
agencies, international relief and development organ-
izations, foundations and charities.

The best way for people (end users) in these
risky areas to get a LifeStraw is through a charitable
organization, which funds and sometimes also buys
the products. The non-governmental organizations
(NGOs) then take the product to the rural house-
holds where the poorest people live.

CASE STUDY 2.2

QUESTIONS

1. In  McNeil (2009), Kevin Starace states:
‘Vestergaard is just different from other companies
we work with. They think of end users as a con-
sumer rather as a patient or a victim.” What do
you think is the meaning behind this statement?

2. What are the most critical factors in the further
internationalization process of Vestergaard
Frandsen?

Sources: www.vestergaard-frandsen.com; Donald G. McNeil Jr
(2009) ‘A company prospers by saving poor people’s lives,” New York
Times — Science Times, 3 February.

Elvis Presley Enterprises Inc. (EPE): internationalization of a cult icon

- , —

More than 25 years after his death, Elvis Presley has
one of the most lucrative entertainment franchises
in the world. Despite the sorry state of his affairs in
1977, the Elvis empire has thrived, due in large part
to the efforts of the people who handled his estate
after his grandmother died in 1980, including his
ex-wife Priscilla Beaulieu Presley, his daughter Lisa
Marie, and Jack Soden, the CEO of Elvis Presley
Enterprises Inc. (www.elvis.com), the company that
handles all the official Elvis properties.

Priscilla Presley was involved in the masterstroke
decision to open Elvis's mansion, Graceland, to the
public in 1982. Graceland gets more than 600,000
visitors per year, according to EPE’s website. Over
half of Graceland’s visitors are under the age of 35.
While visitors come from all parts of the world the
majority still come from different parts of the United
States. The Graceland tour costs $25, which means
that EPE makes $15 million on those tickets alone,
plus what it receives from photographs, hotel guests,
meals and souvenirs.

EPE’s other revenue streams include a themed
restaurant called Elvis Presley’s Memphis; a hotel,
down at the end of Lonely Street, called Heartbreak
Hotel; licensing of Elvis-related products; the develop-
ment of Elvis-related music, film, video, TV and stage
productions, and more.

Ironically, EPE gets very little money from Elvis's
actual songs, thanks to a deal Elvis's infamous former
manager, Colonel Tom Parker, made with RCA in
1973, whereby Elvis traded the rights to all future
royalties from the songs he had recorded up to that
point for a measly US$5.4 million — half of which he
had to give to Parker.

In 2002, the 25th anniversary of his death was
an international spectacle. A remix of the 1968 Elvis
song ‘A Little Less Conversation’ became a global
hit single and the CD Elvis: 30 #1 Hits went triple
platinum. In mid-2004, to commemorate the 50th
anniversary of Presley’s first professional recording,
‘That’s All Right’ was re-released, and made the
charts around the world, including the top three in
the UK and top 40 in Australia.

In mid-October 2005, Variety named the top
100 entertainment icons of the twentieth century,
with Presley landing in the top 10, along with the
Beatles, Marilyn Monroe, Lucille Ball, Marlon Brando,
Humphrey Bogart, Louis Armstrong, Charlie Chaplin,
James Dean and Mickey Mouse.

Until 2005 EPE was wholly owned by the Elvis
Presley Trust/Lisa Marie Presley. In February 2005,
the media and entertainment company CKX Inc.
acquired an 85 per cent interest in EPE, including its
physical and intellectual properties. Lisa Marie Presley



Source: © Elvis Presley Enterpises, Inc. Used by permission.

retained a 15 per cent ownership in the company and
continued to be involved, as did her mother Priscilla.
The pre-existing EPE management team remained in
place, as did the company's operations.

Graceland is the second most visited private
residence in the US, after the White House.

VIDEO CASE STUDY 2.3 TOMS Shoes

download from www.pearsoned.co.uk/hollensen
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TOMS Shoes (www.tomsshoes.com) was founded
in 2006 on a simple premise, as stated on their
website ‘With every pair you purchase, TOMS will
give a pair of new shoes to a child in need. One for
One.’ Using the purchasing power of individuals to
benefit the greater good is what the company is all
about. The company name is derived from the words
‘tomorrow’ and ‘shoes’ (evolved from the original
concept, the ‘shoes for Tomorrow Project’).

In 2006 Blake Mycoskie, an American traveller,
went to Argentina and found that many children
there had no shoes to protect their feet. Wanting
to help, he created TOMS Shoes, a company that
would match every pair of shoes purchased with
a pair of new shoes given to a child in need. Blake
returned to Argentina with a group of family, friends
and staff later that year with 10,000 pairs of shoes,
all made possible by caring TOMS customers.
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Attendance ranges from a few hundred visitors on
a weekday in the dead of winter to 2,000-3,500
visitors per day in the spring and early summer, to
over 4,000 per day in July at the height of the travel
season.

For 2010, EPE reported revenue of $57.3 million
compared with $60.6 million for 2009. Operating
income in 2010 was $10.2 million compared with
$21.7 million in 2009.

QUESTIONS
1. What are the main motives for the internationaliza-
tion of EPE?

2. What can EPE do to maintain a steady income
stream from abroad?

3. What are the most obvious assets for further inter-
nationalization of EPE?

Sources: http://www.elvis.com/corporate/elvis_epe.asp; money.cnn.
com/2002/08/15/news/elvis.

el

In developing countries, wearing shoes prevents
feet from getting cuts and sores on unsafe roads
and from contaminated soil. These injuries are not
only painful, but, when wounds become infected,
they are dangerous. The leading cause of disease
in developing countries is soil-transmitted parasites
which penetrate the skin through open sores.
Wearing shoes can prevent this and ultimately the
risk of amputation.

From the beginning in 2006 up to the end of
2012, TOMS has given over two million pairs of
shoes to children in need through the ‘One for
One' model. In 2011 TOMS launched its eyewear
line. When Toms sells a pair of glasses, part of the
profit is used to save or restore the eyesight of
people in developing countries. At the end of 2012,
more than 550 retailers worldwide were carrying
the brand.
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TOMS' marketing activities have included fashion
shows, high-profile events, university campus market-
ing, social media and temporary pop-up stores. TOMS’
recent marketing plan also includes an advertise-
ment with AT&T showing one of Toms’ shoe drops
in Uruguay.

TOMS is built on the loyalty of customers who
choose a better tomorrow with every purchase.
TOMS has one of the coolest internship programmes
in the country, according to Inc. Magazine. Many
of those passionate interns stay with TOMS and
become hard-working, full-time employees.

Toms Shoes’ headquarters are in Santa Monica,
California.

Questions

1. What would be the key barriers in the early days
of internationalization if TOMS Shoes decided to
expand to Europe?

2. What have been the driving forces (motives) for
the early internationalization of TOMS Shoes?

Source: based on information from www.tomsshoes.com.

Source: Tiffany Rose/Getty Images.

For further exercises and cases, see this book’s website at www.pearsoned.co.uk/hollensen

- Questions for discussion

1. Export motives can be classified as reactive or proactive. Give examples of each group of
export motives. How would you prioritize these motives? Can you think of motives other
than those mentioned in the chapter? What are they?

2. What is meant by ‘change agents’ in global marketing? Give examples of different types of
change agent.

3. Discuss the most critical barriers to the process of exporting.

4. What were the most important change agents in the internationalization of Haier
(Exhibit 2.3)?

5. What were the most important export motives in Japanese firms (Exhibit 2.2)?
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Internationalization theories
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Learning objectives

After studying this chapter you should be able to: @ Explain the most important determinants for the
internationalization process of small and medium-

® Analyse and compare the three theories explain- sized enterprises (SMES).

ing a firm's internationalization process:
() the Uppsala internationalization model
(i) the transaction cost theory

(i) the network model.

® Explain the term ‘born global’ and its connection
to internet marketing.
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Introduction

Uppsala
internationalization
model

Additional market
commitments are made in
small incremental steps:
choosing additional
geographic markets with
small psychic distances,
combined with choosing
entry modes with few
additional risks.

Having discussed the barriers to starting internationalization in Chapter 2, we will begin this
chapter by presenting the different theoretical approaches to international marketing and
then choose three models for further discussion in Sections 3.2-3.4.

Historical development of internationalization

Much of the early literature on internationalization was inspired by general marketing
theories. Later on, internationalization dealt with the choice between exporting and foreign
direct investment (FDI). During the past 10-15 years there has been much focus on inter-
nationalization in networks, where a firm has different relationships not only with customers
but also with other actors in the environment.

The traditional marketing approach

The Penrosian tradition (Penrose, 1959; Prahalad and Hamel, 1990) reflects the traditional
marketing focus on the firm’s core competences combined with opportunities in the foreign
environment.

The cost-based view of this tradition suggested that the firm must possess a ‘compensating
advantage’ in order to overcome the ‘cost of foreignness’ (Kindleberger, 1969; Hymer, 1976).
This led to the identification of technological and marketing skills as the key elements in
successful foreign entry.

‘Life cycle’ concept for international trade

Sequential modes of internationalization were introduced by Vernon’s (1966) ‘product cycle
hypothesis’, in which firms go through an exporting phase before switching first to market-
seeking FDI, and then to cost-oriented FDI. Technology and marketing factors combine to
explain standardization, which drives location decisions.

Vernon’s hypothesis is that producers in advanced countries (ACs) are ‘closer’ to the markets
than producers elsewhere; consequently the first production facilities for these products will
be in the ACs. As demand expands, a certain degree of standardization usually takes place.
‘Economies of scale’, through mass production, become more important. Concern about pro-
duction cost replaces concern about product adaptations. With standardized products the
less developed countries (LDCs) may offer competitive advantages as production locations.
One example of this is the movement of production locations for personal computers from
ACs to LDCs.

The Uppsala internationalization model

The Scandinavian ‘stages’ models of entry suggest a sequential pattern of entry into succes-
sive foreign markets, coupled with a progressive deepening of commitment to each market.
Increasing commitment is particularly important in the thinking of the Uppsala School
(Johanson and Wiedersheim-Paul, 1975; Johanson and Vahlne, 1977). The main consequence
of this Uppsala internationalization model is that firms tend to intensify their commitment
to foreign markets as their experience grows (see also Section 3.2).

The internationalization/transaction cost approach

In the early 1970s, intermediate forms of internationalization such as licensing were not
considered interesting. Buckley and Casson (1976) expanded the choice to include licensing
as a means of reaching customers abroad. But in their perspective the multinational firm
would usually prefer to ‘internalize’ transactions via direct equity investment rather than
license its capability. Joint ventures were not explicitly considered to be in the spectrum of
governance choices until the mid-1980s (Contractor and Lorange, 1988; Kogut, 1988).
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Psychic distance
The individual’s perception
of difference between
two markets, in terms
of differences in
‘country’ and ‘people’
characteristics, which
disturbs the flow of
information, goods and
services between the
firm and the market.

Buckley and Casson’s focus on market-based (externalization) versus firm-based (inter-
nalization) solutions highlighted the strategic significance of licensing in market entry.
Internationalization involves two interdependent decisions - location and mode of control.

The internalization perspective is closely related to the transaction cost (TC) theory
(Williamson, 1975). The paradigmatic question in internalization theory is that, upon decid-
ing to enter a foreign market, should a firm do so through internalization within its own
boundaries (a subsidiary) or through some form of collaboration with an external partner
(externalization)? The internalization and TC perspectives are both concerned with the
minimization of TC and the conditions underlying market failure. The intention is to analyse
the characteristics of a transaction in order to decide on the most efficient, i.e. TC minimiz-
ing, governance mode. The internalization theory can be considered the TC theory of the
multinational corporation (Rugman, 1986; Madhok, 1998).

Dunning's eclectic approach

In his eclectic ownership-location-internalization (OLI) framework, Dunning (1988) discussed
the importance of locational variables in foreign investment decisions. The word ‘eclectic’
represents the idea that a full explanation of the transnational activities of firms needs to draw
on several strands of economic theory. According to Dunning the propensity of a firm to engage
itself in international production increases if the following three conditions are being satisfied:

1. Ownership advantages. A firm that owns foreign production facilities has bigger owner-
ship advantages compared with firms of other nationalities. These ‘advantages’ may consist
of intangible assets, such as know-how.

2. Locational advantages. It must be profitable for the firm to continue these assets with factor
endowments (labour, energy, materials, components, transport and communication
channels) in the foreign markets. If not, the foreign markets would be served by exports.

3. Internalization advantages. It must be more profitable for the firm to use its advantages
rather than selling them, or the right to use them, to a foreign firm.

The network approach

The basic assumption in the network approach is that the international firm cannot be ana-
lysed as an isolated actor but has to be viewed in relation to other actors in the international
environment. Thus the individual firm is dependent on resources controlled by others. The
relationships of a firm within a domestic network can be used as connections to other net-
works in other countries (Johanson and Mattson, 1988).

In the following three sections (Sections 3.2-3.4) we will concentrate on three of the
approaches presented in this section.

The difference between cultural distance and psychic distance

Cultural distance (discussed in Chapter 6) refers to the (macro) cultural level of a country
and is defined as the degree to which (factual) cultural values in one country are different
from those in another country, i.e. ‘distance’ between countries.

Psychic distance (as used in this text) can be defined as the individual manager’s percep-
tion of the differences between the home and the foreign market, and it is a highly subjective
interpretation of reality. Therefore, psychic distance cannot only be measured with factual
indicators, such as publicly available statistics on level of education, religion, language and
so forth. Sousa and Lages (2011) suggest that the definition of ‘psychic distance’ should con-
sist of two dimensions of ‘distance’:

o Country characteristics distance: level of economic development, communication infrastructure,
marketing structure, technical requirements, market competitiveness and legal regulations.

® People characteristics distance: per-capita income, purchasing power of customers, customer
lifestyles and preferences, level of education, language and cultural values (beliefs, attitudes
and traditions).
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By assessing psychic distance at the individual level on different dimensions, it is possible to
take appropriate steps to reduce the manager’s psychic distance towards foreign markets (Sousa
and Bradley, 2005, 2006). We would expect that the manager’s perception of psychic distance
toward a foreign market will have an impact on the degree of adaptation/standardization of
the different elements in the international marketing mix. Specifically, we expect that the
higher the psychic distance between two markets, the greater the adaptation of the international
marketing mix (product, price, place and promotion) is needed.

Uppsala internationalization model

The stage model

During the 1970s a number of Swedish researchers at the University of Uppsala (Johanson
and Wiedersheim-Paul, 1975; Johanson and Vahlne, 1977) focused their interest on the
internationalization process. Studying the internationalization of Swedish manufacturing
firms, they developed a model of the firm’s choice of market and form of entry when going
abroad. Their work was influenced by Aharoni’s (1966) seminal study.

With these basic assumptions in mind, the Uppsala researchers interpreted the patterns
in the internationalization process they had observed in Swedish manufacturing firms. They
had noted, first of all, that companies appeared to begin their operations abroad in markets
that were fairly close geographically and only gradually penetrated more far-flung markets.
Second, it appeared that companies entered new markets through exports. It was very rare
for companies to enter new markets with sales organizations or manufacturing subsidiaries
of their own. Wholly-owned or majority-owned operations were established only after several
years of exports to the same market.

Johanson and Wiedersheim-Paul (1975) distinguish between four different modes of
entering an international market, where the successive stages represent higher degrees of
international involvement/market commitment:

Stage 1: no regular export activities (sporadic export)

Stage 2: export via independent representatives (export modes)
Stage 3: establishment of a foreign sales subsidiary

Stage 4: foreign production/manufacturing units.

The assumption that the internationalization of a firm develops step by step was originally
supported by evidence from a case study of four Swedish firms. The sequence of stages was
restricted to a specific country market. This market commitment dimension is shown in
Figure 3.1.

The concept of market commitment is assumed to contain two factors — the amount of
resources committed and the degree of commitment. The amount of resources could be
operationalized to the size of investment in the market (marketing, organization, personnel,
etc.), while the degree of commitment refers to the difficulty of finding an alternative use for
the resources and transferring them to the alternative use.

International activities require both general knowledge and market-specific knowledge.
Market-specific knowledge is assumed to be gained mainly through experience in the market,
whereas knowledge of the operations can be transferred from one country to another; the
latter will thus facilitate the geographic diversification in Figure 3.1. A direct relation between
market knowledge and market commitment is postulated: knowledge can be considered as a
dimension of human resources. Consequently, the better the knowledge about a market, the
more valuable are the resources and the stronger the commitment to the market.

Figure 3.1 implies that additional market commitment as a rule will be made in small
incremental steps, both in the market commitment dimension and in the geographical
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dimension. There are, however, three exceptions. First, firms that have large resources experi-
ence small consequences of their commitments and can take larger internationalization
steps. Second, when market conditions are stable and homogeneous, relevant market know-
ledge can be gained in ways other than experience. Third, when the firm has considerable
experience from markets with similar conditions, it may be able to generalize this experience
to any specific market (Johanson and Vahlne, 1990).

The geographical dimension in Figure 3.1 shows that firms enter new markets with
successively greater psychic distance. Psychic distance is defined in terms of factors such as
differences in language, culture and political systems, which disturb the flow of information
between the firm and the market. Thus firms start internationalization by going to those
markets they most easily understand. There they will see opportunities, and the perceived
market uncertainty will be low (Brewer, 2007).

The original stage model has been extended by Welch and Loustarinen (1988), who oper-
ate with six dimensions of internationalization (see Figure 3.2):

. sales objects (what?): goods, services, know-how and systems;

. operations methods (how?): agents, subsidiaries, licensing, franchising management
contracts;

. markets (where?): political/cultural/psychic/physical distance differences between markets;

. organizational structure: export department, international division;

. finance: availability of international finance sources to support the international activities;

. personnel: international skills, experience and training.

N =

OO bh W

The underlying assumption in the Uppsala model is that internationalization is a slow,
time-consuming and iterative process. This was confirmed by a recent case study on the
Volvo heavy truck business, in which Vahlne et al. (2011) concluded that, when the industry
is highly complex and uncertainties involved are immense, internationalization decisions
made too quickly and too boldly run a real risk of failure, with potentially large and negative
consequences. The globalization process of the Volvo heavy truck business showed that
learning plays an important role and that the creation of new structures, systems and
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Source: Welch and Loustarinen (1988). Reproduced with permission from The Braybrooke Press Ltd.

relationships is required. This means that the management has to accept that the globaliza-
tion of the company may proceed at a slower pace to allow for learning and adjustment to
take place.

Critical views of the original Uppsala model

Various criticisms of the Uppsala model have been put forward: one is that the model is too
deterministic (Reid, 1983; Turnbull, 1987).

It has also been argued that the model does not take into account interdependencies
between different country markets (Johanson and Mattson, 1986). It seems reasonable to
consider a firm more internationalized if it views and handles different country markets as
interdependent than if it views them as completely separate entities.

Studies have shown that the internationalization process model is not valid for service
industries. In research into the internationalization of Swedish technical consultants - a typical
service industry - it has been demonstrated that the cumulative reinforcement of foreign
commitments implied by the process model is absent (Sharma and Johanson, 1987).

The criticism has been supported by the fact that the internationalization process of new
entrants in certain industries has recently become more spectacular. Firms have lately seemed
prone to leapfrog stages in the establishment chain, entering ‘distant’ markets in terms of
psychic distance at an early stage, and the pace of the internationalization process generally
seems to have speeded up.

Nordstrom’s (1990) preliminary results seem to confirm this argument. The UK, Germany
and the US have become a more common target for the very first establishment of sales
subsidiaries by Swedish firms than their Scandinavian neighbours.
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The leapfrogging tendency not only involves entering distant markets. We can also expect
a company to leapfrog some intermediate entry modes (foreign operation methods) in order
to move away from the sequentialist pattern and more directly to some kind of foreign
investment (Figure 3.3).

In market number 1 the firm follows the mainstream evolutionary pattern, but in market
no. 6 the firm has learned from the use of different operation methods in previous markets,
and therefore chooses to leapfrog some stages and go directly to foreign investment.

Others have claimed that the Uppsala model is not valid in situations of highly interna-
tionalized firms and industries. In these cases, competitive forces and factors override psychic
distance as the principal explanatory factor for the firm’s process of internationalization.
Furthermore, if knowledge of transactions can be transferred from one country to another,
firms with extensive international experience are likely to perceive the psychic distance to a
new country as shorter than firms with little international experience.

Nordstrom (1990) argues that the world has become much more homogeneous and that
consequently psychic distance has decreased. Firms today also have quicker and easier access
to knowledge about doing business abroad. It is no longer necessary to build up knowledge
in-house in a slow and gradual trial-and-error process. Several factors contribute to this.
For example, universities, business schools and management training centres all over the
world are putting more and more emphasis on international business.

Probably even more important, the absolute number of people with experience of
doing business abroad has increased. Hence it has become easier to hire people with the
experience and knowledge needed, rather than develop it in-house. The number of people



CHAPTER 3 INTERNATIONALIZATION THEORIES 83

with experience of doing business abroad has increased over time as an effect of continuous
growth in world trade and foreign direct investment.

The spectacular development of information technologies, in terms of both absolute per-
formance and diminishing price/performance ratios, has made it easier for a firm to become
acquainted with foreign markets, thus making a leapfrog strategy more realistic (see also
Section 3.5 on internet-based born globals).

In spite of the criticisms, the Uppsala model has gained strong support in studies of a wide
spectrum of countries and situations. The empirical research confirms that commitment and
experience are important factors explaining international business behaviour (Cumberland,
2006). In particular, the model receives strong support regarding export behaviour, and the
relevance of cultural distance has also been confirmed.

In a more recent article, Johanson and Vahlne (2009) updated their model in parallel with
the new findings on companies’ internationalization. In their updated model they have put
more emphasis on networks (as initiated by Johanson and Mattson, 1988) and opportunity
recognition within the internationalization process. They see a firm’s problems and oppor-
tunities as becoming less a matter of becoming familiar with certain export countries, and
more related to relationships and networks. They recognize that new knowledge is mainly
developed in relationships, and not so much in specific international markets.

The transaction cost analysis (TCA) model

Transaction costs

The ‘friction’ between
buyer and seller, which is
explained by opportunistic
behaviour.

Opportunistic
behaviour
Self-interest with guile —
misleading, distortion,
disguise and confusion.

Transaction cost
analysis

Transaction cost analysis
concludes that, if the
‘friction’ between buyer
and seller is higher than
through an internal
hierarchical system, then

the firm should internalize.

The foundation for this model was made by Coase (1937). He argued that ‘a firm will tend to
expand until the cost of organizing an extra transaction within the firm will become equal to
the cost of carrying out the same transaction by means of an exchange on the open market’
(p- 395). It is a theory which predicts that a firm will perform internally those activities it can
undertake at lower cost through establishing an internal (‘hierarchical’) management control
and implementation system while relying on the market for activities in which independent
outsiders (such as export intermediaries, agents or distributors) have a cost advantage.

Transaction costs emerge when markets fail to operate under the requirements of perfect
competition (‘friction free’); the cost of operating in such markets (i.e. the transaction cost)
would be zero, and there would be little or no incentive to impose any impediments to free
market exchange. However, in the real world there is always some kind of ‘friction’ between
buyer and seller, resulting in transaction costs (see Figure 3.4).

The friction between buyer and seller can often be explained by opportunistic behaviour.
Williamson (1985) defines it as a ‘self-interest seeking with guile’. It includes methods of mis-
leading, distortion, disguise and confusion. To protect against the hazards of opportunism, the
parties may employ a variety of safeguards or governance structures. The term ‘safeguard’ (or
alternatively ‘governance structure’) as used here can be defined as a control mechanism, which
has the objective of bringing about the perception of fairness or equity among transactors. The
purpose of safeguards is to provide, at minimum cost, the control and ‘trust’ that is necessary for
transactors to believe that engaging in the exchange will make them better off. The most pro-
minent safeguard is the legal contract, which specifies the obligations of each party and allows
a transactor to go to a third party (i.e. a court) to sanction an opportunistic trading partner.

The transaction cost analysis (TCA) framework argues that cost minimization explains
structural decisions. Firms internalize, that is, integrate vertically, to reduce transaction
costs. Transaction costs can be divided into different forms of costs related to the transactional
relationship between buyer and seller. The underlying condition for the following description
of the cost elements is the equation:

Transaction cost = ex ante costs + ex post costs
= (search costs + contracting costs) +
(monitoring costs + enforcement costs)
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Ex ante costs

e Search costs include the cost of gathering information to identify and evaluate potential
export intermediaries. Although such costs can be prohibitive to many exporters, know-
ledge about foreign markets is critical to export success. The search costs for distant,
unfamiliar markets, where available (published) market information is lacking and
organizational forms are different, can be especially prohibitive (e.g. exports from the UK
to China). In comparison, the search costs for nearby, familiar markets may be more

‘Internalization’

acceptable (e.g. export from UK to Germany).

e Contracting costs refer to the costs associated with negotiating and writing an agreement

between seller (producer) and buyer (export intermediary).

Ex post costs

e Monitoring costs refer to the costs associated with monitoring the agreement to ensure

that both seller and buyer fulfil the predetermined set of obligations.

® Enforcement costs refer to the costs associated with the sanctioning of a trading partner

who does not perform in accordance with the agreement.

A fundamental assumption of transaction cost theory is that firms will attempt to minimize
the combination of these costs when undertaking transactions. Thus, when considering the
most efficient form of organizing export functions, transaction cost theory suggests that firms

will choose the solution that minimizes the sum of ex ante and ex post costs.
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Williamson (1975) based his analysis on the assumption of transaction costs and the
different forms of governance structure under which transactions take place. In his original
work, Williamson identified two main alternatives of governance markets: externalization
and internalization (‘hierarchies’). In the case of externalization, market transactions are by
definition external to the firm, and the price mechanism conveys all the necessary governance
information. In the case of internalization, the international firm creates a kind of internal
market in which the hierarchical governance is defined by a set of ‘internal’ contracts.

Externalization and internalization of transactions are equated with intermediaries (agents,
distributors) and sales subsidiaries (or other governance structures involving ownership
control), respectively.

In this way, Williamson’s framework provides the basis for a variety of research into the
organization of international activity and the choice of international market entry mode.
We will return to this issue in Part III of this book.

The conclusion of the transaction cost theory is:

If the transaction costs (defined above) through externalization (e.g. through an importer
or agent) are higher than the control cost through an internal hierarchical system, then
the firm should seek internalization of activities, i.e. implementing the global marketing
strategy in wholly-owned subsidiaries. Or more popularly explained: if the ‘friction’
between buyer and seller is too high then the firm should internalize instead, in the
form of its own subsidiaries.

Limitations of the TCA framework

Narrow assumptions of human nature

Ghoshal and Moran (1996) criticized the original work of Williamson as having overly
narrow assumptions of human nature (opportunism and its equally narrow interpretation
of economic objectives). They also wondered why the theory’s mainstream development
has remained immune to such important contributions as Ouchi’s (1980) insight on social
control. Ouchi (1980) pointed to the relevance of intermediate forms (between markets and
hierarchies), such as the clan, where governance is based on a win-win situation (in contrast
to a zero-sum game situation).

Sometimes firms would even build trust with their externalized agents and distributors
by turning them into partners. In this way the firms would avoid large investments in sub-
sidiaries around the world.

Excluding ‘internal’ transaction costs

The TCA framework also seems to ignore the ‘internal’ transaction cost, assuming zero friction
within a multinational firm. One can imagine severe friction (resulting in transaction cost)
between the head office of a firm and its sales subsidiaries when internal transfer prices have
to be settled.

Relevance of ‘intermediate’ forms for SMEs

One can also question the relevance of the TCA framework to the internationalization pro-
cess of SMEs (Christensen and Lindmark, 1993). The lack of resources and knowledge in
SMEs is a major force for the externalization of activities. But since the use of markets often
raises contractual problems, markets in many instances are not real alternatives to hier-
archies for SMEs. Instead, the SMEs have to rely on intermediate forms of governance, such
as contractual relations and relations based on clan-like systems created by a mutual orienta-
tion of investments, skills and trust-building. Therefore SMEs are often highly dependent on
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the cooperative environment available. Such an approach is presented and discussed in the
next section on the network model.

Importance of production cost is understated

It can be argued that the importance of transaction cost is overstated and that the importance
of production cost has not been taken into consideration. Production cost is the cost of
performing a particular task/function in the value chain, such as R&D costs, manufacturing
costs and marketing costs. According to Williamson (1985), the most efficient choice of
internationalization mode is one that will help to minimize the sum of production and trans-
action costs.

network model

Basic concept

Business networks are a mode of handling activity interdependences between several busi-
ness actors. As we have seen, other modes of handling or governing interdependences in a
business field are markets and hierarchies.

The network model differs from the market with regard to relations between actors. In
a market model, actors have no specific relationships to each other. The interdependences
are regulated through the market price mechanism. By contrast, in the business network
the actors are linked to each other through exchange relationships, and their needs and
capabilities are mediated through the interaction taking place in the relationships.

The industrial network differs from the hierarchy in the way that the actors are auto-
nomous and handle their interdependences bilaterally rather than via a coordinating unit on
a higher level. Whereas a hierarchy is organized and controlled as one unit from the top, the
business network is organized by each actor’s willingness to engage in exchange relationships
with some of the other actors in the network. The networks are more loosely coupled than
are hierarchies; they can change shape more easily. Any actor in the network can engage
in new relationships or break off old ones, thereby modifying its structure. Thus business
networks can be expected to be more flexible in response to changing conditions in turbulent
business fields, such as those where technical change is very rapid.

It can be concluded that business networks will emerge in fields where coordination
between specific actors can give strong gains and where conditions are changing rapidly. Thus
the network approach implies a move away from the firm as the unit of analysis, towards
exchange between firms and between a group of firms and other groups of firms as the main
object of study. However, it also implies a move away from transactions towards more lasting
exchange relationships constituting a structure within which international business takes
place and evolves.

Evidently, business relationships and consequently industrial networks are subtle
phenomena, which cannot easily be observed by an outsider: that is, a potential entrant. The
actors are tied to each other through a number of different bonds, including technical, social,
cognitive, administrative, legal and economic.

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.

To enter a network from outside requires that other actors be motivated to engage in
interaction, something that is resource-demanding and that may require several firms to
make adaptations in their ways of performing business. Thus foreign market or network
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entry of the firm may very well be the result of interaction initiatives taken by other firms
that are insiders in the network in the specific country. However, the chances of being the
object of such initiatives are much greater for an insider.

The networks in a country may well extend far beyond country borders. In relation to the
internationalization of the firm, the network view argues that the internationalizing firm is
initially engaged in a network that is primarily domestic.

The relationships of a firm in a domestic network can be used as bridges to other networks
in other countries. In some cases, the customer demands that the supplier follows it abroad
if the supplier wants to keep the business at home. An example of an international network
is shown in Figure 3.5. It appears that one of the subsuppliers established a subsidiary in
country B. Here the production subsidiary is served by the local company of the subsupplier.
Countries E and F, and partly country C, are sourced from the production subsidiary in
country B. Generally it can be assumed that direct or indirect bridges exist between firms and
different country networks. Such bridges can be important both in the initial steps abroad
and in the subsequent entry of new markets.

The character of the ties in a network is partly a matter of the firms involved. This is
primarily the case with technical, economic and legal ties. To an important extent, however,
the ties are formed between the people engaged in the business relationships, which is the
case with social and cognitive ties. Industries as well as countries may differ with regard to
the relative importance of firm and personal relationships. But it can be expected that the
personal influence on relationships is strongest in the early establishment of relationships.
Later in the process, routines and systems will become more important.

Country A
(home country) Country B

4

Subsupplier Governmental
head office organization

N

overnmental Subsupplier
organization subsidiary

Production
subsidiary
(upstream
functions)

Country C

Sales
subsidiary
(downstream
functions)

AgD

Customers Customers

m An example of an international network
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When entering a network, the internationalization process of the firm will often proceed
more quickly. In particular, SMEs in high-tech industries tend to go directly to more distant
markets and to set up their own subsidiaries more rapidly. One reason seems to be that the
entrepreneurs behind those companies have networks of colleagues dealing with the new
technology. Internationalization, in these cases, is an exploitation of the advantage that this
network constitutes.

Born globals

Born global

A firm that from its ‘birth’
globalizes rapidly without
any preceding long-term

internationalization period.

In recent years, research has identified an increasing number of firms that certainly do not
follow the traditional stages pattern in their internationalization process. By contrast, they
aim at international markets, or possibly even the global market, right from their birth.

A born global can be defined as ‘a firm that from its inception pursues a vision of
becoming global and globalizes rapidly without any preceding long-term domestic or inter-
nationalization period’ (Oviatt and McDougall, 1994; Gabrielsson and Kirpalani, 2004).

Born globals represent an interesting case of firms operating under time and space com-
pression conditions that have allowed them to assume a global geographic scope from the
moment of their start-up. This ‘time-space compression’ phenomenon (Harvey, 1996) means
that geographical processes can be reduced and compressed into ‘here and now’ trade and
information exchange over the globe - if available infrastructure, communication and IT
devices are put in place, together with skilled people. The global financial market is a good
example of the phenomenon (T6rnroos, 2002).

Opviatt and McDougall (1994) grouped born globals (or ‘international new ventures’ as they
call them) into four different categories, dependent on the number of value chain activities
performed combined with the number of countries involved. For example, they distinguish
the ‘export/import start-up’ from the ‘global start-up’, where the latter — in contrast with the
former - involves many activities coordinated across many countries.

EXHIBIT 3.1 K-pop —a ‘born gIobaI' phenomenon has worldwide success

SEiE = \FEE T RET

South Korea is emerging in the twenty-
first century as a major exporter of
popular culture. The wave has had
considerable impact on the South
Korean economy, as well as on the
political and cultural influence of South
Korea. Korean culture exports are pre-
dicted to reach $4.5 billion in revenue
in 2013, a 10 per cent increase on the
previous year.

K-pop (Korean pop) is a musical
genre consisting of dance, electro-pop,
hip hop and R&B music originating in
Korea. The term is commonly used for
songs performed by Korean teen idols
like Super Junior and Girls’ Generation.

Source: S.M. Entertainment Co. Ltd.
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Many K-pop music videos have colourful visuals and a catchy beat. Dance is an integral part of K-pop. When
combining multiple singers, the singers often switch their positions while singing and dancing by making
prompt movements in synchrony. K-pop is also recognized for its boy and girl groups whose members are
young and attractive. Indeed, some critics suggest that Korean girl groups recruit members for their looks,
and that they later undergo plastic surgery.

Most K-pop groups are owned by a handful of entertainment agencies. To guarantee the high probability
of success of new talent, these agencies (such as S.M. Entertainment, which represents the boy group
Super Junior and the girl group Girls’ Generation) fully subsidize and oversee the professional lives and
careers of the group members, often spending a lot to train and launch a new group.

South Korean entertainment companies have developed a process for training the singers and dancers in
their groups. In many cases, potential group members enter the system at the age of 10 and live together
in a house under tight rules. They attend school during the day and take singing and choreography classes
at night.

Globalization of K-pop through the internet and social media

The rise of social media networks (e.g. Facebook) since the mid-2000s has given K-pop an opportunity to
reach a previously inaccessible audience, and the phenomenon has spread via the internet and through
smartphone devices more rapidly than ever. The Korean wave has quickly spread K-pop to Europe, Asia
and Africa.

One example of this phenomenon was the 2012 music video Gangnam Style, by Korean satirical rapper
PSY. This music video became a worldwide viral phenomenon and was the first YouTube video to reach
1 billion hits. The single reached number 1 in both the UK and the US.

The use of K-pop (Super Junior) in LG’s endorsement activities

In April-May 2012 Korea's LG Electronics selected idol Korean group, Super Junior, as the newest models
to endorse their new L series of smartphones, which were introduced in Asia during that time.

To celebrate the launch of their
new smartphones, LG Electronics @La :
hosted a ‘LG Optimus Super Concert’ LG OpTImUS Smart Phones
Facebook event in collaboration with wihudanssuawsniwu Weansnlawluluuacu
Super Junior.

The event was mainly for fans resid-
ing in Southeast Asia, and lasted for six
weeks in countries such as Indonesia,
the Philippines, Vietnam, Singapore,
Malaysia and Hong Kong, among
others. Each fan who clicked the ‘like’
button on their country’s individual ‘LG
Mobile’ Facebook page was entered as an event participant, and had an opportunity to receive virtual
messages from Super Junior and to feel as though they were attending a live performance by their idols.

In addition, around 2,000 participants were selected by LG to receive footage of the members filming
their Mr Simple music video.

Source: LG Electronics.

Source: based on different public sources.

Born globals are typically characterized as SMEs with fewer than 500 employees, with
annual sales under $100 million - and with a reliance on cutting-edge technology in the
development of relatively unique product or process innovations. The most distinguishing
feature of born global firms, however, is that they tend to be managed by entrepreneurial
visionaries who view the world as a single, borderless marketplace from the time of the firm’s
founding. These small, technology-oriented companies operate in international markets
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Born-again global

A firm that previously
focused on its domestic
markets but that
suddenly embraces

rapid and dedicated
internationalization.

The internationalization
can be a result of critical
events, such as a
change in ownership

and management or

a takeover by another
company. In this way, the
acquired firm can gain
access to more financial
resources, managerial
capability and international
market knowledge.

Born regional

A firm that starts
international activities
early and with significant
international shares, but
its international activities
are only in its home
region.

from the earliest days of their establishment, and there is growing evidence of the emergence
of born globals in numerous countries of the developed world.

More recently the concept of the born-again global firms has been proposed, i.e.
long-established firms that previously focused on their domestic markets but that suddenly
embrace rapid and dedicated internationalization (Bell et al., 2001). The internationalization
can be a result of critical events, such as a change in ownership and management, a takeover
by another company or client followership, where a domestic customer internationalizes
its operations by following its main customer to foreign markets. The change in ownership
can bring in new decision-makers with an international focus. The acquisition can help
the firm gain access to more financial resources, managerial capability, international market
knowledge and the existing networks of the company taking it over (Kontinen and Ojala,
2012).

Furthermore, it seems that there can be true-born globals (focusing on both low- and
high-distance markets) and apparently born globals, that is born internationals, which
mainly focus on low-distance markets (Kuivalainen et al., 2007). A born regional also
starts international activities early and with significant international shares, but its inter-
national activities only take place in its home region, e.g. Europe, Asia or South America
(Lopez et al., 2009).

Internet-based born globals are emerging

A very important trend in favour of born globals is the recent advance in communications
technology, which has accelerated the speed of information flows. Gone are the days of large,
vertically integrated firms where information flows were expensive and took a considerable
time to be shared. With the invention of the internet, e-mail and other telecommunication
aids such as smartphones, iPads and other computer-supported technologies, managers
of even small firms can manage operations efficiently across borders. Information is now
readily and more quickly accessible to everyone. Everything is getting smaller and faster,
allowing information to reach more people and places around the globe.

The internet revolution offers new opportunities for young SMEs to establish a global
sales platform by developing e-commerce websites. Today many new and small firms are
born globals in that they are ‘start-ups’ on the internet and sell to a global audience via a
centralized e-commerce website. A recent study of the born globals usage of international
sales channels showed that born globals are relatively quick to adopt internet-based sales
channels (Gabrielsson and Gabrielsson, 2011). However, many of these firms not only rely
on internet-based channels, but also use combinations of conventional channels and the
internet. For example, in the case of hybrid sales channels, the channel functions are shared
between the producer and the middleman, using the internet to integrate the activities.
Customers and sales leads may be generated by internet-based promotion, but the actual
product fulfilment (handling of stocks, distribution control and other reselling/retailing
functions) is the responsibility of the ‘physical” intermediaries.

The implementation of hybrid sales channels has to be handled with care in order to avoid
channel conflicts.

Born globals are challenging traditional theories

Born globals may be similar to the ‘late starter’ or the ‘international among others’ (Johanson
and Mattson, 1988). In the latter situation, both the environment and the firm are highly
internationalized. Johanson and Mattson (1988) pointed out that internationalization pro-
cesses of firms will be much faster in internationalized market conditions, because, among
other reasons, the need for coordination and integration across borders is high. Since
relevant partners/distributors will often be occupied in neighbouring markets, firms do not
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necessarily follow a ‘rings in the water” approach to market selection. In the same vein, their
‘establishment chain’ need not follow the traditional picture because strategic alliances,
joint ventures and the like are much more prevalent; firms seek partners with supplementary
skills and resources. In other words, internationalization processes of firms will be much
more individual and situation-specific in internationalized markets.

Many industries are characterized by global sourcing activities and also by networks
across borders. The consequence is that innovative products can very quickly spread to
new markets all over the world - because the needs and wants of buyers are becoming
more homogeneous. Hence the internationalization process of subcontractors may be
quite diverse and different from the stages models. In other words, the new market condi-
tions pull the firms into many markets very quickly. Finally, financial markets have also
become international, which means that entrepreneurs can seek financial sources all over
the world.

In the case of born globals, it can be argued that the background of the decision-maker
(founder) has a big influence on the internationalization path followed (Freeman and
Cavusgil, 2007). Market knowledge, personal networking of the entrepreneur, and interna-
tional contacts and experience transmitted from former occupations, relations and education
are examples of such international skills obtained prior to the birth of the firm. Factors such
as education, experience of living abroad, experience of other internationally oriented jobs,
and so on mould the mind of the founder and decrease the psychic distances to specific
product markets significantly; the previous experience and knowledge of the founder extend
the network across national borders, opening up possibilities for new business ventures
(Madsen and Servais, 1997).

Often born globals govern their sales and marketing activities through a specialized net-
work in which they seek partners that complement their own competences; this is necessary
because of their limited resources.

In many ways the slow organic (Uppsala model) process and the accelerated born global
pathways are opposites, at the two extremes of a spectrum (see Figure 3.6). They also often
represent the choice of doing it alone (the organic pathway), while the born global pathway
is based on different types of cooperation and partnerships in order to facilitate rapid growth
and internationalization.

In spite of the different time-frames and prerequisites for the pathways, there are also
some common characteristics in all models. Internationalization is seen as a process where
knowledge and learning go hand in hand, even when it is rapid. Past knowledge contributes
to current knowledge of the company. Firms aiming for the born global pathway do not have
time to develop these skills in an organic way (inside the firm) - they need to possess them
beforehand or acquire them along the way, i.e. through collaborating with other firms that
already possess these supplementary competences.

Born globals must often choose a business area with homogeneous and minimal
adaptation of the marketing mix. The argument is that these small firms cannot take a
multi-domestic approach as can large firms, simply because they do not have sufficient
scale in operations worldwide. They are vulnerable because they are dependent on a single
product (niche market) that they have to commercialize in lead markets first, no matter
where such markets are situated geographically. The reason is that such markets are the
key to broad and rapid market access, which is important because these firms often incur
relatively high fixed R&D costs, which occur ‘up front’, i.e. before any sales are made. Since
this is the key factor influencing the choice of the initial market, the importance of psychic
distance as a market selection criterion is reduced. In order to survive, firms must quickly
catch the growth track to cover the initial expenses. Finally, competition for a typical born
global is very intense and its products may become obsolete rather quickly (e.g. in the case
of software). If a company is to take full advantage of the market potential during its ‘global
window of opportunity’, it may be forced to penetrate all major markets simultaneously
(Aijé et al., 2005).
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Figure 3.6 Two extreme pathways of internationalization: the organic versus born global

Source: adapted from Aijs et al. (2005, p. 6).

Summary

The main conclusions of this chapter are summarized in Table 3.1.

Born globals represent a relatively new research field in international marketing. They
share some fundamental similarities: they possess unique assets, focus on narrow global
market segments, are strongly customer-oriented, and the entrepreneur’s vision and com-
petences are of crucial importance. In the end, for these firms, being global does not seem
to be an option but a necessity. They are pushed into globalization by global customers
and national/regional market segments that are too small. They can sustain their immediate
global reach thanks to entrepreneurial vision and competences, and a deep awareness and
knowledge of their competitive advantage in foreign markets.
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Table 3.1 Summary of the three models explaining the internationalization process of the firm

Unit of analysis

Basic
assumptions
about firms’
behaviour

Explanatory
variables
affecting the
development
process

Normative
implications for
international
marketers

Uppsala
internationalization model

The firm

The model is based on
behavioural theories and an
incremental decision-making
process with little influence
from competitive market
factors. A gradual learning-
by-doing process from
simple export to foreign
direct investment (FDI)

The firm's knowledge/
market commitment

Psychic distance between
home country and the firm's
international markets

Additional market
commitments should be
made in small incremental
steps:

— Choose new geographic
markets with small
psychic distances from
existing markets

— Choose an ‘entry mode’
with few marginal risks

CASE STUDY 3.1

Zumba: a dance phenomenon is going global

It is the opening day at the fifth annual Zumba
(www.zumba.com) conference in 2012, a five-day
event in Orlando, Florida, where 8,000 Zumba
instructors from across the world have gathered
in shiny neon crop-tops and cargo pants. By 10am,
there are clear signs of the excitement buzzing
through the hall; people dressed in luminous green
and pink are jiggling up and down in anticipation.

4 hn_- -

'

Transaction cost analysis
model

The transaction or set of
transactions

In the real world there are
‘friction’/transactional
difficulties between buyer and
seller. This friction is mainly
caused by opportunistic
behaviour: the self-conscious
attention of the single
manager (i.e. seeking of self-
interest with guile)

Transactional difficulties and
transaction costs increase
when transactions are
characterized by asset
specificity, uncertainty,
frequency of transaction

Under the above-mentioned
conditions (i.e. prohibitively
high transaction costs), firms
should seek internalization of
activities (i.e. implement the
global marketing strategy in
wholly-owned subsidiaries).
Overall, the firm should select
the entry mode for which
transaction costs are
minimized

-

excitement.

Network model

Multiple inter-organizational
relationships between firms

Relationships between one group of
firms and other groups of firms

The ‘glue’ that keeps the network
(relationships) together is based on
technical, economic, legal and
especially personal ties. Managers’
personal influence on relationships is
strongest in the early phases of the
establishment of relationships. Later in
the process, routines and systems will
become more important

The individual firms are autonomous.
The individual firm is dependent on
resources controlled by other firms

Business networks will emerge in fields
where there is frequent coordination
between specific actors and where
conditions are changing rapidly

The relationships of a firm in a
domestic network can be used as
bridges to other networks in other
countries. Such direct or indirect
bridges to different country networks
can be important in the initial steps
abroad and in the subsequent entry of
new markets. Sometimes an SME can
be forced to enter foreign networks,
e.g. if a customer requires that the
subsupplier (an SME) follows it abroad.

Once the room is packed to capacity, the speaker
takes to the stage and the crowd breaks out in

Greeting them this morning is the company’'s
CEO and co-founder Alberto Perlman. Dressed for
business in a shirt and glasses, Perlman is often
referred to as the brains behind the business partner
and co-founder, Alberto ‘Beto’ Perez.
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Once the applause has settled,
Perlman — who worked in IT before
joining the company 11 years ago —
greets the crowd in the steamy con-
ference hall: ‘We are the United
Nations of Zumba!' he shouts, and
once again the audience roars. ‘Anyone
who's here for the first time stand up,’
he continues. ‘Now, those standing
on the right of those who are here for
the first time, stand up, turn to your
neighbour and give them a hug. That's
a Zumba welcome!’

Today, Zumba Fitness has become the
largest branded fitness programme in
the world, with about 12 million people
taking Zumba classes weekly at 110,000 locations
in at least 125 countries. In the US alone, there
are some 82,500 locations that offer classes from
Zumba-certified instructors (so-called ZINs - see
later).

How it all started . ..

Perez fell in love with dancing at the age of seven
while watching a video of the 1978 movie Grease,
starring John Travolta. At 16, he was teaching aero-
bics classes for $1 an hour. One day, he forgot his
prepared music. All he had in his backpack was a
cassette tape of merengue and salsa music that he
had recorded off the radio.

His morning class was full of mothers who had
dropped their kids off at school. ‘I can't say, “Hey
sorry, | forgot my music”,’ Perez said. ‘I say to the
people, “I have a new class | prepared for a long
time.” It was not true. | improvised for one hour.’

He soon moved to the Colombian capital of
Bogota, where he continued those classes and became
a choreographer for Sony Music and Shakira.

In 1999, Perez went to the US for the first time.
He pounded the pavement on South Beach, going
from gym to gym. Nobody was interested in this
new dance exercise class by a man who couldn't
speak English.

On his fourth trip to Miami he landed a job at
the swanky Williams Island Spa in a development
where several Colombians lived. Some had even
taken classes with him in Bogota.

Within a year, Perez was in demand, teaching
22 classes all over south Florida. At the same time,
Alberto Perlman and Alberto Aghion, both entre-
preneurs in their mid-20s and natives of Colombia,

Source: Startraks/Rex Features.

were looking for a new business venture after the
dot-com bubble had burst, bringing down their inter-
net company, Spydre Labs, an incubator for internet
start-ups related to Latin America.

Zumba Fitness was founded in Aventura, Florida,
in 2001 by the ‘three Albertos’ Perez and boyhood
friends Perlman and Aghion. The trio’s original plan
was simple: produce VHS workout tapes and DVDs
of Perez's popular south Florida classes to sell
around the country on infomercials.

To create a demonstration video to show to inves-
tors, the three stayed up all night laying down boards
to create a dance floor on the beach outside a Sunny
Isles hotel. About 200 of Perez's students paid $20
each for the class, raising an additional $4,000.

When the infomercial began running on TV, people
rang the call centre in Ohio to buy the videos and a
few also asked how to become Zumba instructors.
Those callers were forwarded to Zumba's office — at
Aghion’s home. After a few 2am wake-up calls, Aghion
realized this was another business opportunity.

The business model

Since 2001, when Perlman, Perez and Aghion first
started trying, initially quite unsuccessfully, to sell
DVDs of their euphoric, Latino-inspired dance work-
outs, their brand has gone global.

Today Zumba (which is a registered trademark) is
everywhere: 12 million weekly participants take to the
dancefloor (and church halls and community centres
and tin shacks) in more than 110,000 locations in
125 countries across the world — and after the US,
Britain is Zumba's biggest market. With Zumba now
the biggest branded fitness programme in the world,
the possibilities for its creators have proved limitless.



Part of the Zumba programme’s popularity can be
explained by its adoption by celebrities all over the
world. Jennifer Lopez and Kirstie Alley are known
to take Zumba classes as part of their workout
routines, while Jackie Chan has been caught on
video performing the exercises. Other celebrity fans
of Zumba include Emma Watson, Victoria Beckham
and Halle Berry.

Zumba Fitness also has greatly benefited from
internet advertising and social media. Many people
discovered Zumba via YouTube videos. Zumba Fitness
started a Facebook page about a year ago and now
has more than three million fans. Zumba is mentioned
every 11 seconds in social media platforms.

Alongside traditional Zumba classes, there is also
Zumbatomic for kids, Zumba Gold for the mature
student, Aqua Zumba, Zumba Toning, Zumba Gold
Toning, Zumba in the Circuit and now Zumba Sentao,
a new body-busting Zumba workout with chairs.
Zumba may look easy but it involves loud music,
gyrating with chairs and imaginary lassoes, and leaves
participants after an hour's class both whooping with
joy and on the verge of collapse. The physical results
are fierce, with participants burning as much as
2,000 calories an hour while throwing their bodies
around to very loud music.

Zumba Fitness makes its money on its instructors’
academy, instructors’ courses, monthly fees from
instructors in its network and its brand merchandise.
The company has built its own line of hip, colourful
clothing and footwear, workout DVDs, two video games,
original music and a lifestyle magazine, Z-Life.

With instructors across the world charging, on
average, between US$8 and US$16 (£5-£10) per
person for an hour's packed-out session, serious
cash is changing hands, and yet the classes only
make up a tiny fraction of this fast-expanding empire.
To date, more than 10 million copies of the four
different Zumba Fitness DVDs have been sold
worldwide. Zumba was the first branded fitness
programme to launch a video game on all three
major gaming platforms: Wii, Xbox and PS3. Their
best-selling video game has sold more than six million
copies and dominated the video-game charts for
nearly 40 weeks.

The clothing range is a key part of Zumba's
growing business model, which seems to be not
so much about diversification as about creating a
brand that is entirely self-sufficient. When in 2002
they launched their DVDs, and people started seeing
them and asking how they could become instructors,
they launched their training programme; when, five
years later, they had the idea of selling a few clothing
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items to publicize their brand, they put 500 T-shirts
and 500 cargo pants on sale online — they sold out
within a month, and they decided there was some-
thing in it. Rather than licensing their clothing range,
Zumba decided to keep that in-house as well. Their
market research is cheap: instead of focus groups,
members of their 25-strong clothing team go out
to Zumba events and see what the people are wear-
ing and how they customise their clothes, and then
repackage those ideas back to the consumers. It
works. The clothing range, which launched in 2007,
has fast become a phenomenon in itself. In 2011
Zumba had a revenue of $10 million in clothes sales.
The company sold three million units in 2012, com-
pared with 1.8 million units in 2011.

The real cash-cow - the ZINs

Zumba has access to a captive global audience
of 12 million people a week through its network
of instructors, the so-called ZINs (members of the
Zumba® Instructor Network), of whom there are
now 30,000 around the world. In 2005 the Zumba
Academy was launched to license instructors to
teach Zumba classes.

ZINs are affiliated instructors who pay around
$30 a month for membership and, in return, get their
literature and cards printed by one of the brand's
many sponsors, as well as new choreography and
CDs, and the chance to sell the clothes for a small
profit. In order to become a ZIN, the potential Zumba
instructors have to pay around $480 to do a day’'s
training, then pay for insurance and various other
costs including ongoing training. Signing up to become
a ZIN also provides access to a special social net-
working site, giving members instant links to fellow
fanatics around the world.

Zumba does not charge licensing fees to gyms or
fitness centres — this is all taken care of by the ZINs
who act as independent business entrepreneurs.

QUESTIONS

1. Which of the internationalization models presented
in this chapter best fits the internationalization of
Zumba?

2. Why has Zumba's global business model been so
successful?

Sources: based on www.zumba.com; Noel P. (2012), Zumba Instructor
Certification, www.ehow.com/about_6304817_zumba-instructor-
certification.html; Clark, C. (2012) ‘Zumba’s Latin rhythms on the
move in the fitness world’, The Seattle Times, February 20, 2012,
http://seattletimes.com/html|/businesstechnology/2017556695_
zumbabiz21.html.
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CASE STUDY 3.2

DreamWorks Classics: internationalization of Postman Pat

o
On 23 July 2012, movie studio DreamWorks
Animation (the company behind box office hits
such as Shrek and Madagascar) acquired Classic
Media for US$155 million. The company became a
division of DreamWorks Animation and was renamed
DreamWorks Classics, which now controls Classic
Media's portfolio of over 450 films and 6,100 episodes
of TV shows, including Lassie, The Lone Ranger,
Postman Pat, Noddy and Rocky and Bullwinkle.

In 2012 Classic Media had a net revenue of
$82.2 million and an operating profit of $19.2 million.

By acquiring Classic Media, DreamWorks Classics
obtained control of Postman Pat, one of the most
popular characters among children of preschool age.

Postman Pat

Set in the fictional Yorkshire village of Greendale,
Postman Pat and his faithful companion, Jess the
Cat, began delivering post on the UK's BBC1 chan-
nel 25 years ago in September 1981. Postman Pat
continues to air on the BBC, with episodes licensed
and the broadcast platform secured beyond 2010.
The target viewer group for the show is the pre-
school age (2-6 years).

Postman Pat TV shows have now been shown
in more than 100 countries around the world. With
sales in so many international markets, it is important

Source: JFTL Images/Alamy Images.

that the brand awareness created by the TV platform
is leveraged through the development of a strong
licensing and merchandising line. For example, in
the UK in 2004 Marks & Spencer acquired the
rights to use the characters in 70 of its top stores.
The programme included a range of nightwear, under-
wear, slippers, watches and puzzles for children
aged 3-6. Postman Pat and Jess the Cat proved
an irresistible gift buy for parents, grandparents,
guardians and others.

In May 2009, Classic Media secured a partnership
with one of the UK’s largest theme parks — Flamingo
Land in North Yorkshire — for Postman Pat and other
characters from the Special Delivery service to take
up residence. Over 12 million Postman Pat books
have been sold worldwide to date and there are plans
to release 20 titles in the UK in 2013. This growing
collection includes Postman Pat storybooks, integrated
learning books, colouring books and multi-character
magazines.

The long-anticipated 3D movie Postman Pat: The
Movie — You Know You're The One was released at
the end of May 2013. The film finds Pat, everyone's
favourite postman, coming face to face with the
temptations of money, status and a shiny new suit when
he enters a national TV talent show that threatens to
tear him away from his hometown of Greendale and
the friends he loves.

QUESTIONS

1. List the criteria that you should use for choosing
new international markets.

2. If you were to advise DreamWorks Classics
would you recommend them to use the ‘organic’
or ‘born global’ pathway for the internationaliza-
tion of Postman Pat?

3. What values/benefits can DreamWorks Classics
transfer to the license partners for consumer
products apart from using the Postman Pat
characters?

Source: based on different public sources.
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Reebok (www.reebok.com and www.adidas-group.
com) specializes in the design, marketing and dis-
tribution of sports and fitness products, including
footwear, apparel and accessories, as well as footwear
and apparel for non-athletic use. In August 2005
Adidas bought Reebok for US$3.8 billion, giving the
company about 20 per cent of the US market and
the potential to challenge market leader Nike.

Questions

1. Which of the internationalization theories best
explains the Adidas acquisition of Reebok?

2. What could be the motives behind Adidas’'s
acquisition of Reebok?

3. Which of the three internationalization theories is
best for explaining whether Reebok follows the
establishment of its retailers, e.g. Foot Locker, in
international markets?

4. |s Reebok able to adopt its US marketing
approach (connecting to the youth segment
through famous rappers, like 50 Cent) in other
international markets?

For further exercises and cases, see this book’s website at www.pearsoned.co.uk/hollensen.

Questions for discussion

1. Explain why internationalization is an ongoing process in constant need of evaluation.

2. Explain the main differences between the three theories of internationalization: the
Uppsala model, the transaction cost theory and the network model.

3. What is meant by the concept of ‘psychological” or ‘psychic’ distance?
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Introduction

The topic of this chapter is how the firm creates and develops competitive advantages in the
international market. Development of a firm’s international competitiveness takes place inter-
actively with the environment. The firm must be able to adjust to customers, competitors and
public authorities. To be able to participate in the international competitive arena, the firm
must have established a competitive basis consisting of resources, competences and relations
to others in the international arena.

To enable an understanding of the development of a firm’s international competitiveness
in a broader perspective, a model in three stages (see Figure 4.1) will be presented:

1. analysis of national competitiveness (the Porter diamond) — macro level;
2. competition analysis in an industry (Porter’s five forces) — meso level;
3. value chain analysis — micro level:

(a) competitive triangle;

(b) benchmarking.

The analysis starts at the macro level and then moves into the firm’s competitive arena
through Porter’s five-forces framework. Based on the firm’s value chain, the analysis is con-
cluded with a discussion of which activities/functions in the value chain are the firm’s core
competences (and must be developed internally in the firm) and which competences must
be placed with others through alliances and market relations.

The graphical system used in Figure 4.1 (which will be referred to throughout this chapter)
places the models after each other in a hierarchical windows logic, where you get from stage
1 to stage 2 by clicking on the icon box: ‘Firm strategy, structure and rivalry’. Here Porter’s
five-forces model appears. From stage 2 to 3 we click the middle box labelled ‘Market com-
petitors/Intensity of rivalry’ and the model for a value chain analysis/competitive triangle
appears.

Individual competitiveness

In this chapter the analysis ends at the firm level, but it is possible to go a step further by
analysing individual competitiveness (Veliyath and Zahra, 2000). The factors influencing
the capacity of an individual to become competitive would include intrinsic abilities, skills,
motivation levels and the amount of effort involved.

Analysis of national competitiveness (the Porter diamond)

Analysis of national competitiveness represents the highest level in the entire model
(Figure 4.1). Michael E. Porter called his work The Competitive Advantage of Nations (1990),
but as a starting point it is important to say that it is firms that are competing in the inter-
national arena, not nations. Yet the characteristics of the home nation play a central role
in a firm’s international success. The home base shapes a company’s capacity to innovate
rapidly in technology and methods, and to do so in the proper directions. It is the place from
which competitive advantage ultimately emanates and from which it must be sustained.
Competitive advantage ultimately results from an effective combination of national circum-
stances and company strategy. Conditions in a nation may create an environment in which
firms can attain international competitive advantage, but it is up to a company to seize the
opportunity. The national diamond becomes central to choosing the industries to compete
with, as well as the appropriate strategy. The home base is an important determinant of a
firm’s strengths and weaknesses relative to foreign rivals.
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Porter’s diamond
The characteristics of
the ‘home base’ play a
central role in explaining
the international
competitiveness of the
firm — the explaining
elements consist of factor
conditions, demand
conditions, related and
supporting industries,
firm strategy — structure
and rivalry, government
and chance.
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Understanding the home base of foreign competitors is essential when analysing them.
Their home nation yields them advantages and disadvantages. It also shapes their likely
future strategies.

Porter (1990) describes a concentration of firms within a certain industry as industrial
clusters. Within such industrial clusters, firms have a network of relations to other firms in
the industry: customers (including firms that work on semi-manufactured goods), suppliers
and competitors. These industrial clusters may spread worldwide, but they will usually have
their starting point and location in a certain country or region of a country.

A firm gains important competitive advantages from the presence in its home nation
of world-class buyers, suppliers and related industries. They provide an insight into future
market needs and technological developments. They contribute to a climate for change and
improvement, and become partners and allies in the innovation process. Having a strong
cluster at home unblocks the flow of information and allows deeper and more open con-
tact than is possible when dealing with foreign firms. Being part of a cluster localized in a
small geographic area can be even more valuable, so the central question we can ask is: what
accounts for the national location of a particular global industry? The answer begins, as does
all classical trade theory, with the match between the factor endowments of the country and
the needs of the industry.

Let us now take a closer look at the different elements in Porter’s diamond. Throughout
the analysis the Indian I'T/software industry (especially illustrated by the Bangalore area) will
be used as an example (Nair et al., 2007).

Factor conditions

We can make a distinction between ‘basic’ and ‘advanced’ factors. Basic factors include natural
resources (climate, minerals, oil) where the mobility of the factors is low. These factors can
also lay the ground for international competitiveness, but they can never become real value
creation without the advanced factors, such as sophisticated human resources (skills) and
research capabilities. Such advanced factors also tend to be specific to the industry.

In the Indian software industry, Bangalore has several engineering- and science-oriented
educational institutions. Also the Indian Institute of Science (a research-oriented graduate
school) can be identified as essential in the development of the software industry in the region.
The presence of the public-sector engineering firms and the private engineering colleges has
attracted young people from the country to Bangalore and it has created a diverse, multi-
lingual, tolerant and cosmopolitan culture. One of the most critical success factors of the
industry was the availability of advanced- and higher-educated people, but with generalized
skills. These generalists (rather than specialists in software or programming) could be trained
into problem-solvers in specific areas based on industry needs.

Demand conditions

These factors are represented in the right-hand box of Porter’s diamond (Figure 4.1). The
characteristics of this element that drive industry success include the presence of early home
demand, market size, its rate of growth and sophistication.

There is an interaction between scale economies, transportation costs and the size of the
home market. Given sufficiently strong economies of scale, each producer wants to serve a
geographically extensive market from a single location. To minimize transportation costs,
the producer chooses a location with large local demand. When scale economies limit the
number of production locations, the size of a market will be an important determinant of
its attractiveness. Large home markets will also ensure that firms located at that site develop
a cost advantage based on scale and often on experience as well.

An interesting pattern is that an early large home market that has become saturated forces
efficient firms to look abroad for new business. For example, the Japanese motorcycle industry
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with its large home market used its scale advantages in the global marketplace after an early
start in Japan. The composition of demand also plays an important role.

A product’s fundamental or core design nearly always reflects home market needs. In elec-
trical transmission equipment, for example, Sweden dominates the world in the high-voltage
distribution market. In Sweden there is a relatively large demand for transporting high voltage
over long distances, as a consequence of the location of population and industry clusters. In
this case, the needs of the home market shaped the industry that was later able to respond to
global markets (with ABB as one of the leading producers in the world market).

The sophistication of the buyer is also important. The US government was the first buyer
of computer chips and remained the only customer for many years. The price inelasticity of
government encouraged firms to develop technically advanced products without worrying too
much about costs. Under these conditions the technological frontier was clearly pushed much
turther and much faster than it would have been had the buyer been either less sophisticated
or more price sensitive.

The Indian software industry was kicked off as a result of the Y2K problem (a problem
caused due to a coding convention in older systems that assigned only two digits for the year
count, thereby creating a potential disruption as the calendar year turned 2000) because US
firms contracted with Indian software firms that had employees who were skilled in older pro-
gramming languages such as Cobol and Fortran. As their experience with US firms increased
and the Y2K problems were solved, Indian-based software firms began diversifying and offer-
ing more value-added products and services. Serving demanding US customers forced the
Indian software firms to develop high-quality products and services. Later on this experience
helped to address the needs of IT customers in Germany, Japan and other markets.

Related and supporting industries

The success of an industry is associated with the presence of suppliers and related industries
within a region. In many cases competitive advantages come from being able to use labour
that is attracted to an area to serve the core industry, but which is available and skilled enough
to support this industry. Coordination of technology is also eased by geographic proximity.
Porter argues that Italian world leadership in gold and silver jewellery has been sustained in
part by the local presence of manufacturers of jewellery-making machinery. Here the advan-
tage of clustering is not so much transportation cost reductions, but technical and marketing
cooperation. In the semiconductor industry, the strength of the electronics industry in Japan
(which buys the semiconductors) is a strong incentive to the location of semiconductors
in the same area. It should be noted that clustering is not independent of scale economies.
If there were no scale economies in the production of intermediate inputs, then the small-
scale centres of production could rival the large-scale centres. It is the fact that there are scale
economies in both semiconductors and electronics, coupled with the technological and
marketing connections between the two, that gives rise to clustering advantages.

In the beginning, Bangalore’s lack of reliable supporting industries, like teleccommunications
and power supplies, was a problem, but many software firms installed their own generators and
satellite communication equipment. Recently, firms that provide venture capital, recruitment
assistance, network, hardware maintenance and marketing/accounting support have emerged
in the Bangalore area to support the software firms. Also the presence of consulting firms like
KPMG, PricewaterhouseCoopers and Ernst & Young helps incoming multinational companies
to enter the Indian market, by solving problems linked to currency, location and the like.
Consequently, a whole system of support has now evolved around the software industry.

Firm strategy, structure and rivalry

This fairly broad element includes the way in which companies are organized and managed,
their objectives and the nature of domestic rivalry.
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One of the most compelling results of Porter’s study of successful industries in 10 different
nations is the powerful and positive effect that domestic competition has on the ability to
compete in the global marketplace. In Germany, the fierce domestic rivalry among BASF,
Hoechst and Bayer in the pharmaceutical industry is well known. Furthermore, the process
of competition weeds out inferior technologies, products and management practices, and
leaves as survivors only the most efficient firms. When domestic competition is vigorous,
firms are forced to become more efficient, adopt new cost-saving technologies, reduce
product development time, and learn to motivate and control workers more effectively.
Domestic rivalry is especially important in stimulating technological developments among
global firms.

The small country of Denmark has three producers of hearing-aids (William Demant,
Widex and GN Resound/Danavox), which are all among the top 10 of the world’s largest
producers of hearing aids. In 1996 Oticon (the earlier William Demant) and Widex fought
a violent technological battle to be the first in the world to launch a 100 per cent digitalized
hearing aid. Widex (the smaller of the two producers) won, but forced Oticon at the same
time to keep a leading edge in technological development.

In relation to the Indian software industry, most firms in the Bangalore area experience
fierce competition. The competition about future customers is not just with local firms, but
also with firms outside Bangalore and multinational companies such as IBM and Accenture.
Competition has resulted in a pressure on firms to deliver quality products and services, but
also to be cost-effective. It has also encouraged firms to seek international certifications, with
a rating in software development. Today the Bangalore area has the world’s highest concen-
tration of companies with the so-called CMM-SEI (Carnegie Mellon University’s Software
Engineering Institute) Level 5 certification (the highest quality rating).

Government

According to Porter’s diamond model, governments can influence and be influenced by each
of the four main factors. Governments can play a powerful role in encouraging the develop-
ment of industries within their own borders that will assume global positions. Governments
finance and construct infrastructure, providing roads, airports, education and health care,
and can support use of alternative energy (e.g. wind turbines) or other environmental systems
that affect factors of production.

In relation to the Indian software industry, the federal government in Delhi had already
targeted software as a growth area in the 1970s, because of its high skill requirements and
labour intensity. Through the 1970s and 1980s the industry was mainly dominated by public-
sector companies like CMC. In 1984 the government started liberalizing industrial and
investment policies, which gave access to IT companies from abroad (e.g. Texas Instruments).
One of the new initiatives was also setting up ‘technology parks’, e.g. the Software Technology
Park (STP) in Bangalore. The liberation policy continued throughout the 1980s and 1990s.
In 1988, the National Association of Software and Service Companies (NASSCOM) was
formed. NASSCOM is an association of I'T firms, which acts as a catalyst for industry growth
by supporting IT research and education in India. In 1999 the Ministry of Information
Technology was set up to coordinate the IT initiatives at government, academic and business
levels. Thus Bangalore’s success in becoming a software hub was contributed to by the state
government’s active role in the early and later stages of the industry’s evolution.

Chance

According to Porter’s diamond, national/regional competitiveness may also be triggered by
random events.

When we look at the history of most industries we also see the role played by chance.
Perhaps the most important instance of chance involves the question of who comes up
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Double diamond

The international
competitiveness of an
industry in a country is not
only dependent on its
home country diamond
conditions but also on
those of trading partners.

with a major new idea first. For reasons having little to do with economics, entrepreneurs
will typically start their new operations in their home countries. Once the industry begins
in a given country, scale and clustering effects can cement the industry’s position in that
country.

In relation to the development of competitiveness of the Indian software industry
(especially in Bangalore) two essential events can be identified:

1. the Y2K problems (described earlier), which created an increased demand for services of
Indian software firms;

2. the collapse of the dotcom boom in 2001 in the US and Europe, resulting in a search for
ways to cut costs by outsourcing software functions to India.

From the firm’s point of view, the last two variables, chance and government, can be regarded
as exogenous variables that the firm must adjust to. Alternatively, the government may be
considered susceptible through lobbying, interest organizations and mass media.

In summary, we have identified six factors that influence the location of global industries:
factors of production, home demand, the location of supporting industries, the internal
structure of the domestic industry, chance and government. We have also suggested that these
factors are interconnected. As industries evolve, their dependence on particular locations
may also change. For example, the shift in users of semiconductors from the military to the
electronics industry has had a profound effect on the shape of the national diamond in that
industry. To the extent that governments and firms recognize the source of any locational
advantages they have, they will be better able to both exploit those differences and anticipate
their shifts.

In relation to the software industry in India (Bangalore), which was used throughout the
diamond model, the following conclusions may be arrived at (Nair et al., 2007):

o The software industry in Bangalore started off by serving not only its domestic customers
but also the demanding North American customers. Also the rivals for software firms
tend not to be so much local but global.

e The support needed for software services is much less sophisticated than for manufacturing.
For the manufacturing sector it is also important to have access to a well-functioning
physical infrastructure (transport, logistics, etc.), which is not necessary for the software
industry where most of the logistics can be done over the internet. That is one of the
reasons why Bangalore’s software industry created international competitiveness but the
manufacturing sector did not.

e The software industry is very much dependent on advanced and well-educated human
resources as the key factor input.

While the Bangalore-based firms started off at the low end of the value chain (performing
coding work for the Y2K problem) they have continuously moved in the direction of
delivering more value-added services in emerging areas.

The ‘double diamond’ and ‘multiple diamond’ framework

A key limitation of Porter’s (1990) diamond model is its main focus on solely home
country conditions (Rugman et al., 2012). The double diamond framework addresses this
concern. Rugman and D’Cruz (1993) suggested that the international competitiveness
of Canadian firms depended not only on their home country diamond conditions but
also on those of their trading partner, the US. Consequently, the sources of a firm’s inter-
national competitive advantage are not only limited to the home country advantages,
according to Porter’s single diamond model, but they can also be achieved by sensing and
developing competitive advantages in relationship with multiple ‘diamonds’ in several host
countries.
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Competition analysis in an industry

Porter’s five-forces
model

The state of competition
and profit potential in an
industry depends on five

basic competitive forces:

new entrants, suppliers,
buyers, substitutes, and
market competitors.

The next step in understanding the firm’s competitiveness is to look at the competitive arena
in an industry, which is the top box in the diamond model (see Figure 4.1).

One of the most useful frameworks for analysing the competitive structure was developed
by Porter. Porter (1980) suggested that competition in an industry is rooted in its underlying
economic structure and goes beyond the behaviour of current competitors. The state of com-
petition depends upon five basic competitive forces, as shown in Figure 4.1. Together these
factors determine the ultimate profit potential in an industry, where profit is measured in
terms of long-run return on invested capital. The profit potential will differ from industry
to industry.

To make things clearer we need to define a number of key terms. An industry is a group
of firms that offer a product or class of products that are close substitutes for each other.
Examples are the car industry and the pharmaceutical industry (Kotler, 1997, p. 230). A
market is a set of actual and potential buyers of a product and sellers. A distinction will be
made between industry and market level, as we assume that the industry may contain several
different markets. This is why the outer box in Figure 4.1 is designated ‘industry level’ and
the inner box ‘market level’.

Thus the industry level (Porter’s five-forces model) consists of all types of actors (new
entrants, suppliers, substitutes, buyers and market competitors) that have a potential or
current interest in the industry.

The market level consists of actors with a current interest in the market, i.e., buyers and
sellers (market competitors). In Section 4.4 (value chain analysis) this market level will be
turther elaborated on, as the buyers’ perceived value of different competitor offerings will
be discussed.

Although division into the above-mentioned two levels is appropriate for this approach,
Levitt (1960) pointed out the danger of ‘marketing myopia’, where the seller defines the com-
petition field (i.e. the market) too narrowly. For example, European luxury car manufacturers
showed this myopia with their focus on each other rather than on the Japanese mass manu-
facturers, who were new entrants into the luxury car market.

The goal of competition analysis is to find a position in industry where the company can best
defend itself against the five forces, or can influence them in its favour. Knowledge of these
underlying pressures highlights the critical strengths and weaknesses of the company, shows
its position in the industry, and clarifies areas where strategy changes yield the greatest payoff.
Structure analysis is fundamental for formulating competitive strategy.

Each of the five forces in the Porter model in turn comprises a number of elements that
combine to determine the strength of each force, and its effect on the degree of competition.
Each force is now discussed.

Market competitors

The intensity of rivalry between existing competitors in the market depends on a number of
factors:

o The concentration of the industry. Numerous competitors of equal size will lead to more
intense rivalry. There will be less rivalry when a clear leader (at least 50 per cent larger
than the second) exists with a large cost advantage.

® Rate of market growth. Slow growth will tend towards greater rivalry.

Structure of costs. High fixed costs encourage price cutting to fill capacity.

® Degree of differentiation. Commodity products encourage rivalry, while highly differentiated
products, which are hard to copy, are associated with less intense rivalry.

e Switching costs. When switching costs are high because the product is specialized, the
customer has invested a lot of resources in learning how to use the product or has made
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tailor-made investments that are worthless with other products and suppliers (high asset
specificity), rivalry is reduced.

® Exit barriers. When barriers to leaving a market are high due to such factors as lack
of opportunities elsewhere, high vertical integration, emotional barriers or the high cost
of closing down plant, rivalry will be more intense than when exit barriers are low.

Firms need to be careful not to spoil a situation of competitive stability. They need to
balance their own position against the well-being of the industry as a whole. For example,
an intense price or promotional war may gain a few percentage points in market share,
yet lead to an overall fall in long-run industry profitability as competitors respond to
these moves. It is sometimes better to protect industry structure than to follow short-term
self-interest.

Suppliers

The cost of raw materials and components can have a major bearing on a firm’s profitability.
The higher the bargaining power of suppliers, the higher the costs. The bargaining power of
suppliers will be higher in the following circumstances:

e Supply is dominated by few companies and they are more concentrated than the industry
they sell to.

Their products are unique or differentiated, or they have built up switching costs.

They are not obliged to contend with other products for sale to the industry.

They pose a credible threat of integrating forwards into the industry’s business.

Buyers do not threaten to integrate backwards into supply.

The market is not an important customer to the supplier group.

A firm can reduce the bargaining power of suppliers by seeking new sources of supply,
threatening to integrate backwards into supply, and designing standardized components so
that many suppliers are capable of producing them.

Buyers

The bargaining power of buyers is higher in the following circumstances:

Buyers are concentrated and/or purchase in large volumes.

Buyers pose a credible threat of integrating backwards to manufacture the industry’s product.
Products they purchase are standard or undifferentiated.

There are many suppliers (sellers) of the product.

Buyers earn low profits, which create a great incentive to lower purchasing costs.

The industry’s product is unimportant to the quality of the buyer’s products, but price is
very important.

Firms in the industry can attempt to lower buyer power by increasing the number of
buyers they sell to, threatening to integrate forward into the buyer’s industry, and producing
highly valued, differentiated products. In supermarket retailing, the brand leader normally
achieves the highest profitability, partly because being number one means that supermarkets
need to stock the brand, thereby reducing buyer power in price negotiations.

Customers who purchase the product but are not the end user (such as original equipment
manufacturers [OEMs] or distributors) can be analysed in the same way as other buyers.
Non-end-customers can gain significant bargaining power when they can influence the
purchasing decision of customers downstream (Porter, 2008). Over the years, ingredient
supplier DuPont has created enormous clout by advertising its Teflon brand not only to the
manufacturers of cooking equipment, but also to downstream end-customers (households).
(See also ‘ingredient branding’ in Section 14.8.)



Strategic group

A group of firms (or
strategic business units,
or brands) operating
within an industry where
the firms (or strategic
business units, or brands)
within the group compete
for the same group of
customers (segment),
using similar market-
related strategies.
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Substitutes

The presence of substitute products can reduce industry attractiveness and profitability
because they put a constraint on price levels.

If the industry is successful and earning high profits, it is more likely that competitors will
enter the market via substitute products in order to obtain a share of the potential profits
available. The threat of substitute products depends on the following factors:

o the buyer’s willingness to substitute;
o the relative price and performance of substitutes;
o the costs of switching to substitutes.

The threat of substitute products can be lowered by building up switching costs. These costs
may be psychological. Examples are the creation of strong, distinctive brand personalities,
and maintaining a price differential commensurate with perceived customer values.

New entrants

New entrants can serve to increase the degree of competition in an industry. In turn, the
threat of new entrants is largely a function of the extent to which barriers to entry exist in
the market. Some key factors affecting these entry barriers include the following:

economies of scale;

product differentiation and brand identity, which give existing firms customer loyalty;
capital requirements in production;

switching costs - the cost of switching from one supplier to another;

access to distribution channels.

Because high barriers to entry can make even a potentially lucrative market unattractive
(or even impossible) to enter for new competitors, the marketing planner should not take a
passive approach but should actively pursue ways of raising barriers to new competitors.

High promotional and R&D expenditures and clearly communicated retaliatory actions
to entry are some methods of raising barriers. Some managerial actions can unwittingly lower
barriers. For example, new product designs that dramatically lower manufacturing costs can
make entry by newcomers easier.

Strategic groups

A strategic group can be defined as a group of companies (or strategic business units, or
brands) operating within an industry where the firms (or strategic business units, or brands)
within the group compete for the same group of customers (segment), using similar market-
related strategies. An industry could have only one strategic group if all the firms followed
essentially the same strategy. At the other extreme, each firm could be a different strategic
group.

Companies in different strategic groups compete for a different group of customers using
strategies that are different from those of other strategic groups. So different strategic groups
do not compete with each other, as they are pursuing different groups of customers.

Strategic group analysis is then a technique used to provide management with information
about the firm’s position in the market and a tool to identify their direct competitors. The
five-forces industry analysis will form the first step in this process (Porter, 1980). After having
identified the forces, the major competitors in the industry based on competitive variables will
also be outlined. Competitors will then be divided into strategic groups based on similarities
in strategies and competitive positions. For this purpose, Porter’s three generic strategies
(low cost, differentiation and focus) can be used (Porter, 1985).
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Five-sources model
Corresponding to Porter’s
five competitive forces,
there are also five potential
sources for building
collaborative advantages
together with the firm's
surrounding actors.

For example, in the car industry, consumers who buy low-priced brands, such as Suzuki,
Kia or Hyundai, buy them because they are inexpensive (low-cost strategy), while those who
buy a Toyota Camry or Honda Accord, say (differentiation strategy), are willing to pay a
higher price for a car that is bigger, has more features/options, is more reliable, and so on.
Finally, people who buy a Rolls-Royce or Jaguar (focus strategy) are willing to pay a fortune
for something that is unique and prestigious.

Often a two-dimensional grid is made to position firms along an industry’s two most
important dimensions in order to distinguish direct rivals (those with similar strategies or
business models) from indirect rivals. Firms may try to shift to a more favourably situated
group, and how hard such a move proves to be will depend on whether entry barriers for the
target strategic group are high or low.

The collaborative five-sources model

Porter’s original model is based on the hypothesis that the competitive advantage of the firm
is best developed in a very competitive market with intense rivalry relations.

The five-forces framework thus provides an analysis for considering how to squeeze the
maximum competitive gain out of the context in which the business is located - or how
to minimize the prospect of being squeezed by it — on the five competitive dimensions that
it confronts.

Over the past decade, however, an alternative school (e.g. Reve, 1990; Kanter, 1994;
Burton, 1995) has emerged which emphasizes the positive role of cooperative (rather than
competitive) arrangements between industry participants, and the consequent importance of
what Kanter (1994) has termed ‘collaborative advantage’ as a foundation of superior business
performance.

An all-or-nothing choice between a single-minded striving for either competitive or
collaborative advantage would, however, be a false one. The real strategic choice problem that
all businesses face is where (and how much) to collaborate, and where (and how intensely)
to act competitively.

Put another way, the basic questions that firms must deal with in respect of these matters
are as follows:

e choosing the combination of competitive and collaborative strategies that are appropriate
in the various dimensions of the industry environment of the firm;

e blending the two elements together so that they interact in a mutually consistent and
reinforcing (and not counterproductive) manner;

e in this way, optimizing the firm’s overall position, drawing upon the foundation and util-
ization of both collaborative and competitive advantage.

This points to the imperative in the contemporary context of complementing the com-
petitive strategy model with a sister framework that focuses on the assessment of collaborative
advantage and strategy. Such a complementary analysis, which is called the five-sources
framework (Burton, 1995), is outlined below.

Corresponding to the array of five competitive forces that surround a company - as
elaborated in Porter’s treatment — there are also five potential sources for the building of
collaborative advantage in the industrial environments of the firm (the five-sources model).
These sources are listed in Table 4.1.

In order to forge an effective and coherent business strategy, a firm must evaluate and for-
mulate its collaborative and competitive policies side by side. It should do this for two purposes:

1. to achieve the appropriate balance between collaboration and competition in each
dimension of its industry environment (e.g. relations with suppliers, policies towards
customers/channels);

2. to integrate them in a way that avoids potential clashes and possibly destructive incon-
sistencies between them.
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Table 4.1 The five-sources model and the corresponding five forces in the Porter model

Porter’s five-forces model The five-sources model

Market competitors Horizontal collaborations with other enterprises operating at the
same stage of the production process/producing the same group
of closely related products (e.g. contemporary global partnering
arrangements among car manufacturers)

Suppliers Vertical collaborations with suppliers of components or services to
the firm — sometimes termed vertical quasi-integration arrangements
(e.g. the keiretsu formations between suppliers and assemblers
that typify the car, electronics and other industries in Japan)

Buyers Selective partnering arrangements with specific channels or
customers (e.g. lead users) that involve collaboration extending
beyond standard, purely transactional relationships

Substitutes Related diversification alliances with producers of both
complements and substitutes. Producers of substitutes are not
‘natural allies’, but such alliances are not inconceivable (e.g.
collaborations between fixed-wire and mobile telephone firms in
order to grow their joint network size)

New entrants Diversification alliances with firms based in previously unrelated
sectors, but between which a ‘blurring’ of industry borders is
potentially occurring, or a process (commonly due to new
technological possibilities) that opens up the prospect of cross-
industry fertilization of technologies/business that did not exist
before (e.g. the collaborations in the emerging multimedia field)

Source: Burton, 1995. Reproduced with permission from The Braybrooke Press Ltd.

This is the terrain of composite strategy, which concerns the bringing together of com-
petitive and collaborative endeavours.

Value chain analysis

Until now we have discussed the firm’s international competitiveness from a strategic point
of view. To get closer to the firm’s core competences we will now look at the market-level box
in Porter’s five-forces model, which treats buyers and sellers (market competitors). Here we
will look more closely at what creates a competitive advantage among market competitors
towards customers at the same competitive level.

Customer perceived value

Success in the marketplace is dependent not only upon identifying and responding to customer
needs, but also upon our ability to ensure that our response is judged by customers to be
superior to that of competitors (i.e. high perceived value). Several writers (e.g. Porter, 1980;
Day and Wensley, 1988) have argued that causes of difference in performance within a market
can be analysed at various levels. The immediate causes of differences in the performance of
different firms, these writers argue, can be reduced to two basic factors (D’Aveni, 2007): the
perceived value compared with the customer’s perceived sacrifice (costs).

Perceived value is the relation between the benefits customers realize from using the
product/service (the numerator in Figure 4.2) and the costs, direct and indirect, that they
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e N e
Product benefits for customer: Service benefits for customer:
* Meeting customer requirements * Product service and support
¢ Flexibility to meet changing e Customer support
customer needs e BDA-service (Before, During and After the actual
e Fitness for use buying of the product solution)
e Improved efficiency in operation e Short lead time
e Better profitability
e Branding (trust in the brand, it provides ‘safe’ use,
the product signals quality)
e Technically superior product
e Sustainable product solution (‘Green’ profile/CSR)
e Elimination of waste
N \ J N /
CPV* = ‘Get’” _ Product benefits + Service benefits
‘Give’ Direct costs + Indirect costs
/N
Direct (monetary) costs for customer: Indirect costs for customer (customer participation
e Price of product (paid to the supplier) in achieving the benefits):
e Lifetime costs (including financing) e Conversation/negotiation with the supplier
* e Quality assurance (transaction costs)
p;isetig;er e Spare part costs ¢ |Internal costs (administration, etc. in order to get
value the product to work)
e Long lead time from suppliers resulting in necessary
increased inventory of materials and final products
e Service costs
¢ |Installation costs
N J N

m lllustration of customer value (perceived value)

Sources: adapted from Anderson et al. (2007, 2008); McGrath and Keil (2007); Smith and Nagle (2005).

incur in finding, acquiring and using it (the denominator in Figure 4.2). The higher this relation

is, the better the perceived value for the customer and the better the competitiveness.

Please do not think about Figure 4.2 as a mathematical formula for calculating an exact
measure of ‘customer perceived value’ (CPV). Instead think about what the customer ‘gets’
compared with the what the customer ‘gives’ in order to be able to use or consume the

product/service.

After the product/service has been purchased and is being used or consumed, the level
of the customer’s satisfaction can be evaluated. If the actual customer satisfaction with
both purchase and quality exceeds the initial expectations, then the customer will tend to
buy the product/service again and the customer may become loyal towards the company’s

product/service (brand loyalty).

The components driving customer benefits include product values, service values, tech-
nical values and commitment value. The components driving cost fall into two categories:
those that relate to the price paid, and those representing the internal costs incurred by the
customer. These components can be unbundled into salient attributes. Commitment to value,
for example, includes investment in personnel and customer relations. Internal cost might

reflect set-up time and expense, maintenance, training and individual physical energy.

If the benefits exceed the costs, then a customer will at least consider purchasing your
product. For example, the value to an industrial customer may be represented by the rate
of return earned on the purchase of a new piece of equipment. If the cost reductions or
revenue enhancements generated by the equipment justify the purchase price and operat-
ing costs of the equipment through an acceptable return on investment, then value has been

created.




Competitive triangle
Consists of a customer,

the firm and a competitor

(the ‘triangle’). The firm
or competitor ‘winning’
the customer’s favour
depends on perceived
value offered to the
customer compared
with the relative costs
between the firm and
the competitor.

Perceived value
The customer’s overall
evaluation of the
product/service offered
by a firm.
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When we talk about customer value, we should be aware that the customer value is not only
being created by the company itself. Sometimes customer value is created in a co-creation
process with customers or suppliers (Grénroos, 2009), or even with complementors and/or
competitors. This extended version of ‘customer value creation’ leads us to the concept of the
value net, which is introduced in Section 4.7.

The competitive triangle

Success in the marketplace is dependent not only upon identifying and responding to customer
needs, but also upon our ability to ensure that our response is judged by customers to be
superior to that of competitors (i.e. high perceived value). Several writers (e.g. Porter, 1980;
Day and Wensley, 1988) have argued that causes of difference in performance within a market
can be analysed at various levels. The immediate causes of differences in the performance of
different firms, these writers argue, can be reduced to two basic factors (D’Aveni, 2007):

1. The perceived value of the product/services offered, compared with the perceived sacrifice.
The perceived sacrifice includes all the ‘costs’ the buyer faces when making a purchase,
primarily the purchase price, but also acquisition costs, transportation, installation,
handling, repairs and maintenance (Ravald and Grénroos, 1996). In the models presented
the (purchase) price will be used as a representative of the perceived sacrifice. D’Aveni
(2007) presents a strategic tool for evaluating how much a customer is willing to pay for
a perceived benefit of a product/service.

2. The firm-related costs incurred in creating this perceived value.

These two basic factors will be further discussed later in this section.

The more value customers perceive in a market offering relative to competing offerings,
and the lower the costs in producing the value relative to competing producers, the higher the
performance of the business. Hence firms producing offerings with a higher perceived value
and/or lower relative costs than competing firms are said to have a competitive advantage in
that market.

This can be illustrated by the competitive triangle (see Figure 4.1, earlier). There is no
one-dimensional measure of competitive advantage, and perceived value (compared with
the price) and relative costs have to be assessed simultaneously. Given this two-dimensional
nature of competitive advantage, it will not always be clear which of the two businesses will
have a competitive advantage over the other.

Looking at Figure 4.3, firm A will clearly have an advantage over firm B in case I, and
clearly have a disadvantage in case IV, while cases II and III do not immediately allow such

Perceived value (compared to the purchase price)
Higher for A Higher for B
Lower for A I
Relative
costs
Lower for B I} 1\

m Perceived value, relative costs and competitive advantage
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a conclusion. Firm B may have an advantage in case II, if customers in the market are highly
quality-conscious and have differentiated needs and low price elasticity, while firm A may
have a similar advantage in case II when customers have homogeneous needs and high price
elasticity. The opposite will take place in case III.

Even if firm A has a clear competitive advantage over firm B, this may not necessarily result
in a higher return on investment for A, if A has a growth policy and B has a hold policy. Thus
performance would have to be measured by a combination of return on investment and
capacity expansion, which can be regarded as postponed return on investment.

While the relationship between perceived value and relative costs is rather intricate, we can
retain the basic statement that these two variables are the cornerstone of competitive advant-
age. Let us take a closer look at these two fundamental sources of competitive advantage.

Perceived value advantage

We have already observed that customers do not buy products, they buy benefits. Put another
way, the product is purchased not for itself but for the promise of what it will ‘deliver’. These
benefits may be intangible, i.e. they may relate not to specific product features but rather
to such things as image or reputation. Alternatively, the delivered offering may be seen to
outperform its rivals in some functional aspect.

Perceived value is the customer’s overall evaluation of the product/service offered. So,
establishing what value the customer is actually seeking from the firm’s offering (value chain)
is the starting point for being able to deliver the correct mix of value-providing activities.
It may be some combination of physical attributes, service attributes and technical support
available in relation to the particular use of the product. This also requires an understanding
of the activities that constitute the customer’s value chain.

Unless the product or service we offer can be distinguished in some way from its com-
petitors there is a strong likelihood that the marketplace will view it as a ‘commodity’, and
so the sale will tend to go to the cheapest supplier. Hence the importance of seeking to attach
additional values to our offering to mark it out from the competition.