esco is the largest supermarket chain in the United Kingdom. The company’s slogan

is “Every Litlle Helps”; it executes on that promise in various ways, including its

Clubcard loyalty program and an online grocery retailing operation that fulfills
more than 100,000 orders every week. Its supply chain—including relationships with suppliers and
distributors—is one of the best in the industry. Despite these strengths, Tesco lags behind retailing
giants Wal-Mart and Carrefour in terms of global presence. To address this weakness, Sir Terry
Leahy, Tesco's chief executive, is implementing an expansion strategy. For example, his executives
initiated negotiations with India’s Bharti Enterprises about possible joint ventures. Sir Terry has also
committed $435 million per year to open small stores in Los Angeles and Phoenix. The stores, which
will have 15,000 square feet of floor space and bear the name “Tesco Fresh & Easy,” will offer
a focused selection of fresh foods, packaged goods, and prepared meals. Commenting on the
$1 trillion U.S. grocery market, Sir Terry noted, “Demand for convenience shopping is very well
developed there. There are lots of wealthy and busy people and it's multicultural. You've got to start
somewhere and it's important fo do it in bite-sized chunks.”

Supermarkets and convenience stores comprise just two of the many elements that make up
distribution channels around the globe. The American Marketing Association defines channel of
distribution as “an organized network of agencies and institutions which, in combination, perform
all the activities required to link producers with users to accomplish the marketing task.”! Physical
distribution is the movement of goods through channels; as suggested by the definition, channels
are made up of a coordinated group of individuals or firms that perform functions that add utility to
a product or service. Hypermarket operators such as Carrefour serve an important distribution func-
tion; when Western retailers set up shop in developing countries such as Poland and Indonesia, they
provide customers with access to more products and lower prices than ever before. As Tadeusz
Donocki, undersecretary of state at Poland’s economics ministry, noted, “It's a way of bringing
dreams closer to people, dreams which before they saw only in films.”2 In developed countries,
the arrival of innovators such as Carrefour often serves as the catalyst for wrenching changes in long-
established distribution traditions (see Case 12-1).

The appearance of hypermarkets around the world adds greater diversity to distribution channels,
which already represent the most highly differentiated aspects of national marketing systems. On the
opposite end of the spectrum from hypermarkets, for example, are small stores in Latin America called
pulperias. The diversity of channels and the wide range of possible distribution strategies and market
entry options can present challenges to managers responsible for designing global marketing programs.
Smaller companies are often blocked by their inability to establish effective channel arrangements.

Peter D. Bennett, Dictionary of Marketing Terms (Chicago: American Marketing Association, 1988), p. 29.

2 Stefan Wagstyl, “Eastern Europe Takes a Shine to Hypermarket Shopping,” Financial Times (January 20, 1999), p. 2.



Even as it prepares to challenge Wal-Mart on the U.S. retailing giant’s home turf, Tesco is expanding in China. Tesco
chief Sir Terry Leahy recently paid $350 million to increase his company’s stake in the Hymall hypermarket chain from
50 percent to 90 percent.

In larger companies that operate via country subsidiaries, channel strategy is the element of the market-
ing mix that headquarters understands the least. It is important for managers responsible for world mar-
keting programs to understand the nature of international distribution channels. Channels and physical
distribution are crucial aspects of the total marketing program; without them, a great product at the right
price and effective communications mean very litile.

CHANNEL OBIJECTIVES

Marketing channels exist to create utility for customers. The major categories of channel utility are
place utility (the availability of a product or service in a location that is convenient to a potential
customer), time utility (the availability of a product or service when desired by a customer), form
utility (the availability of the product processed, prepared, in proper condition and/or ready to use),
and information utility (the availability of answers to questions and general communication about
useful product features and benefits). Because these utilities can be a basic source of competitive
advantage and comprise an important element of the firm’s overall value proposition, choosing
a channel strategy is one of the key policy decisions management must make. For example, the
Coca-Cola Company’s leadership position in world markets is based in part on its ability to put Coke
“within an arm’s reach of desire”; in other words, to create place utility.

The starting point in selecting the most effective channel arrangement is a clear focus of the
company’s marketing effort on a target market and an assessment of the way(s) in which distribution
can contribute to the firm’s overall value proposition. Who are the target customers, and where are they
located? What are their information requirements? What are their preferences for service? How sensi-
tive are they to price? Customer preference must be carefully determined because there is as much
danger to the success of a marketing program from creating too much utility as there is from creating
too little utility. Moreover, each market must be analyzed to determine the cost of providing channel
services. What is appropriate in one country may not be effective in another. Even marketers concerned
with a single-country program can study channel arrangements in different parts of the world for valu-
able information and insight into possible new channel strategies and tactics. For example, retailers



from Europe and Asia studied self-service discount retailing in the United States and
then introduced the self-service concept in their own countries. Similarly, govern-
ments and business executives from many parts of the world have examined Japanese
trading companies to learn from their success. Wal-Mart’s formula has been closely
studied and copied by competitors in the markets it has entered.

DISTRIBUTION CHANNELS: TERMINOLOGY
AND STRUCTURE

As defined previously, distribution channels are systems that link manufacturers to
customers. Although channels for consumer products and industrial products are
similar, there are also some distinct differences. In business-to-consumer marketing
(b-to-c or B2C), consumer channels are designed to put products in the hands of
people for their own use; as participants in a process known as business-to-business
marketing (b-to-b or B2B), industrial channels deliver products to manufacturers or
other types of organizations that use them as inputs in the production process or in
day-to-day operations. Distributors play important roles in both consumer and
industrial channels; a distributor is a wholesale intermediary that typically carries
product lines or brands on a selective basis. An agent is an intermediary who

the rest of the story

Tesco Expands in the United States

In its home market, Tesco operates more than 2,300 stores in
four formats: supercenters, large stores with a limited range of
nonfood items, regular supermarkets, and Tesco Express
convenience stores. While the U.S. market entry will be limited
to small neighborhood markets, Tesco has raised eyebrows with
an ambitious plan to establish its own distribution network as
well. Management expects prepared foods such as salads and
chicken-based dishes to be big sellers. To execute, Tesco is
bringing two suppliers across the Atlantic: Natures Way Foods,
which specializes in salads, and 2 Sisters Food Group, a
leading U.K. pouliry purveyor.

Will Tesco succeed with its strategy for entering the U.S.
market?2 Management is confident it has identified an opportunity.
The small-store format makes it unlikely that Tesco will encounter
the type of backlash that has been directed at Wal-Mart in some
communities. Speaking about the U.S. retail environment, Tim
Mason, director of marketing and property at Tesco, notes,
“Generally, shopping either means the big-box model, where you
get in your car once a week and drive out of town to do your
shopping, or the convenience store at the end of the street. We
found that the [U.S.] market for convenience stores at the end
of your street is not very well served. There is more consumer
opportunity and more refail opportunity.”

The company does have an impressive track record outside
the United Kingdom; Tesco has even penetrated markets that have
proven to be difficult for Wal-Mart and Carrefour. For example,
Tesco enfered South Korea in 1999; today it is the number two
retailer behind E-Mart, a local chain. Samsung Tesco, an 89-11
joint venture, operates Homeplus “value store” hypermarkets.
Homeplus is known for more than just shopping: The stores also

feature coffee shops and restaurants. As one analyst noted, the
joint venture approach has served Tesco well. “Thanks to its local
partner, Tesco has tailored its service well to local tastes, while
Wal-Mart and Carrefour have struggled to win over consumers
with their focus on prices,” the analyst said.

Tesco has also been successful in Japan, although on a
limited scale. Before entering the market, a team was dispatched
to live with Japanese consumers, accompany them on shopping
trips, and observe their food preparation customs. As David
Reid, chairman and head of Tesco’s international operations,
explained, “In America you have big cars, you can drive several
miles in five minutes, you can buy in bulk and store it in your
double garage. Chalk and cheese compared to Japan. In Japan
we learned that some housewives shop on bikes and shop
daily. They visit six or seven shops looking for deals.” Armed
with these insights, Tesco acquired C-Two, a small discount
convenience store chain with stores in Tokyo.

Sources: Cecilie Rohwedder, “Tesco Studies Hard for U.S. Debut,” The Wall Street
Journal (June 28, 2007), pp. B1, B2; Cecilie Rohwedder, “Stores of Knowledge:
No. 1 Retailer in Britain Uses ‘Clubcard” to Thwart Wal-Mart,” The Wall Street
Journal (June 6, 2006), pp. Al, A16; Jonathan Birchall, “Tesco Will Launch in LA
and Phoenix,” Financial Times (May 18, 2006) p. 17; Elizabeth Rigby, “Tesco
Seeks to Gain Weight Abroad,” Financial Times (May 2, 2006), p. 17; Song Jung-
a, “One-Stop Model Gives Tesco Edge in Korea,” Financial Times March 22,
2006), p. 17; Sophy Buckley and Jonathan Birchall, “Tesco Plans to Build Brand in
US,” Financial Times (February 10, 2006), p. 19; Cecilie Rohwedder, “Tesco Jumps
the Pond,” The Wall Street Journal (February 10, 2006), p. B2; Susanna Voyle,
“Tesco’s Tough Act: With Record Profits, Britain’s Biggest Retailer Prepares for
Further Challenges at Home and Abroad,” Financial Times (April 20, 2004, p. 13;
Alastair Ray, “Own-brand Broadcaster Tunes In,” Financial Times (March 16,
2004), p. 10; Bayan Rahman, “Tesco’s Japanese Shopping without The Hype,”
Financial Times (January 16, 2004), p. 20.
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negotiates exchange transactions between two or more parties but does not take
title to the goods being purchased or sold.

Consumer Products and Services

Figure 12-1 summarizes six channel structure alternatives for consumer prod-
ucts. The characteristics of both buyers and products have an important influ-
ence on channel design. The first alternative is to market directly to buyers via
the Internet, mail order, various types of door-to-door selling, or manufacturer-
owned retail outlets. The other options use retailers and various combinations of
sales forces, agents or brokers, and wholesalers. The number of individual buy-
ers and their geographic distribution, income, shopping habits, and reaction to
different selling methods frequently vary from country to country and may
require different channel approaches. Product characteristics such as degree of
standardization, perishability, bulk, service requirements, and unit price have
an impact as well. Generally speaking, channels tend to be longer (require more
intermediaries) as the number of customers to be served increases and the price
per unit decreases. Bulky products usually require channel arrangements that
minimize the shipping distances and the number of times products change
hands before they reach the ultimate customer.

The Internet and related forms of new media are dramatically altering the
distribution landscape. EBay pioneered a form of online commerce known as
peer-to-peer (p-to-p) marketing whereby individual consumers marketed prod-
ucts to other individuals. EBay’s success was one reason that the Internet’s
potential was quickly recognized by traditional merchants. Now, eBay assists
large companies such as Disney and IBM in setting up online “storefronts” to
sell items for fixed prices in addition to conducting b-to-c auctions. “As we
evolved from auction-style bidding to adding Buy It Now last year, the logical
next step for us was to give sellers a place to showcase their listings,” said Bill
Cobb, eBay’s senior vice president for global marketing.? Some observers
predict that interactive television (ITV) will also become a viable direct distrib-
ution channel in the coming years as more households are wired with the
necessary two-way technology. Time-pressed consumers in many countries are
increasingly attracted to the time and place utility created by the Internet and
similar communication technologies.

Low-cost, mass-market nondurable products and certain services can be sold
door-to-door via a direct sales force. Door-to-door selling is a form of distribution
that is mature in the United States; however, it is growing in popularity elsewhere.
For example, by the mid-1990s, AIG had 5,000 agents selling insurance policies
door-to-door in China. This innovative channel strategy was so successful that
domestic Chinese companies such as People’s Insurance and Ping An Insurance
copied it. Noted one local insurance executive, “We have to adjust ourselves to the
rising competition.”* However, in April 1998, the state council imposed a blanket
ban on all types of direct selling. Although the ban was aimed most directly at
illegal pyramid schemes, Mary Kay, Tupperware, Avon, and Amway have been
forced to adapt their business models. In the United States, for example, Mary Kay
sales representatives are independent entrepreneurs who buy products from the
company and then resell them. By contrast, to comply with the new government

3 Nick Wingfield, “Ebay Allows Sellers to Set Up Storefronts Online in Bid to Expand Beyond
Auctions,” The Wall Street Journal (June 12, 2001), p. BS.

Craig Smith, “AIG Reshapes China’s Insurance Industry,” The Wall Street Journal (February 9,
1996), p. A8.
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Nestlé is using an innovative
approach to distribution in Brazil with
a program of door-to-door selling in
low-income neighborhoods.
Consumers in these areas often do
not have access fo supermarkets.
Currently, 4,000 self-employed
salespeople are selling Nestlé
products door-to-door and allowing
customers two weeks to pay. The
salespeople increase volume by
establishing relationships with their
customers; as the proprietor of Vita
N, a Nestlé distributor with a staff of
400, explains, “In the favelas, you
have to be part of the community or
you just don’t get in.” Nestlé now has
more than two dozen factories in
Brazil; the newest one, in Feira de
Santana, produces products
specifically targeted to low-income
consumers.

Figure 12-1

Marketing Channel Alternatives:
Consumer Products

regulations, members of Mary Kay’s Chinese sales force act as agents selling on
behalf of the company.®

In Japan, the biggest barrier facing U.S. auto manufacturers isn’t high tariffs;
rather, it’s the fact that half the cars that are sold each year are sold door-to-door.
Toyota and its Japanese competitors maintain showrooms, but they also employ
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5 Ricky Y. K. Chan, “At the Crossroads of Distribution Reform: China’s Recent Ban on Direct
Selling,” Business Horizons 42, no. 5 (September—October 1999), pp. 41-46. See also Virginia A.
Hulme, “Mary Kay in China: More than Makeup,” China Business Review 28, no. 1
(January—February 2001), pp. 42—46.
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more than 100,000 car salespeople. Unlike their American counterparts, many
Japanese car buyers never visit dealerships. The close, long-term relationships
between auto salespersons and the Japanese people can be thought of as a con-
sumer version of the keiretsu system discussed in Chapter 9. Japanese car buyers
expect numerous face-to-face meetings with a sales representative, during which
trust is established. The relationship continues after the deal is closed; sales reps
send cards and continually seek to ensure the buyer’s satisfaction. American
rivals such as Ford, meanwhile, try to generate showroom traffic. Nobumasa
Ogura manages a Ford dealership in Tokyo. “We need to come up with some ideas
to sell more cars without door-to-door sales, but the reality is that we haven't
come up with any,” he said.”®

Another direct selling alternative is the manufacturer-owned store or independent
franchise store. One of the first successful U.S.-based international companies,
Singer, established a worldwide chain of company-owned and company-operated
outlets to sell and service sewing machines. More recently, the Walt Disney
Company revised its strategy for the Disney Store chain of retail outlets in North
America that offer apparel, videos, toys, and other merchandise featuring trade-
marked Disney characters. The company had planned to spend $300 million to
establish 600 new stores around the world.” However, in 2004, Disney sold its
North American stores to the Children’s Place Retail Stores organization. Disney’s
Japanese stores have been sold, and the future of the European stores is unclear.
As noted in Chapter 9, Japanese consumer electronics companies integrate stores
into their distribution groups. Nike, Levi Strauss, well-known fashion design
houses, and other companies with strong brands sometimes establish one or a few

G L O B A L marketing in action i

Selling Cosmetics Door-to-Door

Amway and Avon are two companies that have succeeded in
extending their direct sales systems outside the United States.
Amway currently has operations in 42 countries; in 1997,
foreign markets accounted for about threefourths of the
company’s $6.8 billion in revenues. Amway's foreign prices
tend to be relatively high because all products are exported
from the company’s Michigan headquarters. In the Philippines,
for example, most Amway products are subject to a 30 percent
import charge; a 150-milliliter tube of Glister toothpaste sells for
$6.54 versus $1.50 for a comparable tube of Colgate.

Avon has successfully used doorto-door sales in dozens of
countries identified by company executives as having weak
retail infrastructures. Also, it recognized that low discre-
tionary income levels translate into modest expenditures on
cosmetics and toiletries. Thus, the role of the sales force is to
communicate the benefits of cosmetics and build demand. In
such countries as Hungary, the Czech Republic, and Russig,
in-home direct selling is the perfect channel strategy. Avon
became the first company permitted to sell doorto-door in
China. Since 1990, Avon has operated a joint venture with
Guangzhou Cosmetics Factory in the province of Old
Canton. However, after the Chinese government banned
direct selling in 1998, Avon shifted its strategy and opened
beauty boutiques. Today, the company has more than 5,700

boutiques across China. In 2006, Avon hired more than
100,000 sales representatives after the Ministry of
Commerce and the State Administration for Industry and
Commerce both gave their approval for Avon to resume
direct selling.

Avon has recruited several thousand distributors in India,
but its efforts to date have been surpassed by Sweden’s
Oriflame International. Oriflame’s cosmetics are available
throughout India, thanks to the company’s success at recruit-
ing nearly 100,000 sales representatives. The scale and
scope of Oriflame’s effort make it the most ambitious direct
sales effort ever launched in India. Traditionally, India has
had a bias against direct selling since it was associated with
salesmen hawking goods of dubious quality. However, Avon
and Oriflame have succeeded in part by targeting Indian
women who are active socially and in part because India has
a tradition of “kitty” parties where women sell each other
saris and jewelry.

Sources: Lauren Foster, “Mistress of the Turnaround Answers Avon’s Calling,” Financial
Times (November 6, 2003), p. 8; Emily Nelson and Ann Zimmerman, “Avon Goes
Store to Store,” The Walll Street Journal (September 18, 2000), pp. B1, B4; Erin White,
“Ding-Dong, Avon Calling (on the Web, Not Your Door),” The Wall Street Journal
(December 28, 1999), p. A1; Sumit Sharma, “Sell It Yourself: Direct Sales Help Makeup
Brand Storm across India,” Asian The Wall Street Journal (April 28, 1997), p. 10;
Yumiko Ono, “On a Mission: Amway Grows Abroad, Sending ‘Ambassadors’ to
Spread the Word,” The Walll Street Journal (May 14, 1997), pp. A1, Aéb.

Valerie Reitman, “Toyota Calling: In Japan’s Car Market, Big Three Face Rivals Who Go
Door-to-Door,” The Wall Street Journal (September 28, 1994), pp. A1, A6.
7 Bruce Orwall, “Disney’s Magic Transformation,” The Wall Street Journal (October 4, 2000),
pp- B1, B4.
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Apple operates more than 150 retail
stores in the United States, Canada,
Japan, and the United Kingdom.
Each store features a “genius bar”
where customers can seek one-on-one
technical support with a
knowledgeable employee. Many
stores, including this one in London,
feature a signature glass staircase
that Apple co-founder and CEO Steve
Jobs helped design.

flagship retail stores as product showcases or as a means of obtaining marketing
intelligence. Such channels supplement, rather than replace, distribution through
independent retail stores.

Other channel structure alternatives for consumer products include various
combinations of a manufacturer’s sales force and wholesalers calling on
independent retail outlets, which in turn sell to customers (retailing is discussed in
detail later in the chapter). For mass-market consumer products such as ice-cream
novelties, cigarettes, and lightbulbs that are bought by millions of consumers, a
channel that links the manufacturer to distributors and retailers is generally
required to achieve market coverage. A channel structure that appears to have
more intermediaries than necessary may actually reflect rational adjustment to
costs and preferences in a market; it may also present an opportunity to the inno-
vative marketer to pursue competitive advantage by introducing more effective
channel arrangements. A cornerstone of Wal-Mart’s phenomenal growth in the
United States was its ability to achieve significant economies by buying huge
volumes of goods directly from manufacturers. However, individual country
customs vary. For example, Toys “R” Us faced considerable opposition from
Japanese toy manufacturers that refused to engage in direct selling after the U.S.
company opened its first stores in Japan.

Perishable products impose special form utility demands on channel members
who must ensure that the merchandise is in satisfactory condition at the time of
customer purchase. In developed countries, a company’s own sales force or
independent channel members handle the distribution of perishable food products;
in either case, the distributor organization checks the stock to ensure that it is fresh.
In less-developed countries, public marketplaces are important channels; they
provide a convenient way for producers of vegetables, bread, and other food prod-
ucts to sell their goods directly. Sometimes, a relatively simple channel innovation in
a developing country can significantly increase a company’s overall value proposi-
tion. In the early 1990s, for example, the Moscow Bread Company (MBC) needed to
improve its distribution system in the Russian capital. For Russians, bread is truly
the staff of life, with consumers queuing up daily to buy fresh loaves at numerous
shops and kiosks. Unfortunately, MBC’s staff was burdened by excessive paper-
work that resulted in the delivery of stale bread. Andersen Consulting found that as
much as one-third of the bread the company produced was wasted. In developed
countries, about 95 percent of food is sold packaged; the figure is much lower in the
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former Soviet Union. Whether a consumer bought bread at an open air market or in
an enclosed store, it was displayed unwrapped. Therefore, it was imperative for the
bread to get from MBC’s ovens to the stores in the shortest possible time. Barring an
improvement in delivery time, the bread’s shelf life had to be extended. The
consulting team devised a simple solution—plastic bags to keep the bread fresh.
Russian consumers responded favorably to the change; not only did the bags
guarantee freshness and extend the shelf life of the bread by 600 percent, but also the
bags themselves created utility. In a country where such extras are virtually
unknown, the bags constituted a reusable “gift.”8

Piggyback marketing is another channel innovation that has grown in
popularity. In this arrangement, one manufacturer obtains product distribution by
utilizing another company’s distribution channels. Both parties can benefit: The
active distribution partner makes fuller use of its distribution system capacity and
thereby increases the total revenue generated by the channel members. The
manufacturer using the piggyback arrangement does so at a cost that is much
lower than that required for any direct arrangement. Successful piggyback
marketing requires that the combined product lines be complementary. They must
appeal to the same customer, and they must not compete with each other. If these
requirements are met, the piggyback arrangement can be an effective way of fully
utilizing a global channel system to the advantage of both parties.

A case in point is Avon Products, which has a network of direct sales repre-
sentatives in more than 100 countries. Dozens of companies have taken advantage
of the opportunity to piggyback with Avon. Several of Mattel’s toy lines are being
marketed in China by local Avon representatives; in 1997, Mattel reaped more
than $30 million in revenues from sales of Barbie dolls and cosmetics, Hot Wheel
toys, and Sesame Street characters. As Andrea Jung, Avon’s chairman and CEO,
explained, “We knew we had a great thing in our hands. Our powerful distribu-
tion channel combined with their powerful brand is a huge opportunity.” In
Australia, New Zealand, Brazil, Canada, and France, Avon representatives offer
Reader’s Digest subscriptions along with Avon’s health and beauty products. The
agreement is reciprocal; Avon’s direct response offers “ride along” in Reader’s
Digest product shipments and targeted mailings. In emerging markets, Avon
offers a second catalog featuring products from Timex, Duracell, Time-Life, and
others. The products are sold on consignment; piggyback products already
account for 15 percent of sales in some emerging markets.?

Industrial Products

Figure 12-2 summarizes marketing channel alternatives for the industrial- or
business- products company. As is true with consumer channels, product and
customer characteristics have an impact on channel structure. Three basic
elements are involved: the manufacturer’s sales force, distributors or agents, and
wholesalers. A manufacturer can reach customers with its own sales force, a sales
force that calls on wholesalers who sell to customers, or a combination of these
two arrangements. A manufacturer can sell directly to wholesalers without using
a sales force, and wholesalers, in turn, can supply customers. Finally, a distributor
or agent can call on wholesalers or customers for the manufacturer.

For vendors serving a relatively small customer base, a shorter channel design
with relatively few (or no) intermediaries may be possible. For example, if there
are only 10 customers for an industrial product in each national market, these
10 customers must be directly contacted by either the manufacturer or an agent.

“Case Study: Moscow Bread Company,” Andersen Consulting, 1993.

9 Tara Parker-Pope and Lisa Bannon, “Avon’s New Calling: Sell Barbie in China,” The Wall Street
Journal (May 1, 1997), pp. B1, B5; Clarence Murphy, “Scents and Sensibility,” Economist (July 13,
1996), p. 57.

Chapter 12 Global Marketing Channels and Physical Distribution

405



Figure 12-2

Marketing Channel Alternatives:

Industrial Products

Internet

Customers
M = Manufacturer MSF = Manufacturer’s sales force
W = Wholesaler D or A = Distributor or agent

Channel innovation can be an essential element of a successful marketing
strategy. Dell’s rise to a leading position in the global PC industry was based on
Michael Dell’s decision to bypass conventional channels by selling direct and by
building computers to customers’ specifications. Dell began life as a b-to-b
marketer; its business model proved so successful that the company then began
marketing direct to the home PC market. Consider Boeing aircraft, for example;
given the price, physical size, and complexity of a jet airliner, it is easy to
understand why Boeing utilizes its own sales force. Other products sold in this
way include mainframe computers and large photocopy systems; these are
expensive, complicated products that require both explanation and applications
analysis focused on the customer’s needs. A company-trained salesperson, sales
engineer, or sales team is well suited for the task of creating information utility
for computer buyers.

Before deciding which structure to use and which wholesalers and agents to
select, managers must study each country individually. In general, the larger the
market, the more feasible it is for a manufacturer to use its own sales force. Kyocera
Corporation of Kyoto, Japan, has successfully used its own sales force to achieve
leadership in the billion-dollar global market for ceramic microchip covers.
Company founder Kazuo Inamori went to great lengths to make sure the spiritual
drive of Kyocera’s unique corporate culture extended to all parts of the company,
including the sales force. Kyocera successfully entered the U.S. market by custom-
tailoring ceramic chip housings to each customer’s needs. Kyocera also became
legendary for its service among California’s Silicon Valley chipmakers. Breaking
with the norm in the electronics industry of using independent distributors,
Kyocera relied on a salaried sales force. Early on, Kyocera earned a reputation for
answering customer questions overnight, while domestic suppliers often took
weeks to respond. Employees worked around the clock to satisfy customer
requests for samples. Another hallmark: No company is too small for Kyocera to
serve. Jerry Crowley of Gazelle Microcircuits in Santa Clara, California, reported,
for example, that Kyocera salespeople began calling on him when he had only
11 employees. Gazelle has been buying custom chip packages from Kyocera ever
since. Today, Kyocera has sales forces in the United States, Europe, and Japan that
place unwavering emphasis on quality and customer service.
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ESTABLISHING CHANNELS AND WORKING
WITH CHANNEL INTERMEDIARIES

A global company expanding across national boundaries must utilize existing
distribution channels or build its own. Channel obstacles are often encountered
when a company enters a competitive market where brands and supply
relationships are already established. If management chooses direct involvement,
the company establishes its own sales force or operates its own retail stores. As

described earlier, Kyocera used this approach; Kodak adopted the direct

approach in Japan, where Kodak Japan is a company-owned distributor. The
other option is indirect involvement, which entails utilizing independent agents,
distributors, and/or wholesalers. Channel strategy in a global marketing
program must fit the company’s competitive position and overall marketing
objectives in each national market. Direct involvement in distribution in a new
market can entail considerable expense. Sales representatives and sales man-
agement must be hired and trained. The sales organization will inevitably be a

Dell rang up $56 billion in direct sales
of made-to-order PC systems in 2006.
The company has experienced
phenomenal growth thanks in part to
sales generated through the company’s
Web site. Now, company founder
Michael Dell is moving beyond b-to-b
marketing by targeting consumers. He
also hopes to achieve success in Asia
using the same directsales approach
that has been effective in more than
100 countries.
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heavy loser in its early stage of operation in a new market because it will not
have sufficient volume to cover its overhead costs. Therefore, any company
contemplating establishing its own sales force should be prepared to under-
write losses for this sales force for a reasonable period of time. As noted previ-
ously, whichever strategy a company uses, the process of shaping international
channels to fit overall company objectives is constrained by customer and
product characteristics.

Channel decisions are important because of the number and nature of
relationships that must be managed. Channel decisions typically involve
long-term legal commitments and obligations to various intermediaries. Such
commitments are often extremely expensive to terminate or change so it is
imperative for companies to document the nature of the relationship with the
foreign partner. As the saying goes, “The shortest pencil is better than the
longest memory.” At a minimum, the written agreement should include a defi-
nition of what constitutes “good cause” for termination. Also, as noted in
Chapter 5, it is often preferable to settle business disputes through arbitration
rather than in a local court. Thus, the distributor or agent agreement should
also provide for arbitration in a neutral forum in a third country. In many
instances, local laws protect agents and distributors; even in the absence of a
formal written agreement, in a civil code country the law will be applied. In
addition to written obligations, commitments must be backed by good faith
and feelings of mutual obligation. In short, the selection of distributors and
agents in a target market is critically important. A good agent or distributor can
make the difference between zero performance and performance that is much
better than expected.

Companies entering emerging markets for the first time must exercise
particular care in choosing a channel intermediary. Typically, a local distributor is
required because the market entrant lacks knowledge of local business practices
and needs a partner with links to potential customers. In addition, newcomers to
a particular market generally want to limit their risk and financial exposure.
Although initial results may be satisfactory, with time the local distributor may
come to be perceived as performing poorly. This is when managers from the
global company often intervene and attempt to take control from the local
distributor. Harvard professor David Arnold offers seven specific guidelines to
help prevent such problems from arising.!°

® Select distributors. Don’t let them select you. A company may link up with a
distributor by default after being approached by representatives at a trade
fair. Such eager candidates may already be serving a company’s competi-
tors. Their objective may be to maintain control over the product category
in a given market. A proactive market entrant can identify potential
distributors by requesting a list from the U.S. Department of Commerce or
its equivalent in other countries. The local chamber of commerce or trade
association in a country can provide similar information.

® Look for distributors capable of developing markets, rather than those with a few
good customer contacts. A distributor with good contacts may appear to be
the “obvious” choice in terms of generating quick sales and revenues.
However, a better choice is often a partner willing both to make the invest-
ment necessary to achieve success and draw upon the marketing experience
of the global company. Such a partner may have no prior experience with a
particular product category. In this case, the distributor may devote more
effort and assign the new partner a higher priority simply because taking
on the product line does not represent the status quo.

10 The following discussion is adapted from David Arnold, “Seven Rules of International
Distribution,” Harvard Business Review 78, no. 6 (November—December 2000), pp. 131-137.
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o Treat local distributors as long-term partners, not temporary market-entry vehicles.
A contractual agreement that provides strong financial incentives for customer
acquisition, new product sales, or other forms of business development is a
signal to the distributor that the market entrant is taking a long-term perspec-
tive. Such development can be done with the input of managers from the
global company.

® Support market entry by committing money, managers, and proven marketing
ideas. In addition to providing sales personnel and technical support,
management should consider demonstrating its commitment early on by
investing in a minority equity stake in an independent distributor. The risks
associated with such investment should be no greater than risks associated
with independent distribution systems in the manufacturer’s home country.
The earlier such a commitment is made, the better the relationship that is
likely to develop.

® From the start, maintain control over marketing strategy. To exploit the full
potential of global marketing channels, the manufacturer should provide
solid leadership for marketing in terms of which products the distributor
should sell and how to position them. Again, it is necessary to have
employees on site or to have country or regional managers monitor the
distributor’s performance. As one manager noted, “We used to give far
too much autonomy to distributors, thinking that they knew their mar-
kets. But our value proposition is a tough one to execute, and time and
again we saw distributors cut prices to compensate for failing to target
the right customers or to sufficiently train salespeople.” This is not to say
that the intermediary should not be allowed to adapt the distribution
strategy to suit local conditions. The point is for the manufacturer to take
the lead.

® Make sure distributors provide you with detailed market and financial perfor-
mance data. Distributor organizations are often a company’s best source—
maybe the only source—of market information. The contract between a
manufacturer and distributor should include specific language to the effect
that local market information and financial data will be transferred back to
the manufacturer. One sign that a successful manufacturer-distributor
relationship can be established is the latter’s willingness to provide such
information.

® Build links among national distributors at the earliest opportunity. A manufac-
turer should attempt to establish links between its networks of national
distributors. This can be accomplished by setting up a regional corporate
office or by establishing a distributor council. At any point in time, a
company may have some excellent agents and distributors, others that are
satisfactory, and a third group that is unsatisfactory. By creating opportuni-
ties for distributors to communicate, ideas for new product designs based
on individual-market results can be leveraged, and overall distributor
performance can be improved.

When devising a channel strategy, it is necessary to be realistic about the
motives of the typical channel intermediary. On the one hand, it is the interme-
diary’s responsibility to implement an important element of a company’s
marketing strategy. Left to their own devices, however, middlemen may seek to
maximize their own profit rather than the manufacturer’s. These agents some-
times engage in cherry picking, the practice of accepting orders only from man-
ufacturers with established demand for products and brands. Cherry picking
can also take the form of selecting only a few choice items from a vendor’s prod-
uct lines. This is a rational course of action for the middleman, but it can present
a serious obstacle to a manufacturer who is attempting to break into a market
with a new product. The cherry picker is not interested in developing a market
for a new product, which is a problem for the expanding international company.
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As noted previously, a manufacturer should provide leadership and invest
resources to build the relationship with a desired distributor. A manufacturer
with a new product or a product with a limited market share may find it more
desirable to set up some arrangement for bypassing the cherry-picking channel
member. In some cases, a manufacturer must incur the costs of direct involve-
ment by setting up its own distribution organization to obtain a share of the
market. When the company sales finally reach critical mass, management may
decide to shift from direct involvement to a more cost-effective independent
intermediary. The move does not mean that intermediaries are “better” than
direct distribution. Such a move is simply a response by a manufacturer to cost
considerations and the newly acquired attractiveness of the company’s product
to independent distributors.

An alternative method of dealing with the cherry-picking problem does not
require setting up an expensive direct sales force. Rather, a company may
decide to rely on a distributor’s own sales force by subsidizing the cost of the
sales representatives the distributor has assigned to the company’s products.
This approach has the advantage of holding down costs by tying in with the
distributor’s existing sales management team and physical distribution system.
With this approach, it is possible to place managed direct selling support and
distribution support behind a product at the expense of only one salesperson
per selling area. The distributor’s incentive for cooperating in this kind of
arrangement is that he or she obtains a “free” sales representative for a new
product with the potential to be a profitable addition to his or her line. This
cooperative arrangement is ideally suited to getting a new export-sourced
product into distribution in a market. A company may also decide to provide
special incentives to independent channel agents; however, this approach can
be expensive. The company might offer outright payments, either direct cash
bonuses or contest awards, tied to sales performance. In competitive markets
with sufficiently high prices, incentives could take the form of gross margin
guarantees.

GLOBAL RETAILING

Global retailing is any retailing activity that crosses national boundaries. Since
the mid-1970s, there has been growing interest among successful retailers in
expanding globally. However, this is not a new phenomenon. For centuries,
entrepreneurial merchants have ventured abroad both to obtain merchandise and
ideas and to establish retail operations. During the nineteenth and early twenti-
eth centuries, British, French, Dutch, Belgian, and German trading companies
established retailing organizations in Africa and Asia. International trading and
retail store operation were two of the economic pillars of the colonial system of
that era. In the twentieth century, Dutch retailer C&A expanded across Europe,
and Woolworths crossed the Atlantic from the United States to the United
Kingdom. Great variety characterizes today’s global retailing scene (Table 12-1
lists the top 25 companies by revenue). Before proceeding to a detailed discussion
of global retailing issues, we will briefly survey some of the different forms retail-
ing can take. Retail stores can be divided into categories according to the amount
of square feet of floor space, the level of service offered, width and depth of
product offerings, or other criteria. Each represents a strategic option for a
retailer considering global expansion.

Department stores literally have several departments under one roof, each
representing a distinct merchandise line and staffed with a limited number of
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Table 12-1
Top 25 Global Retailers (2005 Sales; Millions)

1 Wal-Mart Stores United States Discount store, Wholesale club $285,222
2 Carrefour France Hypermarket 90,297
3 Home Depot United States Home improvement 73,094
4 Metro AG Germany Diversified 70,093
5 Royal Ahold NV Netherlands Supermarket/Hypermarket 64,615
6 Tesco PLC United Supermarket/Hypermarket 62,284
Kingdom
7 Kroger United States Supermarket 56,434
8 Sears Holdings Corp United States Department store/General merchandise 55,800
9 Rewe Handelsgruppe Germany Diversified 50,698
10 Costco United States Food/General merchandise 48,107
11 ITM Entreprises (incl. Spar) France Diversified 47,218
12 Target Corp. United States Discount/Department store 45,682
13 Groupe Casino France 45,155
14 Aldi Einkauf Gmb) & Co Germany Food/Discount 42,981
15 Schwarz Group (Lidi & Germany Discount department store and 42,571
Schwarz) supermarket
16 Albertson’s United States Supermarket 39,897
17 Edeka Gruppe Germany Diversified 39,227
18 Walgreen United States Drugstore 37,508
19 Groupe Auchan France Supermarkets, hypermarkets 37,335
20 Lowe's United States Home improvement 36,464
21 Safeway United States Supermarket 35,823
22 Aeon Co. Ltd. Japan Superstore and convenience store 35,307
23 lto-Yokada (incl. 7-Eleven) Japan Diversified 33,547
24 E. Leclerc SA France Supermarket/Hypermarket 32,060
25 Tengelmann Germany Diversified 31,715

Source: Reprinted by permission from Chain Store Age (December 2005). Copyright Lebhar-Friedman, Inc. 425 Park Avenue, NY, NY 10022.

salespeople. Departments in a typical store might include men’s, women'’s,
children’s, beauty aids, housewares, and toys. Table 12-2 lists major department
stores that have expanded outside their home-country markets. However, in
most instances, the expansion is limited to a few countries. As Maureen Hinton,
a retail analyst with a London-based consultancy, notes, “It’s quite difficult to
transfer a department store brand abroad. You have to find a city with the right
demographic for your offer. If you adapt your offer to the locality, you dilute
your brand name.” Marvin Traub, former chief executive of Bloomingdales, has

Table 12-2
Harvey Nichols United Kingdom Saudi Arabia, Hong Kong, Department Stores with Global
. Branches
Ireland, Dubai
Saks Fifth Avenue United States United Arab Emirates,
Saudi Arabia
Barneys New York United States Japan

Lane Crawford Hong Kong China, Macao, Taiwan
Mitsukoshi Japan United States, Europe, Asia

H&M (Hennes & Sweden Austria, Germany, Kuwait,
Mauritz) Slovakia, United States, 20 others
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Wal-Mart's international division
currently generates only 20 percent of
company sales, but the world’s
biggest retail is staking its claim in
China, India, and other emerging
markets. By the end of 2006,
Wal-Mart had 66 stores in China,
including 61 Supercenters.

a different perspective. “Conceptually, department stores are global brands
already because we live in a world with an enormous amount of travel between
cities and continents,” he says.!!

Specialty retailers offer less variety than department stores. They are more
narrowly focused and offer a relatively narrow merchandise mix aimed at a
particular target market. Specialty stores offer a great deal of merchandise depth
(e.g., many styles, colors, and sizes), high levels of service from knowledgeable
staff persons, and a value proposition that is both clear and appealing to
consumers. Laura Ashley, Body Shop, Victoria’s Secret, Gap, Starbucks, and the
Disney Store are examples of global retailers that have stores in many parts of the
world. In some countries, local retailers operate the stores. In Japan, for example,
the giant Aeon Group runs Laura Ashley and Body Shop stores and has a joint
venture with Sports Authority.

Supermarkets are departmentalized, single-story retail establishments
that offer a variety of food (e.g., produce, baked goods, meats) and nonfood
items (e.g., paper products, health and beauty aids), mostly on a self-service
basis. On average, supermarkets occupy between 50,000 square feet and 60,000
square feet of floor space. As noted in the chapter introduction, U.K.-based
Tesco is one retailing group that is expanding globally. While home-country
sales still account for slightly more than 80 percent of overall sales, the com-
pany has operations in more than a dozen foreign countries. Company officials
typically study a country market for several years before choosing an entry
strategy. Tesco’s initial entry into Japan came via the acquisition of the
C Two-Network, a chain of shops in Tokyo. As David Reid, head of interna-
tional operations, explains, Tesco has succeeded globally because it does its
homework and pays attention to details. Although Wal-Mart is generating
headlines as it moves around the globe, American retailers lag behind the
Europeans in moving outside their home countries. One reason is the sheer size
of the domestic U.S. market.!?

11 Cecilie Rohwedder, “Harvey Nichols’s Foreign Affair,” The Wall Street Journal (February 18,
2005), p. B3.

12 Michael Flagg, “In Asia, Going to the Grocery Increasingly Means Heading for a European Retail
Chain,” The Wall Street Journal (April 24, 2001), p. A21.
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Convenience stores offer some of the same products as supermarkets, but the
merchandise mix is limited to high-turnover convenience and impulse products.
Prices for some products may be 15 percent to 20 percent higher than supermarket
prices. In terms of square footage, these are the smallest retail stores discussed
here. In the United States, for example, the typical 7-Eleven occupies 3,000 square
feet. Typically, convenience stores are located in high-traffic locations and offer
extended service hours to accommodate commuters, students, and other highly
mobile consumers. 7-Eleven is the world’s largest convenience store chain; it has a
total of 26,000 locations, including franchisees, licensees, and stores the company
operates itself. A trend in convenience store retailing is toward smaller stores
placed inside malls, airports, office buildings, and in college and university build-
ings. As Jeff Lenard, spokesperson for the National Association of Convenience
Stores, noted, “All the good street corners are gone, and the competition is
so fierce for the ones that are left.”13

Discount stores can be divided into several categories. The most general
characteristic that they have in common is the emphasis on low prices. Full-line
discounters typically offer a wide range of merchandise, including nonfood items
and nonperishable food, in a limited-service format. As Table 12-1 clearly shows,
Wal-Mart is the reigning king of the full-line discounters. Many stores cover
120,000 square feet (or more) of floor space; food accounts for about a third of floor
space and sales. Wal-Mart stores typically offer middle-class customers a folksy
atmosphere and value-priced brands.

When Wal-Mart expands into a new country market, local discounters must
respond to the competitive threat. In Canada, for example, Hudson Bay’s Zellers
is the largest discount-store chain. After Wal-Mart bought a bankrupt Canadian
chain, Zellers brightened its stores décor, widened aisles, and began catering to
women with young children.'* French discounter Tati is also going global; in
addition to opening a store on New York’s Fifth Avenue, Tati currently has stores
in Lebanon, Turkey, Germany, Belgium, Switzerland, and the C6te d’Ivoire.

Wal-Mart is also a leader in the warehouse club segment of discount retailing;
consumers “join” the club to take advantage of low prices on products displayed
in their shipping boxes in a “no frills” atmosphere. Wal-Mart has taken its Sam’s
Club stores into Mexico and Brazil.

Hypermarkets, which were discussed in the chapter introduction, are a
hybrid retailing format combining the discounter, supermarket, and warehouse
club approaches under a single roof. Size-wise, hypermarkets are huge, covering
200,000 square feet to 300,000 square feet.

Supercenters offer a wide range of aggressively priced grocery items plus
general merchandise in a space that occupies about half the size of a hypermarket.
Supercenters are an important aspect of Wal-Mart’s growth strategy, both at home
and abroad. Wal-Mart opened its first supercenter in 1988; today, it operates more
than 450 supercenters, including 75 stores in Mexico and units in Argentina and
Brazil. Some prices at Wal-Mart’s supercenters in Brazil are as much as 15 percent
lower than competitors’, and some observers wonder if the company has taken
the discount approach too far. Company officials insist that profit margins are in
the 20 percent to 22 percent range.®

Category killers is the label many in the retailing industry use when talking
about stores such as Toys “R” Us, Home Depot, and IKEA. The name refers to the
fact that such stores specialize in a particular product category such as toys or
furniture, and offer a vast selection at low prices. In short, these stores represent

Kortney Stringer, “Convenience Stores Turn a New Corner” The Wall Street Journal (June 1,2004), p. B5.

14 Elena Cherney and Ann Zimmerman, “Canada’s Zellers Retools Itself in Bid to Battle Wal-Mart,”
The Wall Street Journal (December 10, 2001), p. B4.

15 Matt Moffett and Jonathan Friedland, “Wal-Mart Won't Discount Its Prospects in Brazil, Though

Its Losses Pile Up,” The Wall Street Journal (June 4, 1996), p. A15; Wendy Zellner, “Wal-Mart

Spoken Here,” Business Week (June 23, 1997), pp. 138-139+.
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retailing’s “900 pound gorillas” that essentially demolish smaller, more traditional
competitors and prompt department stores to scale down merchandise sections
that are in direct competition.

Outlet stores are retail operations that allow companies with well-known
consumer brands to dispose of excess inventory, out-of-date merchandise, or
factory seconds. To attract large numbers of shoppers, outlet stores are often
grouped together in outlet malls. The United States is home to 320 outlet malls
such as the giant Woodbury Common mall in Central Valley, New York. Now,
the concept is catching on in Europe and Asia as well. The acceptance reflects
changing attitudes among consumers and retailers; in both Asia and Europe,
brand-conscious consumers are eager to save money.

Currently, a number of environmental factors have combined to push retailers
out of their home markets in search of opportunities around the globe. Saturation
of the home country market, recession or other economic factors, strict regulation
on store development, and high operating costs are some of the factors that prompt
management to look abroad for growth opportunities. Wal-Mart is a case in point;
its international expansion in the mid-1990s coincided with disappointing financial
results in its home market.

Even as the domestic retailing environment grows more challenging for many
companies, an ongoing environmental scanning effort is likely to turn up markets
in other parts of the world that are underdeveloped or where competition is weak.
In addition, high rates of economic growth, a growing middle class, a high
proportion of young people in the population, and less stringent regulation
combine to make some country markets very attractive.!® Laura Ashley, Body
Shop, Disney Stores, and other specialty retailers are being lured to Japan by
developers who need established names to fill space in large, suburban,
American-style shopping malls.'” Such malls are being developed as some local
and national restrictions on retail development are being eased and as consumers
tire of the aggravations associated with shopping in congested urban areas.

However, the large number of unsuccessful cross-border retailing initiatives
suggests that anyone contemplating a move into global retailing should do so with
a great deal of caution. Among those that have scaled back expansion plans in the
face of disappointment are France’s Galeries Lafayette and Shanghai-based Yaohan
Group. Galeries Lafayette opened a New York store on fashionable Fifth Avenue;
however, the merchandise mix suffered in comparison with offerings at posh com-
petitors such as Henri Bendel and Bonwit Teller. Yaohan has more than 400 stores in
13 countries, including the United States and China. However, Chinese expansion
plans are on hold because consumers have reacted indifferently to the 10-story
megastore in Shanghai. As one Chinese consumer remarked, “It’s just so-so. I'm not
really impressed.”!8 Speaking of global opportunities for U.S.-based retailers, one
industry analyst noted, “It’s awfully hard to operate across the water. It’s one thing
to open up in Mexico and Canada, but the distribution hassles are just too big when
it comes to exporting an entire store concept overseas.”!”

The critical question for the would-be global retailer is, “What advantages do we
have relative to local competition?” The answer will often be, “Nothing,” when com-
petition, local laws governing retailing practice, distribution patterns, or other factors
are taken into account. However, a company may possess competencies that can be
the basis for competitive advantage in a particular retail market. A retailer has several

Ross Davies and Megan Finney, “Retailers Rush to Capture New Markets,” Financial

Times—Mastering Global Business, Part VII, 1998, pp. 2—4.

Norihiko Shirouzu, “Japanese Mall Mogul Dreams of American Stores,” The Wall Street Journal

(July 30, 1997), pp. B1, B10; Shirouzu, “Jusco Bets that U.S.-Style Retail Malls Will

Revolutionize Shopping in Japan,” The Wall Street Journal (April 21, 1997), p. A8.

18 Norihiko Shirouzu and Fara Waner, “Asian Retailing Titan Hits a Great Wall,” The Wall Street
Journal (January 17, 1997), p. A10.

19 Neil King, Jr., “Kmart’s Czech Invasion Lurches Along,” The Wall Street Journal (June 8, 1993), p. Al1.
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BRIC Briefing Book

India’s Retail Sector

Global retailers that have set their sights on India face special challenges. The term organized
retailing describes activity by large multistore chains such as Woolworths, Tesco, and Wal-Mart;
such stores account for only about 3 percent of India’s $200 billion to $250 billion annual retail
sales. The vast majority of Indian retail activity is conducted in stalls approximately with about
50 square feet of floor space. There have been many calls for regulatory reform, and some
observers believe organized retailing will grow at a rate of 30 percent to 35 percent in the next few
years. For now, however, some members of the ruling Congress party are concerned about the
impact of organized retailing on the millions of small-scale stores.

Modernization of the sector is inevitable, although it may be slow in coming. Global retailers
are barred from participating directly in the Indian market; for that reason, Pizza Hut, Subway, and
Benetfton are present, with stores run by franchisees. In 2006, Bharti Enterprises, a large Indian
business group, announced a partnership with Wal-Mart. However, because global retailers are
barred from participating directly in the Indian market, Wal-Mart stores will be run as franchise
operations.

Meanwhile, anticipating the arrival of the global retailers, local operators in India are investing
for the future. For example, Pantaloon, India’s largest refailer, operates department stores such as
Central and Big Bazaar. The company has announced plans to expand and add more types of
stores. Large business groups such as Reliance Industries and Birla Group are also planning fo enter
the retail sector. Meanwhile, Hindustan Lever, the Indian unit of packaged goods giant Unilever, has
launched a consultancy service to help the “mom and pop” operators become more competitive.

Sources: Jo Johnson and Jonathan Birchall, “’Mom and Pop’ Stores Braced for Challenge,” Financial Times (November 28, 2006),
p. 16; Joe leahy, “Indian Regulation Hampers Retail Growth,” Financial Times (October 26, 2006), p. 21; Anita Jain, “The ‘Crown
Jewel’ Sector that’s Ripe for Modernization,” Financial Times Special Report: India and Globalization (January 26, 2006), p. 16.

things to offer consumers. Some are readily perceived by customers, such as
selection, price, and the overall manner in which the goods are offered in the store
setting. The last includes such things as store location, parking facilities, in-store
atmosphere, and customer service. Competencies can also be found in less visible
value chain activities such as distribution, logistics, and information technology.

For example, contrary to Japan’s service-oriented reputation, Japanese retailers
traditionally offered few extra services to their clientele. There were no special
orders, no returns, and stock was chosen not according to consumer demand but,
rather, according to purchasing preferences of the stores. Typically, a store would
buy limited quantities from each of its favorite manufacturers and then, when
the goods sold out, consumers had no recourse. Instead of trying to capitalize
on the huge market, many retailers simply turned a deaf ear to customer needs.
From the retailers” point of view, this came out fine in the end, however; most of
their stock eventually sold because buyers were forced to purchase what was left
over. They had no other choice. As Gap, Eddie Bauer, and other American retailers
have entered Japan with liberal return policies, a willingness to take special orders,
and a policy of replenishing stock, many Japanese consumers have switched loyal-
ties. Also, thanks to economies of scale and modern distribution methods
unknown to some Japanese department store operators, the American companies
offer a greater variety of goods at lower prices. Although upscale foreign competi-
tion has hurt Japanese department store operators, Japan’s depressed economy
is another factor. Traditional retailers are also being squeezed from below as
recession-pressed consumers flock to discounters such as the Y100 Shop chain.

JCPenney is expanding retailing operations internationally for a number of the
reasons cited here. After touring several countries, JCPenney executives realized that
retailers outside the United States often lack marketing sophistication when group-
ing and displaying products and locating aisles to optimize customer traffic. For
example, a team visiting retailers in Istanbul in the early 1990s noted that one store
featured lingerie next to plumbing equipment. As CEO William R. Howell noted at
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Figure 12-3

Global Retailing Categories

Source: Adapted from Jacques Horovitz and
Nirmalya Kumar, “Strategies for Retail
Globalization,” Financial Times—Mastering
Global Business, Part VIl, 1998, pp. 4-8.

the time, JCPenney’s advantage in such instances was its ability to develop an envi-
ronment that invites the customer to shop. Although it struggled in Indonesia, the
Philippines, and Chile, JCPenney has met with great success in Brazil. In 1999, the
American retailer purchased a controlling stake in Renner, a regional chain with 21
stores. Crucially, JCPenney maintained the local name and local management team.
Meanwhile, Renner, benefiting from JCPenney’s expertise in logistics, distribution,
and branding, has become Brazil’s fastest-growing chain, with a total of 49 stores.?’

Figure 12-3 shows a matrix-based scheme for classifying global retailers.?! One
axis represents private or own-label focus versus a manufacturer brands focus. The
other axis differentiates between retailers specializing in relatively few product
categories and retailers that offer a wide product assortment. IKEA, in quadrant A,
is a good example of a global retailer with a niche focus (assemble-yourself
furniture for the home) as well as an own-label focus (IKEA sells its own brand).
IKEA and other retailers in quadrant A typically use extensive advertising and
product innovation to build a strong brand image.

In quadrant B, the private-label focus is retained, but many more product
categories are offered. This is the strategy of Marks & Spencer (M&S), the British-
based department store company whose St. Michael private label is found on a
broad range of clothing, food, home furnishings, jewelry, and other items. Private
label retailers that attempt to expand internationally face a double-edged challenge:
They must attract customers to both the store and the branded merchandise. M&S
has succeeded by virtue of an entrepreneurial management style that has evolved
over the last 100-plus years. M&S opened its first store outside the United Kingdom
in 1974; it currently operates in 35 countries. In 1997, then-chairman Sir Richard
Greenbury announced an ambitious plan to put M&S “well on its way to establish-
ing a global business.” It was his belief that consumer tastes are globalizing, at least
with respect to fashion apparel. Food is a different story; because tastes are more
localized, M&S executives anticipate that the proportion of revenues from food sales
will be lower than they are in Great Britain.?? The difficulty of today’s retailing envi-
ronment is underscored by M&S’s recent financial woes. The company’s profits and
share price plunged in the late 1990s amid a sales slump and infighting between top
executives; Sir Richard left the company in 1998. A turnaround strategy called for

Fewer categories

Benetton, IKEA, Toys ‘A’ Us, Virgin,
Gap, C&A Douglas, Spar
Own-label Manufacturer
focus brands focus
Marks & Spencer, Carrefour, IGA,
Migros Promodes

Many categories

20 Miriam Jordan, “Penney Blends Two Business Cultures,” The Wall Street Journal (April 5, 2001), p. A15.

21 The discussion in this section is adapted from Jacques Horovitz and Nirmalya Kumar, “Strategies
for Retail Globalization,” Financial Times—Mastering Global Business, Part VII, 1998, pp. 4-8.

22 Rufus Olins, “M&S Sets Out Its Stall for World Domination,” Sunday Times (November 9, 1997),
p- 6. See also Andrew Davidson, “The Andrew Davidson Interview: Sir Richard Greenbury,”
Management Today (November 2001), pp. 62-67; and Judi Bevan, The Rise and Fall of Marks &
Spencer (London: Profile Books, 2001).
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disposing of non-core properties such as the Brooks Brothers and Kings Super
Markets chains in the United States.

Retailers in the upper right quadrant offer many well-known brands in a
relatively tightly defined merchandise range. Here, for example, we find Toys “R”
Us, which specializes in toys and includes branded products from Mattel, Nintendo,
and other marketers. Additional examples include such category killers as
Blockbuster Video and Virgin Megastores. As noted earlier, this type of store tends
to quickly dominate smaller established retailers by out-merchandizing local compe-
tition and offering customers superior value by virtue of extensive inventories and
low prices. Typically, the low prices are the result of buyer power and sourcing
advantages that local retailers lack. The retailing environment in which Richard
Branson built the Virgin Megastore chain illustrates once again the type of success
that can be achieved through an entrepreneurial management style:

It required little retailing expertise to see that the sleepy business practices of traditional
record shops provided a tremendous opportunity. To rival the tiny neighborhood record
shops, with their eclectic collections of records, a new kind of record store was coming
into being. It was big; it was well-lit, and records were arranged clearly in alphabetical
order by artist; it covered most tastes in pop music comprehensively; and it turned over
its stock much faster than the smaller record retailer. . . . It was the musical equivalent of
a supermarket.”3

Starting with one megastore location on London’s Oxford Street in 1975,
Branson’s Virgin Retail empire now extends throughout Europe, North America,
Japan, Hong Kong, and Taiwan.

Carrefour, Promodes, Wal-Mart, and other retailers in the fourth quadrant offer
the same type of merchandise available from established local retailers. What the
newcomers bring to a market, however, is competence in distribution or some other
value chain element. To date, Wal-Mart’s international division has established
more than 1,000 stores outside the United States; it is already the biggest retailer in
Mexico and Canada. Other store locations include Argentina, Brazil, China, and,
until recently, Germany. International revenues for the fiscal year ended January 31,
2004, totaled $47.5 billion.

Richard Branson, founder and
chairman of the Virgin Group, at
the opening of a megastore in New
York’s Time Square. The $15 million
facility occupies 75,000 square feet
of space on three levels and features
more than 1,000 music listening
stations. The charismatic Branson

is so closely associated with his
company that, in the minds of many
observers, the man is the brand.

2 Tim Jackson, Virgin King: Inside Richard Branson’s Business Empire (London: HarperCollins, 1995), p. 277.
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Figure 12-4

Global Retailing Market Entry
Strategy Framework

Source: Adapted from Jacques Horovitz and
Nirmalya Kumar, “Strategies for Retail
Globalization,” Financial Times—Mastering
Global Business, Part Vi, 1998, p. 5.

Culturally close

Organic Chain acquisition

Easy Difficult
to enter to enter

Franchise Joint venture

Culturally distant

Four market entry expansion strategies are available to retailers that wish to cross
borders. As shown in Figure 12-4, these strategies can be captured conceptually by a
matrix that differentiates between (1) markets that are easy to enter versus those that
are difficult to enter and (2) culturally close markets versus culturally distant ones.
The upper half of the matrix encompasses quadrants A and D and represents markets
in which shopping patterns and retail structures are similar to those in the home coun-
try. In the lower half of the matrix, quadrants C and B represent markets that are sig-
nificantly different from the home country market in terms of one or more cultural
characteristic. The right side of the matrix, in quadrants A and B, represents markets
that are difficult to enter because of the presence of strong competitors, location
restrictions, excessively high rent or real estate costs, or other factors. In quadrants C
and D, any barriers that exist are relatively easy to overcome. The four entry strategies
indicated by the matrix are organic, franchise, chain acquisition, and joint venture.

Organic growth occurs when a company uses its own resources to open a store
on a greenfield site or to acquire one or more existing retail facilities from another
company. In 1997, for example, M&S announced plans to expand from one store to
four in Germany via the purchase of three stores operated by Cramer and Meerman.
When Richard Branson set up the first Virgin Megastore in Paris, he did so by invest-
ing millions of pounds in a spectacular retail space on the Champs-Elysées. From the
perspective of M&S and Virgin, the retail environments of Germany and France are
both culturally close and easy to enter. The success of this strategy hinges on the
availability of company resources to sustain the high cost of the initial investment.

Franchising, shown in quadrant C of Figure 12-4, is the appropriate entry strategy
when barriers to entry are low yet the market is culturally distant in terms of consumer
behavior or retailing structures. As defined in Chapter 9, franchising is a contractual
relationship between two companies. The parent company-franchisor authorizes a
franchisee to operate a business developed by the franchisor in return for a fee and
adherence to franchise-wide policies and practices. The key to a successful franchise
operation is the ability to transfer company know-how to new markets. Benetton,
IKEA, and other focused, private-label retailers often use franchising as a market-entry
strategy in combination with wholly owned stores that represent organic growth.
IKEA has more than 100 company-owned stores across Europe and the United States;
its stores in the Middle East and Hong Kong are franchise operations.

In global retailing, acquisition is a market-entry strategy that entails purchasing a
company with multiple retail locations in a foreign country. This strategy can provide
the buyer with quick growth as well as access to existing brand suppliers, distributors,
and customers. M&S, for example, had no plans for organic growth in the United
States; rather, it acquired the upscale private-label American retailer Brooks Brothers
in 1988 for $750 million. Executives at Brooks Brothers spent most of the 1990s trying
to expand the brand’s customer base, and recent results have been promising. With
hindsight, however, it is clear that M&S paid too much for the acquisition. As noted
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previously, M&S itself is currently in the midst of a financial retrenchment; at the end
of 2001, it sold Brooks Brothers to Retail Brand Alliance, a private holding company.

Joint ventures, the final entry strategy, have been examined in detail in an
earlier chapter. With regard to global retailing, a joint-venture strategy is advisable
when culturally distant, difficult-to-enter markets are targeted. Many Western
retailers are using joint ventures to enter China, Japan, and other Asian countries.
The ownership split can be adjusted in proportion to perceived entry difficulty and
previous experience. Virgin Group’s retail expansion in Asia provides a case study
in the appropriateness of the joint-venture approach. In Japan, commercial land-
lords typically require millions in up-front payments before they will lease retail
space. Accordingly, in 1992, Virgin established a joint venture called Virgin
Megastores Japan with Marui, a local retailer with a good track record of catering to
the preferences of young people. The first megastore was set up in the basement of
an existing Marui department store in Japan’s Shinjuku district. That and subse-
quent stores have been wildly successful; Virgin has duplicated the joint-venture
approach elsewhere in Asia, including Hong Kong, Taiwan, and South Korea. In
each location, Virgin establishes a joint venture with a leading industrial group.?*

Achieving retailing success outside the home-country market is not simply a
matter of consulting a matrix and choosing the recommended entry strategy.
Management must also be alert to the possibility that the merchandise mix, sourc-
ing strategy, distribution, or other format elements will have to be adapted.
Management at Crate & Barrel, for example, is hesitant to open stores in Japan.
Part of the reason is research indicating that at least half the company’s product
line would have to be modified to accommodate local preferences. Another issue
is the company’s ability to transfer its expertise to new country markets.

lace

lobal market

Growing Pains When Retailers Expand Abroad

Refailers may have had a difficult time crossing borders if they fail
to appreciate differences in retailing environments and consumer
behavior and preferences. For example, when Galeries Lafayette
opened a location in New York, the store was stocked with
women'’s clothing that was too trendy to be practical. In addition,
the clothing was proportioned for the French, rather than
American, physique. In London, retailers typically locate their stores
on “high streets,” which are roughly equivalent to downtown in the
United States. However, America is the land of the malll; there are
no “high streets” in most American cities. Gap recently closed its
10 stores in Germany as price-conscious consumers shopped at
H&M and other stores where prices are lower.

Other obstacles include breaking through to get the con-
sumer’s attention. In the United States, fresh product assortments
and aggressive pricing drive refailing. Anita Roddick got her
Body Shop off to a good start in the United States and then
watched as Limited jumped into the category with Bath & Body
Works, a division it launched in 1992. Bath & Body Works
captured Body Shop’s market by constantly changing products,
entering as many malls as possible, and by keeping prices
lower. Meanwhile, Body Shop did not even have a formal mar-
keting department. Today, Bath & Body Works dominates the
category that Body Shop created.

Until recently, the companies that avoided this trap were
the exceptions fo the rule. For example, Richard Branson, the

pp. 289-291.

entrepreneurial leader of Virgin, has built the Virgin brand in
the United States the American way—by adding more and
more products and by being noisy and loud about the brand.
There is some evidence, however, that increasing numbers of
British retailers are changing with the times. Harrods, Harvey
Nichols, and other top retailers are improving the décor in
key stores and offering shoppers an entertainment experi-
ence. For example, visitors to Fifth Floor Harvey Nichols
will find a posh restaurant, a wine shop, and a gourmet
food hall.

Some of the biggest innovations have been at Selfridges,
whose flagship store just off Oxford Street in London is home to
Europe’s largest cosmetics department. Window displays have
featured buzz-building “performances” such as humans in
animal costumes modeling lingerie. As Peter Williams, CEO of
Selfridges, said,” Our competitors are not just other department
stores. Our competitors are restaurants, theaters, a weekend
away, or other entertainment venues.”

Sources: Cecilie Rohwedder, “Harvey Nichols’s Foreign Affair,” The Wall Street
Journal (February 18, 2005), pp. B1, B3; Erin White, “Dress for Success: After
Long Slump, U.S. Retailers Look to Britain for Fashion Tips,” The Wall Street
Journal (April 22, 2004), pp. A1, A8; Rohwedder, “Selling Selfridges,” The Wall
Street Journal (May 5, 2003), p. BI1; Ernest Beck, “Marks & Spencer to Focus on
Key Brands,” The Wall Street Journal (July 15, 1999), p. B1; Jennifer Steinhauer,
“The British Are Coming, and Going,” The New York Times (September 22,
1998), pp. C1, C4.

24 Tim Jackson, Virgin King: Inside Richard Branson’s Business Empire (London: HarperCollins, 1995),
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INNOVATION IN GLOBAL RETAILING

As noted at the beginning of this chapter, distribution channels around the world
are highly differentiated. On the surface, it appears this differentiation can be
explained only in terms of culture and the income level that exists in the market.
However, the incidence and rate of retail innovation can be explained in terms of
the following four observations:

1. Innovation takes place only in the most highly developed systems. In
general, channel agents in less-developed systems will adapt developments
already tried and tested in more highly developed systems.

2. The ability of a system to successfully adapt innovations is directly related
to its level of economic development. Certain minimum levels of economic
development are necessary to support anything beyond the most simple
retailing methods.

3. Even when the economic environment is conducive to change, the process
of adaptation may be either hindered or helped by local demographic fac-
tors, geographic factors, social mores, government action, and competitive
pressures.

4. The process of adaptation can be greatly accelerated by the actions of
aggressive individual firms.

Self-service is a major twentieth-century channel innovation. It provides an
excellent illustration of the four points just outlined. Self-service retailing, which
allows customers to handle and select merchandise themselves in a store with
minimal assistance from sales personnel, originated in the United States. The
spread of self-service to other countries supports the tendency of an economic
system to support innovations only after a certain level of economic development
has been achieved. Self-service was first introduced internationally into the most
highly developed countries. It has spread to the countries at middle and lower
stages of development but serves very small segments of the total market in these
countries.

If a country market has reached a stage of economic development that will
support a channel innovation, it is clear that the action of well-managed firms can
contribute considerably to the diffusion of the channel innovation. The rapid
growth of Benetton and McDonald’s is a testament to the skill and competence of
these firms as well as to the appeal of their product and service offerings. In some
instances, retail innovations are improved, refined, and expanded outside the
home country. For example, after the first 7-Eleven Japan franchise opened in
1973, the Asian stores quickly attracted customers seeking convenience. Today,
with more than 11,300 stores, the company is Japan’s largest convenience store
operator; innovative merchandising includes Shop America, an in-store catalog that
allows Japanese shoppers to order imported luxury products from companies like
Tiffany’s and Cartier. In 1991, 7-Eleven Japan acquired a 72.7 percent share in
the U.S.-based parent company. Comparing the Japanese and American sides of
the business that same year, a Japanese retailing analyst noted, “Their [U.S.
management’s] merchandising has been really backwards, and the gap between
us is rather large. The biggest reason is that they kept their old style and did not
improve their methods and adapt to consumers’ changing tastes. They became
really rigid.”?> The Americans got the message. Management at the U.S. affiliate
started focusing on new merchandise and was more systematic about dropping
slow-moving items. The company also launched an initiative called the “model
market program” that allows individual store managers considerable autonomy

25 James Sterngold, “New Japanese Lesson: Running a 7-11,” The New York Times (May 9, 1991),
. C7. See also Bethan Hutton, “Japan’s 7-Eleven Sets Store by Computer Links,” Financial Times
(March 17, 1998), p. 26.
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in deciding the mix of products a particular store carries. Between 2003 and 2005,
the value of 7-Eleven Inc.’s stock quadrupled; in 2005, 7-Eleven Japan acquired the
remaining 27.3 percent of the company.?®

PHYSICAL DISTRIBUTION, SUPPLY CHAINS,
AND LOGISTICS MANAGEMENT

In Chapter 1, marketing was described as one of the activities in a firm’s value
chain. The distribution P of the marketing mix plays a central role in a given
firm’s value chain; after all, Coca-Cola, IKEA, Nokia, Toyota, and other global
companies create value by making sure their products are available where and
when customers want to buy them. As defined in this chapter, physical distribu-
tion consists of activities involved in moving finished goods from manufacturers
to customers. However, the value chain concept is much broader, for two basic
reasons. First, the value chain is a useful tool for assessing an organization’s com-
petence as it performs value-creating activities within a broader supply chain
that includes all the firms that perform support activities by generating raw
materials, converting them into components or finished products, and making
them available to customers. Second, the particular industry in which a firm
competes (for example, automobiles, pharmaceuticals, or consumer electronics)
is characterized by a value chain. The specific activities an individual firm
performs help define its position in the value chain. If a company is somewhat
removed from the final customer, it is said to be upstream in the value chain.
A company that is relatively close to customers—a retailer, for example—is said
to be downstream in the value chain. Logistics, in turn, is the management process
that integrates the activities of all companies—both upstream and downstream—
to ensure an efficient flow of goods through the supply chain.

An industry’s value chain can change over time. In pharmaceuticals, for
example, research, testing, and delivery are the three steps that historically

26 Kris Hudson, “Bid for 7-Eleven by Japan Called Inadequate,” The Wall Street Journal
(September 23, 2005), pp. C1, C4.

Japanese shoppers can pay their
household bills at their neighborhood
7-Eleven. Recent merchandising
innovations include Shop America,

a catalog service specializing in
imported luxury goods such as Rolex
watches.

“Strategy is to war what the plot is fo the
play. Tactics is represented by the role

of the players; logistics furnishes the

stage management, accessories, and
maintenance. The audience, thrilled by the
action of the play and the art of the
performers, overlooks all of the cleverly
hidden details of stage management.”

Lt. Col. George C. Thorpe, Pure
Logistics (1917)
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defined the industry from its beginnings in the early nineteenth century. Then,
starting in the mid-1960s, after Crick and Watson published their groundbreak-
ing work on DNA, two new upstream steps in the industry’s value chain
emerged: basic research into genes associated with specific diseases and identi-
fication of the proteins produced by those genes. More recently, with the map-
ping of the human genome largely complete, value in the pharmaceuticals
industry is migrating downstream to identifying, testing, and producing mole-
cules that operate on the proteins produced by genes.?”

The value chain, logistics, and related concepts are extremely important as
supply chains stretch around the globe. As export administrator Beth Dorrell
notes, “A commodity raw material from Africa can be refined in Asia, then
shipped to South America to be incorporated into a component of a final product
that is produced in the Middle East and then sold around the world.” Figure 12-5
illustrates some of these concepts and activities at IKEA, the global furniture mar-
keter. IKEA purchases wood and other raw material inputs from a network of sup-
pliers located in dozens of countries; these suppliers are upstream in the value
chain, and the process by which wood is transported to the factories is known as
inbound logistics. IKEA’s factories add value to the inputs by transforming
them into furniture kits that are then shipped on to IKEA’s stores. The stores are

Table 12-3

United States and EU/BRIC Supplier Base and Infrastructure/Logistics

Comparison
Companies Suppliers are Companies can  Suppliers are Several
use national available in the rely on local available, but  suppliers have
and international  Mercosur region.  suppliers for quality and strong
suppliers. A good network  simple dependability  manufacturing
Firms outsource  of highways, components. varies greatly.  capabilities, but
and move airports, and The European Roads are in few vendors
manufacturing ports exists but region has poor condition. have advanced
and services port congestion adequate Ports and technical
offshore instead  is a chronic logistics airports are abilities. The

of integrating

problem. Customs

networks, but

under-

road network is

vertically. A clearance times trans-Ural Russia  developed. well developed.
highly can be lengthy. is not well Excellent port
developed Overall freight developed. facilities.
infrastructure is costs are 20 However,
in place, but percent higher transportation/
urban areas are  than international distribution
saturated. average. costs are high.
Lacks a
network of
refrigerated
and
containerized
trucks and

warehouses to
connect farms
with grocery
retailers.

Source: Adapted from Tarun Khanna, Krishna G. Palepu, and Jayant Sinha, “Strategies That Fit Emerging Markets,” Harvard Business
Review 83, no. 6 (June 2005), p. 69.

27 David Champion, “Mastering the Value Chain: An Interview with Mark Levin of Millennium
Pharmaceuticals,” Harvard Business Review 79, no. 6 (June 2001), pp. 108-115.
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downstream in IKEA’s value chain; the activities associated with shipping furni-
ture kits from factory to store are known as outbound logistics.?8

Physical distribution and logistics are the means by which products are made
available to customers when and where they want them. The most important
distribution activities are order processing, warehousing, inventory management,
and transportation.

Order Processing

Activities relating to order processing provide information inputs that are crit-
ical in fulfilling a customer’s order. Order processing includes order entry, in
which the order is actually entered into a company’s information system; order
handling, which involves locating, assembling, and moving products into
distribution; and order delivery, the process by which products are made avail-
able to the customer.

In some instances the customer is a consumet, as is the case when you place an
order with Amazon.com or Lands’ End. In other instances, the customer is a
channel member. Pepsi Bottling Group recently overhauled its supply chain in an
effort to eliminate out-of-stock situations at retail. The company’s handheld
computers lacked wireless capability and required hookup to landline telephone
service; by upgrading the technology, sales representatives can now enter orders
wirelessly. Warehouse workers are equipped with bar-code scanners and headsets
so they can do a better job of ensuring that each pallet of drink products contains
exactly what retailers have ordered.3!

Inventory Management

Proper inventory management ensures that a company neither runs out of
manufacturing components or finished goods nor incurs the expense and risk
of carrying excessive stocks of these items. Another issue is balancing order-
processing costs against inventory-carrying costs. The more often a product is
ordered, the higher the order-processing costs associated with unloading,
stocking, and related activities. The less frequently a product is ordered, the
higher the inventory-carrying costs, since more product must be kept in inven-
tory to cover the longer period between orders. An important new tool for
inventory management is radio frequency identification (RFID); RFID utilizes
small tags that are attached to pallets, containers, or individual inventory items
(see Case 12-2).

28 A detailed analysis of IKEA's approach to value creation is found in Richard Normann and Rafael
Ramirez, “From Value Chain to Value Constellation: Designing Interactive Strategy,” Harvard
Business Review 71, no. 4 (July-August 1993), pp. 65-77.

29 Tan Bickerton, ““It is All About the Value Chain,”” Financial Times (February 24, 2006), p. 10.

30 Francesco Guerrera, “GE to Shift Output from U.S.” Financial Times (July 27, 2006), p. 27.

31 Chad Terhune, “Supply-Chain Fix for Pepsi,” The Wall Street Journal (June 6, 2006), p. B3.

Figure 12-5

Supply Chain, Value Chain,

and logistics

“At IKEA, we went out into the forest to
see which were the right frees to pick to
optimize production and cost efficiency in
the saw mills.”??

Anders Moberg, Former CEO, IKEA

“We are trying to take advantage of the
global factory. We are a global company;
we should have a supply chain that reflects
our customer base. "0

Keith Sherin, Finance Director, GE
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Table 12-4

Comparison of Major
International Transportation

Modes

Warehousing

Warehouses are used to store goods until they are sold; another type of facility, the
distribution center, is designed to efficiently receive goods from suppliers and then
fill orders for individual stores or customers. Modern distribution and warehousing
is such an automated, high-tech business today that many companies outsource this
function. For example, ODW Logistics Inc. operates several warehouses on behalf of
Deere & Company, Limited Brands, and other customers. Much of ODW's capacity
is in Columbus, Ohio, a major U.S. port of entry for textiles. One of the driving forces
behind the growth of third-party warehousing is the need to reduce fixed costs and
speed up delivery times to customers. ODW adds additional utility by tracking
shipments from the time they leave the factory in, say, China, until they reach
Columbus. This enables the company to alert retailers of possible delays due to
weather or port congestion. In addition, as manufacturers ramp up efforts to use
RFID tags on shipments, ODW will split the cost of the new technology with its
customers. As consultant John Boyd notes, “Right now, distribution warehousing is
the next arena of corporate reengineering and corporate cost-cutting.”?’2

Transportation

Finally, transportation decisions concern the method or mode a company should
utilize when moving products through domestic and global channels. The word
mode implies a choice, and the major transportation mode choices are rail, truck,
air, water, pipeline, and the Internet. Each of these modes has its advantages and
disadvantages, as summarized in Table 12-4. However, a particular mode may be
unavailable in some countries because of an underdeveloped infrastructure or
geographic barriers. Pipelines are highly specialized and used by companies
transporting energy-related resources such as oil and natural gas.

Rail provides an extremely cost-effective means for moving large quantities of
merchandise long distances. In the United States, carriers such as Burlington
Northern Santa Fe (BNSF) account for about 42 percent of all cargo moved when
measured by ton-miles; however, according to figures compiled by Eno
Transportation Foundation, rail accounts for only about 10 percent of total U.S.
freight transportation revenues. Rail’s capability is second only to water in terms
of the variety of products that can be transported. However, trains are less reliable
than trucks. Poor track maintenance leads to derailments, and bottlenecks on
heavily traveled lines can create delays.

Trucks are an excellent mode for both long-haul, transcontinental transport and
local delivery of goods. In nations with well-developed highway systems, truck
freight provides the highest level of accessibility of any mode. Thanks to modern
information technology, truck shipments are also easily traced. According to the
American Trucking Association, in the United States alone, the trucking industry

Rail average average average high high low
Water  low low slow low high low
Truck high varies fast high high high
Air high high fast low moderate high
Pipeline high low slow low low moderate
Internet  high low moderate moderate; low high

to fast increasing

Source: Containerization Infernational.

32 Kris Maher, “Global Goods Jugglers,” The Wall Street Journal (July 5, 2005), pp. All, A12.
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FedEx Express is a unit of Memphis-
based FedEx Corporation. With
operations in more than 220
countries, FedEx Express is the
world’s leading express delivery
provider. China is the world'’s
second-largest domestic air-cargo
market, and FedEx forecasts that
market growth there will average
10 percent annually over the next
15 years. FedEx recently spent
$400 million to buy out its Chinese
joint venture partner. In addition,
FedEx is now offering the first
guaranteed overnight express-delivery
service in China, with deliveries to
more than 100 cities.

handles nearly 70 percent of all freight tonnage; in 2003, the industry generated
revenues of $610 billion. Thanks to government deregulation and a business trend
toward focusing on core competencies, companies such as General Motors, Hewlett-
Packard, and PPG Industries are turning to transportation companies for assistance.

challenges in the global marketplace

Foreign Management of U.S. Ports

In 2006, a controversy erupted in the United States after a British
company, Peninsular & Oriental Steam Navigation (P&O) was
acquired by Dubai Ports World (DP World) for $6.8 billion. P&O is
a seaport operator with a strong global presence, including the
United States. DP World was eager to expand in the U.S. market,
and P&O was an attractive acquisition target. However, the deal
meant that some container ports in six U.S. cities—New York,
Elizabeth (New Jersey), Philadelphia, Baltimore, Miami, and New
Orleans—would be operated by a unit of a Middle Eastern
company.

The ensuing media scrutiny and popular backlash were part
of a broader concern shared by many Americans that U.S. offi-
cials were not being sufficiently vigilant about globalization’s
potentially negative aspects. Dubai is one of seven semiau-
tonomous regions that comprise the United Arab Emirates (UAE).
The UAE has a history of possible links to terrorism; not surpris-
ingly, the uproar in America stemmed from concerns about
national security. Specifically, it was suggested that the Middle
East connection would allow ferror groups to gather information
about U.S. port procedures and, perhaps, infiltrate the workforce.

However, some observers were quick to point out that compa-
nies based in China, Taiwan, Japan, Denmark, and other coun-
tries already manage some 30 percent of America’s container
ports. Many ports have multiple terminals, and each terminal can
have a different foreign operator. The operators are often sub-
sidiaries of foreign shipping companies; as one can see from
examining Table 12-5, most of the major shipping companies
are headquartered outside the United States. Peter Shaef is

managing director of a merchant bank specializing in the trans-
portation industry. He says, “I don't think Americans have any
realization of the global nature of the maritime industry.”

Before the controversy became front-page news, DP World's
proposed acquisition of P&O had already been approved by the
Committee on Foreign Investment in the United States (CFIUS).
Units of the U.S. Homeland Security Department would control
security at the ports in questions, and DP World would be required
to comply with all security policies and protocols. In early March
2006, a House panel voted overwhelming to block the deal. For
his part, U.S. president George W. Bush vowed to veto any such
attempt by Congress. However, as the controversy reached a
peak, DP World announced that it would divest itself of holdings
that were associated with U.S. ports. Although some claimed vic-
tory in this particular battle, others noted that the war had ended
years ago. As George Washington University professor Prabir
Bagchi noted, “For a long time in the United States, no one wanted
stevedoring on their business card because it was not a glamorous
job. Control of many of those low-paying jobs went east, and now
look who's cheapest and best at providing customer service.”

Sources: Youssef M. lbrahim, “Ports Deal Collapse: A Lesson for the World,” USA
Today (March 15, 2006), p. 13A; Greg Hitt and Sarah Ellison, “Abandon Ship:
Dubai Firm Bows to Public Outcry,” The Wall Street Journal (March 10, 2006),
pp. Al, A17; Laura Meckler and Daniel Machalaba, “Port Deal: Not a Foreign
Idea,” The Wall Street Journal (March 9, 2006), pp. B1, B5; Robert Wright, “A
Steady Pilot in the Storm,” Financial Times (February 25/26, 2006), p. 7; Simon
Romero and Heather Timmons, “A Ship Already Sailed,” The New York Times
(February 24, 2006), pp. C1, C13; Bruce Stanley, “The Grab for Container Ports,”
The Wall Street Journal (January 1, 2006, p. B4.
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America’s ongoing concerns about
globalization and the threat of
terrorism were evident in protests
against the proposed 2006 deal that
would have allowed a company
owned by an Arab government to
acquire U.S. port facilities.

Table 12-5

Leading Shipping lines

There are two main types of water transportation. Inland water transportation is
an extremely low-cost mode generally used to move agricultural commodities,
petroleum, fertilizers, and other goods that, by their nature, lend themselves to
bulk shipping via barge. However, inland water transportation can be slow and
subject to weather-related delays. Virtually any product can be shipped via ocean
transportation. The world’s deep-water ports can receive a variety of types of
ocean-going vessels, such as container vessels, bulk and break-bulk vessels, and
roll-on, roll-off (ro-ro) vessels. Although sailing times are not competitive with air
transportation, it is generally more cost effective to ship large quantities of
merchandise via ocean than by air. Denmark’s Maersk Sealand is the world’s
largest shipping container line (see Table 12-5). Why is water rated “low” in relia-
bility? In any given year, approximately 200 freighters sink due to bad weather or
other factors. Compounding the tragic loss of human lives is the fact that the cargo
ends up on the ocean floor. Cargo can sometimes be lost without a ship sinking.
For example, in 1997, a huge wave rocked the freighter Tokio Express in the waters
off Land’s End, England. Several dozen shipping containers were tossed over-
board, including one containing nearly 5 million LEGO pieces. The container was
bound for Connecticut, where the LEGO pieces were to be assembled in kits. One
year later, LEGO pieces began washing ashore in Florida!

Air is the fastest transport mode and the carrier of choice for perishable
exports such as flowers or fresh fish, but it is also the most expensive. The size and
the weight of an item may determine that it is more cost effective to ship via air

Number of Capacity 20-Foot Units

Carrier Vessels (thousands)
Maersk Sealand (Denmark) 324 816
Evergreen Marine (Taiwan) 209 493
P&O Nedlloyd (United Kingdom) 155 414
Hanjin Shipping (South Korea) 76 414
American President Lines 78 260
(United States)

Cosco (China) 136 257

CP Ships (United Kingdom) 85 193
CMA-CGM (France) 74 191
NYK Line (Japan) 61 189

Source: Containerization International.
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than ocean. If a shipment’s delivery is time sensitive, such as emergency parts
replacement, air is also the logical mode.

Thanks to the digital revolution, the Internet is becoming an important trans-
portation mode that is associated with several advantages and one major disad-
vantage. First, the bad news: the Internet’s capability is low. As Nicolas
Negroponte of MIT’s Media Lab has famously observed, as long as something
consists of atoms, it cannot be shipped via the Internet. However, anything that
can be digitized—including text, voice, music, pictures, and video—can be sent
via the Internet. Advantages include low cost and high reliability. Accessibility is
increasing as global PC demand increases; today, it is estimated that more than
600 million households have Internet access. Accessibility is also growing thanks
to telecommunications innovations that allow cell phones and other wireless digi-
tal devices to access the Internet. Speed depends on several factors, including
bandwidth. As broadband technology becomes more widespread and compres-
sion technology improves, the speed at which large digital files such as full-length
motion pictures can be downloaded will increase dramatically.

Channel strategy involves an analysis of each shipping mode to determine
which mode, or combination of modes, will be both effective and efficient in a
given situation. A number of firms specializing in third-party logistics are avail-
able to help companies with transportation logistics. For example, C.H. Robinson
Worldwide matches shippers with trucking companies and other carriers in all
parts of the world. An aspect of transportation technology that has revolutionized
global trade is containerization—a concept that was first utilized in the United
States starting in the mid-1950s. Containerization refers to the practice of loading
ocean-going freight into steel boxes measuring 20 feet, 40 feet, or longer.
Containerization offers many advantages, including flexibility in the product that
can be shipped via container, as well as flexibility in shipping modes. Intermodal
transportation of goods involves a combination of land and water shipping from
producer to customer.3? In the United States alone, railroads handle more than
$150 billion in seaport goods, a statistic that is a testament to intermodal trans-
portation’s growing importance. Unfortunately, lack of investment in America’s

Prior to 1985, the Port of New York
was the busiest container port in the
world. Then, New York went into
decline as ports on the West coast
and the South courted freight lines.
Now, thanks to a high tide of imports
from Asia, the Port of New York is
experiencing a resurgence of traffic.
Giant freighters leave China and
travel through the Panama Canal.

Source: Keith Meyers/ The New York Times.

33 For an excellent case study of the evolution of intermodal technology in the United States, see
Jon R. Katzenback and Douglas K. Smith, The Wisdom of Teams: Creating the High-Performance
Organization (New York: HarperBusiness, 1994), chapter 2.
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rail infrastructure has resulted in delays at seaports. As Bernard LalLonde, a
professor of transportation and logistics, noted, “It’s the Achilles” heel of global
distribution. The ships keep getting bigger and faster. Trade keeps growing. But
we don’t have the rail links we need.”3*

Use of a particular mode of transportation may be dictated by a particular
market situation, by the company’s overall strategy, or by conditions at the port
of importation. For example, every November, winemakers from France’s
Beaujolais region participate in a promotion celebrating the release of the current
vintage. Although wine destined for European markets may travel by rail or
truck, U.S.-bound wine is shipped via air freight. Normally, owing to weight and
bulk considerations, French wine makes the transatlantic journey by water.
Similarly, Acer Group ships motherboards and other high-tech components from
Taiwan via air freight to ensure that the latest technology is incorporated into its
computers. Bangladesh’s primary port, Chittagong, is subject to frequent delays
and strikes, which forces Gap and other clothing companies to ship via air. Every
Christmas, supplies of the season’s hottest-selling toys and electronics products
are shipped via air from factories in Asia to ensure just-in-time delivery by Santa
Claus. Sony’s PS3 is a case in point; in the fall of 2006, the company shipped
hundreds of thousands of units by air to the United States. Likewise, in 2007, the
first shipments of Apple’s highly anticipated iPhone arrived in the United States
via air freight. An estimated $1 billion is added to U.S. shipping costs each year
because companies are forced to compensate for railway delays by keeping more
components or parts in inventory or by shipping via air.

Logistics Management: A Brief Case Study

The term logistics management describes the integration of activities necessary
to ensure the efficient flow of raw materials, in-process inventory, and finished
goods from producers to customers. JCPenney provides a case study in the
changing face of logistics, physical distribution, and retail supply chains in
the twenty-first century. Several years ago, JCPenney’s management team made
a key decision to outsource most elements of its private-label shirt supply chain
to TAL Apparel Ltd. of Hong Kong. JCPenney’s North American stores carry
virtually no extra inventory of house-brand shirts; when an individual shirt is
sold, EPOS scanner data is transmitted directly to Hong Kong. TAL's proprietary
computer model then determines whether to replenish the store with the same
size, color, and style. Replacement shirts are sent directly to stores without pass-
ing through JCPenney’s warehouse system; sometimes the shirts are sent via air,
sometimes by ship. This approach represents a dramatic departure from past
practices; JCPenney typically carried six months” worth of inventory in its ware-
houses and three months” inventory in stores. By working more closely with
TAL, JCPenney can lower its inventory costs, reduce the quantity of goods that
have to be marked down, and respond more quickly to changing consumer tastes
and fashion styles. As Wai-Chan Chan of McKinsey & Company Hong Kong
noted, “You are giving away a pretty important function when you outsource
your inventory management. That’s something that not a lot of retailers want to
part with.”3

34 Daniel Machalaba, “Cargo Hold: As U.S. Seaports Get Busier, Weak Point Is a Surprise: Railroads,”
The Wall Street Journal (September 19, 1996), p. Al.

% Alexandra Harney, “Technology Takes the Wrinkles Out of Textiles Manufacturing, “ Financial
Times (January 11, 2006), p.11. See also Gabriel Kahn, “Made to Measure: Invisible Supplier Has
Penney’s Shirts All Buttoned Up,” The Wall Street Journal (September 11, 2003), pp. A1, A9.
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A channel of distribution is the network of agencies
and institutions that links producers with users.
Physical distribution is the movement of goods
through channels. Business—to-consumer (b-to-c or
B2C) marketing uses consumer channels; business-
to-business (b-to-b or B2B) marketing employs
industrial channels to deliver products to
manufacturers or other types of organizations.
Distributors and agents are key intermediaries in
both channel types Channel decisions are difficult to
manage globally because of the variation in channel
structures from country to country. Marketing
channels can create place utility, time utility, form
utility, and information utility for buyers. The
characteristics of customers, products, middlemen,
and environment all affect channel design and
strategy.

Consumer channels may be relatively direct,
utilizing direct mail or door-to-door selling, as well as
manufacturer-owned stores. A combination of
manufacturers’ sales force, agents-brokers, and
wholesalers may also be used. Piggyback marketing
is a distribution innovation in which one manu-
facturer gains distribution in a particular country
market by “riding along” with the products of
another manufacturer. Channels for industrial pro-
ducts are less varied, with manufacturer’s sales force,
wholesalers, and dealers or agents used.

Global retailing is a growing trend as successful
retailers expand around the world in support of
growth objectives. Retail distribution takes many
different forms, including department stores, spe-
cialty retailers, supermarkets, convenience stores,

1. In what ways can channel intermediaries create
utility for buyers?

2. What factors influence the channel structures
and strategies available to global marketers?

3. What is cherry picking? What approaches can be
used to deal with this problem?

4.Compare and contrast the typical channel
structures for consumer products and industrial
products.

5.Identify the different forms of retailing, and cite
an example of each form. Identify retailers from
as many different countries as you can.

discount stores, warehouse clubs, hypermarkets,
supercenters, category killers, and outlet stores and
outlet malls. Selection, price, store location, and
customer service are a few of the competencies
that can be used strategically to enter a new market. It
is possible to classify retailers in a matrix that
distinguishes companies offering few product cate-
gories with an own-label focus; many categories-
own-label focus; few categories-manufacturer-brand
focus; and many categories-manufacturer-brand
focus. Global retail expansion can be achieved via
organic growth, franchising, acquisition, and joint
venture.

Transportation and physical distribution issues
are critically important in a company’s value chain
because of the geographical distances involved in
sourcing products and serving customers in different
parts of the world. A company’s supply chain
includes all the firms that perform support activities
such as generating raw materials or fabricating
components. Logistics and logistics management
integrate the activities of all companies in a firm’s
value chain to ensure an efficient flow of goods
through the supply chain. Important activities
include order processing, warehousing, and
inventory management. To cut costs and improve
efficiency, many companies are reconfiguring their
supply chains by outsourcing some or all of these
activities. Six transportation modes—air, truck,
water, rail, pipeline, and Internet—are widely used in
global distribution. Distributing products around the
globe is made easier by containerization and
intermodal transportation.

6.Identify the four retail market expansion
strategies discussed in the text. What factors
determine the appropriate mode?

7. Briefly discuss the global issues associated with
physical distribution and transportation logistics.
Cite one example of a company that is making
efficiency improvements in its channel or physical
distribution arrangements.

8. What special distribution challenges exist in
Japan? What is the best way for a non-Japanese
company to deal with these challenges?

discussion
questions
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build your
glohal
marketing
skills

suggested
readings

Each December, Chain Store Age magazine publishes
its survey of the world’s largest retailers. The top-
ranked companies for 2005 are shown in Table 12-1.
Browse through the list and choose any company that
interests you. Compare its 2005 ranking with the most
recent ranking (which you can find either by referring
to the print version of Chain Store Age or by visiting

Charles Fishman, The Wal-Mart Effect (London:
Penguin Press, 2005).

Is global retailing giant Wal-Mart a hero or a villain?
Writing in Financial Times, a reviewer noted, “Wal-Mart
isn’t subject to market forces because it’s creating
them.”

Marc Levinson, The Box (Princeton, New Jersey:
Princeton University Press, 2005).

The story of entrepreneur Malcolm McClean’s
distribution revolution. As author Levinson points

www. chainstoreage. com). How have the industry
rankings changed? Consult additional sources (e.g.,
magazine articles, annual reports, the company’s Web
site) to enhance your understanding of the factors and
forces that contributed to the company’s move up or
down in the rankings. What do the current rankings
tell you about changes in global retailing?

out, “McClean’s big insight was that the customer
doesn’t care how you're shipping the goods. The
customer wants to get it from here to there cheap
and on time. The customer doesn’t care if it goes
by air or land or sea.” A reviewer in the Economist
noted, “Levinson makes a strong case that it was
McClean’s thinking that led to modern-day
containerization. Without the container, there
would be no globalization.”
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Case 12-1

Carrefour Expands Abroad

Hypermarkets are giant stores as big as four or more football
fields. Part supermarket and part department store, they
feature a wide array of product categories—groceries, toys,
furniture, fast food, and financial services—all beneath one
roof. Hypermarkets have flourished in Europe for more than
three decades. France’s Carrefour SA opened the first hyper-
market in 1963; with help from the French government, zon-
ing laws ensured that competing stores would be kept from the
vicinity. By 1973, the hypermarket concept had been intro-
duced in Spain; today, Carrefour is the world’s most global
retailer with 10,000 stores in 30 countries. Most of the
European stores were well established before competing
retailing concepts such as shopping malls and discount stores
made the Atlantic crossing from America. Now the hypermar-
ket concept is being transplanted around the globe. Carrefour
has established a strong presence in Asia; in December
2000, it became the first foreign retailer to open a hypermar-
ket in Japan.

In the United States, retailing channels are quite diverse. In
addition to long-entrenched shopping malls and discount stores,
wholesale clubs such as Pace and Sam’s offer rock-bottom
prices, and Toys “R” Us, Circuit City, and other “category killers”
offer tremendous depth in particular product categories. In
February 1988, Carrefour (“Crossroads” in French) opened its
first U.S. hypermarket, a gigantic store in Philadelphia with
330,000 square feet of floor space. Carrefour soon built a sec-
ond American unit, but then shut down both stores in October
1993. The problem2 Many shoppers simply found the stores too
big and too overwhelming. Also, although the product assort-
ment was very broad, there was litle depth in some product
categories. For many products, only one brand or one flavor
was available.

“In the future, we will have local companies or global companies but not much
in between. Globalization will lead those who are not in the first team, or who
are national retailers, to make alliances.”

Daniel Bernard, Former Chairman and Chief Executive, Carrefour

Despite problems in the United States, hypermarkets
are thriving elsewhere. There are several reasons for this.
First, in countries where shoppers must visit many smaller
stores or markets to complete their shopping, the megastore
concept is viewed as a welcome innovation, even though
many customers feel loyalty to traditional family-owned
stores. Also, hypermarket operators offer free parking in
spacious lots, a lure to shoppers in countries where parking
spaces are in short supply. A third reason is demographic:
As more women enter the workforce, they have less time to
shop. While U.S. shoppers can choose from many discount
stores and supermarkets, consumers in other countries find
that hypermarkets are the only convenient alternative to
shopping store-to-store.

Venezuela’s first hypermarket, Tiendas Exito, opened in
May 2001. A French-Venezuelan-Colombian partnership
opened the store despite Venezuela's relatively small popula-
tion of 24 million people and an economy mired in recession.
The partners reasoned that the soaring cost of living would
motivate consumers to go bargain hunting.

Carrefour is still fine-tuning its global strategy. In
November 1999, it acquired French rival Promodés; valued
at $13.6 billion, the deal was the world’s largest retail
acquisition. In their quest to build a global brand, Carrefour
executives changed the names of hundreds of Promodés’
Pryca and Continent stores in Spain and France to
Carrefour. Confused by the changes, some shoppers took
their business elsewhere. Meanwhile a competitor, the
Netherlands-based supermarket operator Royal Ahold NV,
is retaining local store names as it expands around the
globe. As the company’s chief executive said, “Everything
the customer sees, we localize. Everything they don't see,
we globalize.” Carrefour has pulled out of Japan, Mexico,
and South Korea while establishing a presence in markets
with stronger potential such as China and Brazil. Expansion
plans unveiled in 2006 called for opening 100 new stores
each year through 2008. Approximately one-fourth of the
new stores will be in China.

“Carrefour has a proud history as the most international retailer, planting its
flags in many countries. But | am not proud of putting my banner anywhere,
at any price.

José Luis Duran, Chief Executive, Carrefour

Meanwhile, at home in France, Carrefour is facing
infense competition from Aldi and other so-called “hard dis-
counter” chains that feature private-label brands at lower
prices. The French market is critical because it generates
60 percent of Carrefour’s profits. After José Luis Duran
became chief executive in 2005, one of his first priorities was
“to get France right.” Duran sent a message to his French store
managers: henceforth, a major part of bonuses would be
based on price competitiveness. Following Wal-Mart's strat-
egy, Duran put an end to one-time discounts and implemented
across-the-board low prices. Although Carrefour’s financial
results for 2005 were hurt by a profit decline in France, sales
and market share increased.
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Having addressed the price issue, Duran set about
improving service in an effort to win customers from specialty
stores. Stores that were understaffed have added more per-
sonnel. Duran is also taking a more flexible approach to store
size and design; it is trying new formats such as “Mini-Hyper”
and “Carrefour Express,” a scaled-down supermarket.

Discussion Questions

1. What is the biggest competitive threat facing Carrefour
as it expands in global markets?

2. Carrefour is currently the top global retailer in China.
What must it do to maintain its leadership position as
Wal-Mart expands operations there?

Case 12-2

The Future of RFID

Since the mid-1970s, shoppers in many parts of the world
have been accustomed to laser scanners at checkout coun-
ters that scan bar codes on purchased items. Now, manufac-
turers and retailers are rolling out a new technology that
could one day enable them to take a closer look at all the
items in a person’s grocery bag. RFID is a new technology
employing tiny tags equipped with microchips and anten-
nas. Developed at the Massachusetts Institute of Technology’s
Auto-ID Center, RFID has been used for such applications as
security and access control and toll collection on roads and
bridges. In October 2003, responsibility for commercializ-
ing RFID was turned over to EPCglobal, a joint venture cre-
ated by the U.S.-based Uniform Code Council and Europe’s
EAN. Now, global companies are assessing the technology
as a means of improving supply chain management. RFID
tags can facilitate a company’s efforts to track the location of
components and parts as they move along an assembly line,
or shipping containers as they move from global factories to
retailers in various parts of the world. The tags currently cost
about $0.25 each, and, thus, are too expensive to put on

Sources: Cecilie, Rohwedder, “Market Mover: A New Chief Seeks to Make French
Retailing Giant Nimbler,” The Wall Street Journal (November 30, 2006), pp. Al,
A14; Adam Jones and Elizabeth Rigby, “Carrefour Gets Competitive,” Financial
Times (March 10, 2006), p. 6; Robert Guy Maithews, “Problems in Carrefour’s
Home Market Sank CEQ,” The Wall Street Journal (February 4, 2005), pp. Al, A10;
Sarah Ellison, “Carrefour and Ahold Find Shoppers Like to Think Local,” The Wall
Street Journal (August 31, 2001) p. A5; Marc Lifsher, “Will Venezuelans Shun Mom
and Pop for the Hypermarket?” The Wall Street Journal (June 28, 2001) p. A13;
Peggy Hollinger, “Carrefour’s Revolutionary,” Financial Times (December 4, 1998),
p. 14; Laurie Underwood, “Consumers at a Crossroad,” Free China Review
(February 2, 1995), pp. 66—67; Laurie M. Grossman, “Hypermarkets: A Sure-Fire
Hit Bombs,” The Wall Street Journal (June 25, 1992), p. B1.

individual items. Even so, privacy advocates are already
speaking out against the technology.

Katherine Albrecht is director of Citizens Against
Supermarket Privacy Invasion and Numbering (Caspian), a
consumer advocacy group that has previously targeted such
common marketing techniques as shopper loyalty cards. Why
all the fuss about an issue that is basically a matter of supply
chain management? Albrecht, a doctoral student at Harvard
University, is concerned that, if tags are embedded in cloth-
ing, companies—or government agencies—will be able to
track the movements of the people wearing the clothes. She
cautions, “Very few people grasp the enormity of this.”
Albrecht established a Web site (www.spychips.org) to help
spread the word worldwide. Concerned about these activi-
ties, the Grocery Manufacturers Association began delving
into Albrecht's personal background in an attempt to discredit
or embarrass her. The ploy backfired when an internal GMA
e-mail was inadvertently sent to Albrecht; the GMA subse-
quently issued an apology.

Benetton has already responded to the negative publicity
surrounding the tags by reassuring consumers that it does not
attach tags to any individual clothing items in its stores. In
spring 2003, Wal-Mart canceled an experimental program
that would have placed radio tags on razors and blades.
During a trial program at the Tesco supermarket chain in Great
Britain, consumers who bought tagged Gillette razors were
photographed. In this test, the goal was to prevent shoplifting;
each photo was deleted when the shopper paid for the razor at
checkout. Europe’s Metro Group supermarket chain went
ahead with a two-month experiment that entailed setting up so-
called smart shelves in German stores to track the presence of
tagged items. After obtaining a Metro loyalty card, Albrecht
discovered a hidden RFID chip in it. Metro could use the cards
in conjunction with tagged grocery items to track all customer
purchases. After Albrecht went public with the news, Metro
recalled the cards and promised that it would no longer distrib-
ute tagged cards.

Despite the controversy, Wal-Mart is moving ahead with
plans to integrate RFID into its supply chain. The company has
told its top suppliers that, effective January 2005, they must
attach RFIDs to each pallet and case of product. In typical
Wal-Mart fashion, the retailer has stipulated that suppliers
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must absorb the cost of implementing the RFID program.
Despite the cost involved and the controversy surrounding the
privacy issue, RFID promises to benefit consumers and chan-
nel intermediaries alike. Even though Wal-Mart boasts the
industry’s most sophisticated inventory management system,
one study found that, at any given moment, 7 percent of items
that shoppers expect to find at Wal-Mart are temporarily out
of stock. Because retailers will be able to pinpoint the exact
location of a shipment, loss due to theft or simple error will be
reduced. Stores can reduce the amount of excess inventory
they carry, and consumers will be less likely to be disap-
pointed by an out-of-stock situation.

The controversy gained new traction in fall 2005 when
Albrecht published a book titled Spychips: How Major
Corporations and Government Plan to Track Your Every Move
with RFID. In its first week, Spychips was in the top 10 of
Amazon.com’s nonfiction best-seller list. Albrecht also began
producing and distributing DVDs about the potential perils of
RFID. Meanwhile, retailers and marketers proceeded with
efforts to implement RFID-based inventory systems. Improved,
second-generation tags were introduced in 2006. Dick
Cantrell, who supervises Procter & Gamble’s RFID program, is
enthusiastic about the technology’s potential. As he told the
Financial Times, “Now we are establishing a new way of

doing business and P&G is committed, and | know that
Wal-Mart is committed at a high level.”

Discussion Questions
1. Why do you think Katherine Albrecht is suspicious of the
retail industry’s motives for employing RFID2
2. What should the retail industry do in response to the
mounting controversy over RFID2
3. Should retailers be forced to disclose when they are using
RFID chips on products2

Sources: Juck Neff, “Surprising Bestseller Blasts P&G, Wal-Mart,” Advertising Age
(October 17, 2005), p. 6; Peter Sanders, “Casinos Bet on Radio-ID Gambling Chips,” The
Wall Street Journal (May 15, 2005), pp. B1, B7; Neff, “Privacy Activist Albrecht
Tackles Marketers Head On,” Advertising Age (April 19, 2004), p. 54; Barnaby J. Feder,
“Wal-Mart Hits More Snags in lts Push to Use Radio Tags to Track Goods,” The New York
Times (March 29, 2004), p. C4; John Gapper, “Privacy Gets a Price-Tag When Bugs Go
Shopping,” Financial Times (March 2, 2004), p. 13; Kevin J. Delaney, “Inventory Tool fo
Launch in Germany,” The Wall Street Journal (January 12, 2004), p. B5; Neff,
“P&G Products to Wear Wire,” Advertising Age (December 15, 2003), pp. 1, 32; Feder,
“Wal-Mart Plan Could Cost Suppliers Millions,” The New York Times (November 10,
2003), p. (2; Feder, “How to Find that Needle Hopelessly Lost in the Haystack,” The
New York Times (September 29, 2003), pp. C1, (4.
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