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 Overview


As the economy floundered during Mexico’s 1982 crisis, Dietrich Hermann, CTM’s controller, scrambled to hedge the company’s $20 million-denominated debt. The cost of hedging seemed unreasonably high, yet the risk of not doing so seemed even greater. Decisions had to be made on the spot, yet standard operating procedures for such transactions called for multiple-level approvals. The race was on! Could the company approve the financial operation before it was too late? Would the banks sign the needed documents in time? With the firm’s survival in his hands, yet seemingly out of his control, Hermann suddenly understood why, when he accepted the controllership of Compañía Telefónica Mexicana, he was told that it would be the challenge of his life. On the other side of the globe, in India, Sundara Raman couldn’t sleep. That morning he had hired a new water carrier to serve the employees in the branch of the state-owned bank he managed. All of a sudden work at the bank seemed to come to an abrupt halt. The word had spread that the new water carrier was an “untouchable.” The next day Raman would have to find a solution to the problem, but which?

Raman’s and Hermann’s problems are just two of many the reader will wrestle with while analyzing the cases we present in this book. The problems are challenging, and the less-developed country (LDC) environments managers must face are complex and diverse. To master the art and science of managing in developing country environments is a demanding task, given their distinctive features. The government seems to be everywhere, controlling prices and foreign exchange, restraining raw material imports, providing credit, buying finished products, regulating expansion, entry, and exit. Conventional strategic planning tools seem inadequate, as demand gyrates, inflation soars, exchange rates tumble, costs change by leaps and bounds, and competitors come and go when borders are opened and closed to international competition.



OBJECTIVES OF THE BOOK


Maybe the picture painted just now is somewhat extreme; not all of those changes take place in every developing country, and in those where they do, not necessarily all come at the same time. Yet the picture is revealing. Managing in LDCs is different and requires new analytical tools and a heightened awareness to cope with the ever changing environment. This book will provide the reader with an opportunity to wrestle, through a series of real-life cases, with the distinctive problems and special opportunities that managers working in, or dealing with, LDCs are likely to encounter. By analyzing the cases students will get their feet wet before having to dive head first into the turbulent yet invigorating waters of LDC management. The hope is also that for managers in developed countries the book will provide vivid illustrations of the issues with which their colleagues in LDCs must deal, thereby improving the understanding of each other’s problems and the ability to interact.

Through the analysis of the cases, we hope readers will (1) deepen their understanding of the managerial realities of developing countries’ environments, their commonalities and their diversity, and (2) increase their ability to deal systematically with the strategic and operating issues, problems, and opportunities facing them. As will become apparent, the problems are tough but manageable, and the opportunities are exciting and abundant.



IMPORTANCE OF LDCs


If indeed the difficulties of LDC management are great, one might ask, Why bother? The answer is simple: Developing countries are much too important in economic and human terms to be ignored. Given the interdependence of today’s global economy, the incentives to learn how to handle the problems are significant. Firms that master the intricacies of operating in LDCs can achieve competitive advantage, while contributing to economic development in the Third World.

Over two-thirds of the world’s surface area belongs to developing countries, and so most of the world’s supplies of certain minerals and agricultural products come from those countries. LDCs are, and can be expected to remain, key suppliers of many vital commodities.

Some three-quarters of our planet’s 5 billion people live in developing countries. Since LDC workers receive low wages relative to their DC counterparts, developing countries have an enormous pool of low-cost labor that gives them a potential comparative advantage in labor-intensive products. The global sourcing strategies of many DC-multinationals, along with the increased emphasis on export-led development strategies of many LDCs, make it realistic to expect that these countries will continue to play an increasingly vital role as exporters of manufactured goods and of services to DCs. Developed country imports of manufactured goods from low- and middle-income countries increased forty-five-fold, from $4 billion to $180 billion, in the twenty years between 1967 and 1987.1 (Imports from other developed countries increased only fourteen times during the same period.) In general, while total exports by DCs grew at an average rate of 3.3% between 1980 and 1987, LDC exports grew at 5.0%—a reversal of the relative growth rates of DC and LDC exports during the 1965-80 period.2

The demand for goods by the developing countries’ 4 billion inhabitants is enormous. LDCs’ population is expected to grow during the next decade at an average annual rate of 1.9%, more than twice the DCs’ rate of growth. By the year 2000, in the developing countries there will be 5 billion potential customers, 1 billion more than today! Even with relatively low levels of per capita GNP, 5 billion people represent monumental markets. The demand, moreover, is not only for consumer goods. LDCs are continually increasing their manufacturing capacity, creating what appears to be an insatiable demand for producer and capital goods. This demand is heightened by the large infrastructure development needs of such countries: additional transportation, education, and health care facilities; expanded energy generation and distribution systems; and effective telecommunications networks, to name some. In short, LDCs’ demand for goods translates into opportunities for exports from DCs and for productive investments in LDCs by multinational corporations and local investors alike.

Developing countries need capital to develop. LDCs have imported capital from private lenders, investors, and governments. The total amounts of capital transferred and its sources have fluctuated widely. Capital flows to LDCs more than doubled between 1970 and 1981, reaching U.S. $135.7 billion, and then were halved in the next five years.

While government lending, in the form of development assistance and as nonconcessional flows, has traditionally represented the bulk of capital transferred to LDCs, private flows became increasingly important in the late 1970s and early 1980s, reflecting the recycling of petrodollars by the international banks. Capital flows to LDCs peaked in 1981; that year private lenders provided over half of all transfers. By 1986, not only had the total amount transferred shrunk, but the private portion of those transfers fell to less than one-third of the total as the international banks cut their lending in the face of the LDC debt crisis.

The large indebtedness accumulated during the 1970s and early 1980s has created a critical situation for most developing countries. Real interest rates soared while commodity prices and LDC-exports plummeted, as recession in the industrial countries sharply reduced their demand for imports. The result was an ever growing debt that could not be serviced adequately. In the ten years between 1979 and 1989, debt for all LDCs climbed from approximately one-quarter to one-half of GNP. The result is that today approximately one out of every four dollars of LDC exports must be devoted to debt service payments, hobbling these countries’ development efforts.

As LDCs struggled to service their debt, as developed countries curtailed the flow of new funds, and as eroding confidence gave rise to massive capital flight from LDCs, the net flow of funds reversed itself. Since 1984 the developing countries became net suppliers of capital to the industrial nations. With ever increasing need for new funds, ongoing debt servicing repayments, and the imperative of alleviating the human suffering pervasive in so many LDCs, these countries need a new reversal in the flow of funds. With declining private bank lending, the importance of attracting new foreign direct investment and official assistance has become paramount in most LDC governments’ financing agendas. LDCs will continue as important actors in the international financial markets.



LDC DIVERSITY


Developing countries stand out by their differences as much as by their similarities, and providing a broad picture, as we have done above, risks creating an impression of homogeneity. LDCs, of course, differ in many ways, including geography, culture, surface area, population, resource endowments, economic growth patterns, industrial structure, political stability, economic stability, and health status. One of our objectives in choosing the cases in this book has been to provide the reader with a broad picture that highlights this diversity. While we cannot be comprehensive in this endeavor, the reader will find in the next few paragraphs that the cases chosen capture considerable diversity.

Geography and Culture

We include cases that take place in Latin America (Brazil, Colombia, Ecuador, Mexico, Nicaragua, Peru, and Puerto Rico), in Africa (Nigeria, Zaïre, and Zambia), and in diverse regions of Asia (Bangladesh, China, India, Indonesia, Korea, Pakistan, Sri Lanka, and Thailand). Geographic diversity also gives our sample cultural variety.

Economic Growth and Level of Economic Development

In the “Citibank in Zaïre” case we find a major international bank struggling to put together a syndicated loan for Zaïre, a country that in the 1965-87 period had a negative (-2.4%) average growth in GNP per capita. Zaïre’s per capita GNP was a scant U.S. $150 in 1987. This contrasts sharply with “Daidong Mould and Injection Co.’s” home country, Korea, where per capita GNP grew during the same twenty-two-year period by an impressive average annual rate of 6.2%, reaching U.S. $2,690 by 1987.3

The relatively high per capita GNP places Korea among the so-called newly industrialized countries (NICs). Brazil and Mexico (1987 GNP per capita of U.S. $2,020 and $1,830, respectively) are other NICs included in our sample.

Size and Population

“Nike in China” exposes the reader to the largest developing country. China’s enormous land mass—more than 9,500 square kilometers (sq. km.)—harbors the greatest population in the world—more than a billion. India, another mega-population country with some 800 million inhabitants, is where “The Untouchable Water Carrier” case is set.

In sharp contrast with vast India and China stands tiny Nicaragua. This country, where the “Standard Fruit Co.” and “Pandol Brothers, Inc.” cases take place, has barely 3.5 million inhabitants and occupies 130,000 sq. km. It would require some two hundred ninety Nicaraguas to make one country with China’s population! When we look at “Industrias del Maiz,” we find ourselves in Ecuador, another small country, with under 10 million inhabitants and 284,000 sq. km. Yet not all small countries are small along both dimensions, population and geography. The site of “Population Services International’s” (PSI) social marketing program for birth control contraceptives is Bangladesh, the world’s most densely populated country with more than 110 million inhabitants crowded into less than 160,000 sq. km. Bangladesh’s 685 inhabitants per sq. km. contrast sharply with Zaïre’s 14.

Industrial Structure and Resource Endowment

Our sample countries include diverse industrial structures. We find “EMBRAER” exporting aircraft from Brazil, where agriculture represents only 11% of the GDP, while PSI works in Bangladesh, where almost half of the country’s gross domestic product comes from agriculture.

When agriculture represents a small percentage of a country’s GDP, one might assume that the country is fairly industrialized, but such a conclusion can be erroneous. For example, in Peru, home of “Industrias del Maiz’s” parent, agriculture represents only 11% of GDP, the same as in Brazil. That results not from a comparable level of industrial development in Peru but from the large role played by mining in that country’s economy. Our sample includes a sprinkling of countries that are natural- resource-rich—Peru, Indonesia, Nigeria, and Zaïre—and countries that are natural-resource-poor, such as Korea and Sri Lanka.

Political Stability and Economic Systems

We include several cases that take place in Mexico. That country’s political stability, with more than sixty-five years of uninterrupted peaceful presidential transitions, contrasts sharply with the turbulent revolutionary changes taking place while “Pandol Brothers, Inc.” develops an export market for Nicaraguan bananas.

Not only do we include countries with different rates of political change, our sample includes also countries with vastly different economic systems. “The Leather Industry in India” case reflects India’s rather centralized economic system; and “Nike” must operate in China’s highly controlled economy. The “Thai Polyester Fiber” company, by contrast, operates in Thailand’s free-market economy, and “The Cut Flower Industry in Colombia” case is an example of private sector cooperation, rather than central government control.

Economic Stability

One of the great challenges often facing LDC managers is coping with economically unstable high-inflation environments, so we include cases in Brazil, Nicaragua, and Mexico, all with 1980-87 average inflation rates of over 50%. But not all LDCs suffer from high inflation, as is seen in the cases in Thailand, China, India, Zaïre, and Korea, countries with rates well below 10%.

Physical Quality of Life Indicators

Our sample of countries includes variety along other dimensions. In Sri Lanka, China, and Korea, life expectancy at birth hovers around seventy years, while in Zaïre, Nigeria, and Bangladesh, a newborn is hardly expected to live past the age of fifty. Infant mortality rates are around 100 per thousand live births in Zaïre and Nigeria and about 30 in China and Sri Lanka. Behind such statistics lie differences in, among other factors, health care services. The population per physician in our sample of countries ranges from lows of around 1,000 in China, Korea, Ecuador, Colombia, and Brazil, to highs exceeding 6,000 in Zaïre, Bangladesh, Nigeria, and Thailand.

To summarize, we provide in Table 1.1 some statistics for our sample of countries.4 In general, the diversity of countries in our sample reflects the diversity in LDC environments. However, one must not lose sight of the many shared characteristics that distinguish developing countries’ business environments and that enable one to use a common analytical framework to tackle LDC-management issues.
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AN APPROACH TO MANAGEMENT IN DEVELOPING COUNTRIES 

Given the diversity among developing countries, it is necessary to search for systematic ways of analyzing and understanding the LDC environment and the variables that create that diversity. We contribute to the search by presenting the core elements of an analytical framework, designed to help the manager examine the LDC business environment and understand the links that join it to the firm. This framework, presented in detail in Austin’s Managing in Developing Countries,5 is called the Environmental Analysis Framework (EAF). It is our conviction that adequate analysis of the business environment and clear understanding of the environment’s influence on operations of the firm are keys to successful management in LDCs.

As we summarize the EAF in the following pages, we use examples from this book’s cases to highlight the conceptual framework’s relevancy to the managerial settings and problems the reader will analyze in subsequent chapters.

The EAF starts by categorizing the factors that shape a firm’s environment into four groupings: economic, political, cultural, and demographic. These factors influence each level of a firm’s environment, starting from the most distant, international level and progressing to the national, the industry, and finally the company level, as illustrated in Figure 1.1.

Environmental Factors

The usefulness of the EAF lies in its ability to focus the manager’s analysis systematically on the multiple variables that impinge on a business. For example, isolating demographic, economic, political, and cultural factors is vital to understanding the issues “Population Services International (PSI)” must resolve to achieve its ambitious goals in Bangladesh. Similarly, the business problems faced by “Standard Fruit Company in Nicaragua” cannot be understood without delving into the political, economic, and social factors shaping revolutionary Nicaragua in the early 1980s.

However, focusing on broad variables, as described above, is only an organizational starting point. The EAF probes these broad categories through their more specific components. For example, the EAF subdivides the economic factors into the three classical divisions of natural resources (land), labor, and capital, and adds two categories that are of particular relevance to developing countries: infrastructure and technology. Colombia’s cut flower operations had to overcome transportation difficulties, and Milkpak’s new venture in Pakistan faced problems of inadequate refrigerated storage facilities in the distribution channels. EMBRAER’s efforts to enter the aircraft industry required overcoming technological barriers. 6 summarizes the EAF’s environmental categories’ subcomponents. Although identified separately for analysis, the interrelationships among these components also need to be examined.
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Figure 1.1. Environmental Analysis Framework

A detailed evaluation of any of the environmental factors will point to the typical differences between developing and developed countries. An understanding of those differences can clarify the distinctive nature of LDC business environments, and the direction of change can be surmised as LDCs move forward on the path of economic development. Understanding the implications of a shortage of skilled laborers, for example, can lead to specific actions as we see in the “Mexico and the Microcomputers” case: Sensing Mexico’s need to upgrade labor skills to accelerate its development process, IBM included in its investment proposal a scholarship program for training Mexican nationals in the United States. Detailed analyses of each environmental factor—economic, political, demographic, and cultural—will help LDC managers develop viable policies and implement sound strategies for their firms.7 Table 1.2 Environmental Factors
 
 	Economic 	Cultural



	Natural resources—importance and availability
	Social structure & dynamics



	 
	Human nature



	Labor—skilled & unskilled
	Time & space



	Capital—domestic & foreign
	Religion



	Infrastructure—physical & informational
	Gender roles



	 
	Language



	Technology—levels & structure



	Political 	Demographic



	Instability
	Population growth



	Ideology
	Age structure



	Institutions
	Urbanization



	International links
	Migration



	 
	Health status 
 

Environmental Levels

1. The International Level

Environmental levels, like factors, need to be refined further to be analytically useful. At the international level it is appropriate to identify the cross-border flows that link countries together. One can classify four types of flows.

First, normal market transactions—as LDCs act as buyers, suppliers, competitors, and users of capital—link LDCs to each other and the DCs. Zaïre is linked with the United States and other DCs when Citibank puts together a sydicated loan in the “Citibank in Zaïre” case; and when American teenagers wear sneakers made by “Nike in China,” flows of international trade strengthen the supply links between the United States and China. Second, special bilateral linkages join many countries into particular “partnerships.” The special trading arrangements that exist between the United States and Mexico form the foundation on which the businesses discussed in “Compañía Telefónica Mexicana” and in “Rio Bravo Electricos, General Motors Corporation,” are based. Third, multilateral mechanisms such as the Multi-Fiber Agreement (MFA), General Agreement on Tariffs and Trade (GATT), and the International Monetary Fund (IMF) ease the functioning of the international system. In the “Citibank in Zaïre” case, for example, one sees how the IMF’s actions are central to continuance of private bank financing of Zaïre’s development. And fourth, global industries and corporations link together LDCs and other countries as they all form part of globally distributed research, production, and distribution systems. The role of Mexico as a production site for General Motors’ global sourcing strategies forms part of the analysis of the “Rio Bravo Electricos” case. On a smaller scale, we also find “Hitchiner Manufacturing Company, Inc.,” exploring its first venture into “global” sourcing by considering a Mexican production site. Nike’s incorporation of China into its international supply network is another example of links through a global industry.

2. The National Level

Within the EAF the focus is on the business environment of developing countries. Therefore, the stress is on the influence of international-level links on the national level of the firm’s environment. Given the central role of governments in shaping the business environment, the focus at this level is on the strategies of governments.

Governments can be viewed as organizations striving to achieve national goals, which are shaped by economic, political, cultural, and demographic factors. To achieve their goals, governments devise development strategies, expressed in terms of national policies. These in turn are implemented through policy instruments and institutions, which affect industries and firms. Yet goals are not always explicitly stated, and the manager’s first task is to understand what policy the government is following and why. From that understanding comes an assessment of possible future policy changes, as shifts in the factors that shape government strategy are foreseen. Finally, the manager’s role is to assess the impact that policy changes—and their implementation via policy instruments and institutions—will have on the industry and the company. The resulting chain of events can be illustrated, as in Figure 1.2, using what Austin terms the “Public-Policy Impact Chain.”8 Figure 1.2 also illustrates the iterative nature of the process. Firms and industries, by their actions, can influence policy-makers and alter national strategies, policies, and implementation mechanisms.
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Figure 1.2 Public Policy Impact Chain

National Strategies. To achieve their goals, countries adopt development strategies, which can be classified in terms of their orientation or their main focus. Two strategies that stand out are the so-called import substitution industrialization (ISI) and export promotion industrialization (EPI) strategies. An ISI strategy is inward-oriented and focuses on serving the domestic market, protecting so-called infant industries from international competition. Managers like Reinaldo Richardson of “John Deere, S.A. (Mexico)” face specific challenges when operating in ISI environments. John Deere had to invest in Mexico or be shut out of the Mexican market. The decision that had to be made was far from routine: The investment required was substantial, yet project profitability depended on uncertain government policies.

An EPI strategy, on the other hand, focuses on serving international markets and gives incentives that foster international competitiveness. Korea’s “Daidong Mould & Injection Co.” and the exporters in “The Cut Flower Industry in Colombia” compete for exports in the international marketplace, and their success, while dependent on the favorable export-promoting policies of their home countries, rests primarily on their international competitiveness. Daidong’s Mr. Jung-Myun Kang’s outward vigilance contrasts with the inward preoccupations of John Deere’s Mr. Richardson.

As one observes, each development strategy has rather specific effects on the business environment and on individual firms. The LDC manager, therefore, needs to understand the country’s development strategy and the factors leading to its choice. The manager also needs to understand the dynamics involved, since countries sometimes change the strategies they follow. The EPI-based economic success of the “four dragons” (Korea, Taiwan, Hong Kong, and Singapore) has attracted attention of many observers. Several Latin American countries, traditionally devoted to ISI strategies, are shifting to EPI strategies. Chile, Brazil, and Mexico stand out as examples of countries that are doing so with rather positive results. “Empresa Brasileira de Aeronautica S.A.” (EMBRAER) shifted from supplying a closed domestic small aircraft market to knocking on the doors of the U.S. market, which paralleled Brazil’s development strategies. EMBRAER’s U.S. competitor, Cessna Aircraft Company, needs to understand the forces behind these competitive moves to devise appropriate strategic responses.

Sometimes export promotion strategies are centered on exports of natural resources rather than manufactures, as was the case in copper-rich Zaïre and petroleum-rich Indonesia. In the “Citibank in Zaïre” case, one observes how lending policies depend on the prospects of the international copper market, while in the “Dow Indonesia” case Dow’s executives must manage the tension between export promoting and import substituting policies of the government.

National Policies and Policy Instruments

The managerial implications of development strategies also depend on the policies and policy instruments used to implement them. As is done in other parts of the EAF framework, a breakdown into categories helps the manager understand the policies’ potential impact. Policies can be grouped into six categories. The first five—monetary, fiscal, incomes, trade, and foreign investment—affect the overall economy. The sixth category, sectoral policies, deal with specific sectors, such as industry, agriculture, education, or defense.

The three broad categories of policy instruments discussed in the EAF also have distinct managerial implications. Legal mechanisms, such as tax laws, tend to be sticky and hard to change, while administrative mechanisms, such as domestic content requirements or industrial capacity licenses, are sometimes more flexible. The other broad government policy instrument, direct market operations, tends to have wide-ranging and hard-to-predict outcomes, as governments, frequently through state-owned enterprises (SOEs), participate as buyers, sellers, or creditors in the economy. Different instruments may impose quite different constraints and opportunities on affected firms. For example, getting an unfavorable law changed might be much more difficult for a company than negotiating a modification in an administrative procedure or regulation.

Just as policies and policy instruments have varying effects on the business environment, they also tend to affect different aspects of the firm’s operations. Being aware of points at which policies impact firms, what Austin calls the policy impact points, will help managers establish the appropriate locus of the firm through which to monitor and react to shifts in policies and policy instruments.9

3. The Industry Level

Having understood the national level of the firm’s environment, the manager must also analyze the industry level. Here the structure of the industry and the competitive dynamics among its players are the key elements. Since we are presenting the EAF as a tool of particular interest to managers in developing countries, we highlight the modifications that are needed to adapt Michael Porter’s widely used “five forces” framework, to the LDC environment.10 To the five competitive forces described by Porter: intensity of rivalry (between actual competitors), barriers to entry (against potential competitors), substitution pressures (from potential substitutes), supplier bargaining power (as suppliers vie to benefit from selling to industry firms), and buyer bargaining power (from customers exerting their influence), we add the “mega-force” of government actions. Thus in our cases it is not surprising that “Pandol Brothers’” Jack Pandol is developing a partnership with the Nicaraguan government and “Dow Indonesia’s” Colin Goodchild’s project depends on the approval of Indonesian government officials. In order to do business, they all have to deal with the “mega-force.” INDEMSA’s effort to penetrate Ecuador’s starch market requires dealing with the carton factories’ larger buyer bargaining power derived from the government’s import policies.

Bargaining with government is central to the business-government relationship. The “Mexico and the Microcomputers” case illustrates the dynamic interaction between governments and firms. Although its position departed from prevailing norms for foreign investments in Mexico, IBM insisted on a wholly owned subsidiary. A “policy tug-of-war” resulted between the foreign investor and the government. On a similar vein, Dow Chemical found itself proposing “creative” structures for its project in Indonesia to accommodate that country’s interest in operating through a “contract of work” rather than through a Dow investment in a joint venture.

In addition to adding a sixth forth, the EAF modifies Porter’s framework by explicitly exploring the role of the four environmental factors. Analyzing how economic, political, cultural, and demographic factors affect each of the competitive forces enables managers to undertake meaningful competitive analyses in vastly different environments. Only by incorporating political forces into the analysis, for example, can one understand the issues Citibank must resolve in Zaïre and the multiple constituencies tugging at Sri Lanka’s “State Timber Corporation.”

The EAF also places an institutional perspective on competitive analysis by highlighting the distinctive characteristics of five competitor categories, starting with state-owned enterprises. In addition to shaping the competitive environment through its regulatory powers, LDC governments exert their influence through state-owned enterprises. Suddenly, the government is not only a shaper but a player within the industry, acting as buyer, supplier, competitor, or potential entrant. Brazil, for example, became a serious competitor in the aircraft industry through the actions of its state-owned enterprise “EMBRAER.” The presence of state-owned enterprises in LDC industries highlights the need to take a closer look at the remaining distinctive actors that tend to be present in developing-country industrial environments. Private sector firms can be grouped into four broad competitor categories: (1) business groups like the Nigerian Ashamu Group described in “Ashamu Holdings Limited,” the Pakistani Ali Group of the “Packages” and “Milkpak” cases, the Yipsoon Group involved in setting up the “Thai Polyester Fiber’s” polymerization and filature factory, or the Peruvian-based von Rheineck Group that started “Industrias del Maiz S.A.” in Ecuador; (2) local nonbusiness-group firms and cooperatives, such as “Daidong Mould & Injection Co.” and the firms that make up the “Cut Flower Industry in Colombia”; (3) informal sector producers, such as the small-scale artisans in the “Leather Industry in India”; and (4) multinational corporations such as IBM, John Deere, General Motors, and Dow Chemical in the United States, and France’s Chimie du Sud.

4. The Company Level

The EAF helps managers identify and understand the implications of the environmental factors for strategic decisions and operating actions at the firm level. In the chapters that follow we describe the key operating issues faced by LDC managers and give the readers an opportunity to apply the EAF to help resolve the problems presented in each chapter’s cases.



ORGANIZATION OF THE CASES 

We have organized the cases to focus on key issues of management in developing countries. Chapter 2 starts the case series by exploring issues surrounding the strategic decision to enter a developing country through direct investment. The issues we present in Chapter 2, “Investing in Developing Countries,” are who invests in LDCs, why they invest, where do they invest, how do they invest, and what startup problems they must handle. Chapter 3, “Managing the Business-Government Nexus,”11 is dedicated to issues surrounding the management of business-government relations. In LDCs, as has been pointed out in our brief discussion of the EAF, manging the “mega-force” of government intervention is of primary importance. Because of its overbearing significance, this aspect of LDC management precedes the chapters dealing with issues in the “traditional” functional areas of management. The key issues we highlight in this chapter deal with understanding the managerial significance of government policies and actions, negotiating with governments, and handling the uncertainties and demands that a powerful and changing “mega-force” imposes on firms.

In the four functional-area chapters, we stress once again key issues that are particularly relevant to operating in LDC environments. This is not to say that in those environments all the issues with which managers must deal normally are not present; they indeed are, and we assume that our readers are familiar with them. We emphasize, in these four chapters, the additional considerations that are eminently pertinent to developing-country environments.

In Chapter 4, “Production,”12 we point to the key issues of choosing appropriate technology, transferring it from home-country to host-country, and operating it in the new environment. In Chapter 5, “Marketing,”13 we once again highlight government intervention, bring out the influence of infrastructural and organizational problems in distribution channels, point to important factors affecting advertising and promotional techniques, and illustrate an effort in “social marketing.” In Chapter 6, “Finance,”14 we focus on the managerial problems caused by high inflation and currency devaluation, together with issues arising from LDCs’ capital scarcity and the resulting debt crisis. In Chapter 7, “Organization,”15 we concentrate on two sets of issues: relationships with employees and relationships with partners.

We close the book with Chapter 8, “Exporting from Developing Countries.” In order to export successfully the LDC-company manager has to master the problems presented in the preceding chapters. Exporting, additionally, gives rise to specific operating issues that we address, including what are the barriers that exporters must overcome, how can governments affect export operations, and what should be the strategic focus of exporting firms? Table 1.3 at the end of this chapter gives an overview of the book’s organization.

Even though cases appear in specific chapters, they embody broader issues and lend themselves to other avenues of inquiry: All the cases in Chapter 8 deal with export marketing, a topic that complements the domestic marketing issues addressed in Chapter 5’s cases; Chapter 6’s “Citibank in Zaïre,” Chapter 3’s “Standard Fruit in Nicaragua,” and Chapter 2’s “Industrias del Maiz, S.A.,” all raise issues of managing in politically unstable environments; Chapter 6’s “Colgate-Palmolive” and Chapter 5’s “Sabritas” deal also with the business-government relations that are the subject of Chapter 3; Chapter 2’s “Hitchiner Manufacturing” and Chapter 7’s “Ashamu Holdings” bring out issues that must be considered in the choice between wholly owned and jointly owned ventures, and the concomitant problems of joint-venture-partner selection; and Chapter 4’s “The Leather Industry in India” and Chapter 8’s “EMBRAER” highlight the role of governments in promoting the growth of specific industries.

Another avenue of inquiry is provided by our inclusion in various chapters of several cases from the same country, Mexico. They enable analyses scrutinizing the evolution of a business environment over time and from multiple company perspectives, providing insights into the dynamic aspects of LDC environments and into the diversity of problems and opportunities managers face. The Mexico series starts in the oil-boom years of 1979,1980, and 1981 (“John Deere,” Chapter 3, “Sabritas,” Chapter 5, and “Rio Bravo Electricos,” Chapter 4), proceeds to deal with the 1982-83 economic crisis (“Hitchiner,” Chapter 2, “Electrohogar,” Chapter 6, and “Compañía Telefónica Mexicana,” Chapter 6), and concludes with the hyperinflation and adjustment processes that followed the crisis (1984: “Mexico and the Microcomputers,” Chapter 3; 1986: “International Pharmaceuticals,” Chapter 6; and 1987: “Colgate-Palmolive,” Chapter 6).

Other case series allow different perspectives: the Nicaragua series reveals changes in a single political environment and industry (bananas), from its prerevolutionary period in the late 1970s, through the 1979 revolution (“Standard Fruit”), to its postrevolutionary adjustment period (“Pandol Brothers”); and the Pakistan series follows the activities of a single company over time in different businesses and countries as “Packages Limited,” founded in 1956, sets up a plant in Zambia in 1974, proceeds with a diversification program in Pakistan in 1979 (“Milkpak”), and deals with the resulting staffing problems in 1986 (“Selecting a New Manager at Milkpak”).

Chapters 2 through 8, in addition to including the cases indicated in Table 1.3, contain introductory sections where we highlight the chapter’s key issues and provide, as a starting point for analysis, study questions that may be considered for each case, as the reader embarks on the journey of exploring the challenge of strategic management in developing countries.
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Table 1.3 Map of Cases and Issues
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 Investing in Developing Countries


Developing countries have increasingly attracted foreign direct investment (FDI). In 1986 FDI flows amounted to $9.7 billion (in constant 1983 prices and exchange rates), more than double commercial bank lending, which had declined dramatically because of the international debt crisis. With bank loans drying up as a source of new capital, developing country governments have aggressively sought FDI, not only for the capital but also for the technology, management expertise, and export market access that foreign companies often provide.



KEY ISSUES 

The four cases in this chapter address five key dimensions of FDI: who invests in developing countries, why they invest, where they invest, how they organize, and what startup problems they have to deal with.

Who Invests?

There is great diversity in the companies investing in the Third World. The main investors are the large multinational corporations (MNCs) from a wide range of industries. In 1985, 55% of the 500 largest U.S. companies reported having assets in developing countries.1 The giant Japanese trading companies have about 80% of their foreign manufacturing investments in developing countries.2 The first case in this chapter deals with a multinational, Nike, and its strategic decision to set up operations in the People’s Republic of China.

Smaller companies also invest in LDCs. U.S. firms with fewer than 500 employees set up 17% of their overseas operations in developing countries,3 Two of the cases in this chapter are about smaller companies considering investments in developing countries. Hitchiner Manufacturing Company is a medium-size firm in the castings industry looking at an investment opportunity in Mexico. Enterprise Development, Inc. (EDI) is a new entrepreneurial venture established to create companies in the Third World, with its first investment targeted to Sri Lanka.

Foreign investments in LDCs also come from companies in other developing countries, often nearby. These Third World multinationals had set up by 1980 more than 1,000 subsidiaries and had invested between $5 billion and $10 billion in other LDCs.4 In some countries and industries these investments have become dominant; for example, Hong Kong’s FDI in Taiwan accounted for over half of all foreign investment in the leather, pulp and paper, construction, and transportation industries.5 The final case in the chapter, Industrias del Maiz S.A. (IDEMSA), is about a successful Peruvian company’s becoming increasingly multinational by adding to its existing international investments by setting up operations in neighboring Ecuador.

Why Invest?

The motivations for FDI can vary considerably among companies. One theory holds that foreign investment follows an evolutionary pattern related to a product’s life cycle.6 The product is developed, produced, and marketed initially in a developed country, with exports being added subsequently to add volume and achieve economies of scale. As the product matures, the company sets up production operations in developed and developing countries to serve those markets previously handled with exports. Sometimes this FDI is prompted by tariff barriers raised by local governments to stimulate national production in protected markets. Those foreign production operations initially serve the local market but then may add exports, even back to the company’s original home market. Meanwhile the company has been developing new products, for which the cycle begins again. To some extent such motivations prompted Hitchiner management’s attraction to Mexico and IDEMSA’s investment in Ecuador.

Although the product life cycle model provided a reasonable explanation for much of the FDI in the past, the growing globalization of industries and increasing interdependence of developed and developing economies have created new pressures and motivations for FDI. Setting up production operations in LDCs has been used as a defensive and an offensive competitive strategy. On the defensive side, many firms found their developed-country production operations progressively less able to compete against lower-cost and increasingly skilled producers in developing countries. Third World manufactured exports to the United States grew fivefold during 1978-87, accounting for almost 30% of U.S. manufactured imports.7 The production of television sets in the United States, for example, was rendered economically unsustainable in the face of exports by LDCs, so all the U.S. producers moved their production offshore. Korea and Taiwan became the world’s largest producers of televisions. Defending against lower-cost imports from Taiwan was one of the motivations propelling Hitchiner to consider investing in Mexico. Many firms have established LDC operations as part of a global production system aimed at creating competitive advantage. Most of the semiconductor companies, for example, carry out the lower-skilled, labor-intensive assembly activities in developing countries while retaining the more technologically demanding production steps in the developed countries. IBM sources most of the components for its personal computers from Asian production sites. The major auto companies are increasingly mounting global sourcing networks. In this chapter the Nike case study provides an opportunity to explore such a global production and sourcing strategy.

Where to Invest?

Between 1970 and 1983 Latin America and the Caribbean took 50% of the FDI going to LDCs, Africa’s share of annual FDI flows fell from 23% to 11%, and Asia and the Middle East increased their share from 27% to 39%.8 Although foreign investments are made throughout the Third World, more than half the FDI during 1973-84 went to five countries: Brazil, Mexico, Indonesia, Malaysia, and Singapore.9

Deciding which country to invest in involves assessing the fit between company needs and country characteristics. Each company’s situation will be distinct in terms of its strategy, resources, other international operations, and competitive conditions. Those require a standard business policy and competitive strategy analysis. For the country analysis, the manager can apply the Environmental Analysis Frameworkdelineated in the previous chapter and in Austin’s Managing in Developing Countries. Failure to understand the country environment thoroughly can lead to unforeseen operating problems, noncorrectable incompatibilities, and even economic collapse. Each of the cases in this chapter provides an opportunity to assess the country variables in the context of the investing companies’ situations. That assessment is central to the analysis of their strategic issues. The chapter’s four cases, taken as a whole, will allow the reader to compare and contrast the distinct country environments in order to identify the implications of key country differences for FDI strategies.

How to Organize?

One of the key strategic entry issues for investing companies is whether to go it alone or to form a joint venture. As of 1985 about 38% of U.S. manufacturing subsidiaries in developing countries were joint ventures.10 The desirability of a joint venture depends on the extent to which the needs and resources of the potential partners are complementary and their operating philosophies and styles compatible.11 The managements of Hitchiner and the Mexican Lanzagorta group faced this difficult task of assessing the desirability of joining forces. Some companies, such as IBM, have a strong policy against joint ventures. In contrast, the business philosophy presented in this chapter’s case on EDI considered joint ventures to be essential. Collaborative arrangements can take many different forms. Nike’s co-production venture in China allows us to explore one such organizational permutation.

What Startup Problems?

Mounting new operations in a foreign country is a very demanding task. The challenge and the difficulty lie in understanding and adjusting to the new environment. Businesses approach new contexts armed with their operating experiences in other countries. At issue is the extent to which strategies and operating techniques successful in one business environment will be effective in a new one. Managerial focus must be on transferability and adaptability. Assessing what aspects can be transferred and what needs to be adapted requires a systematic approach to analyzing the new business environment. The EAF provides guidance in this task.

Two of the cases in this chapter reveal difficulties experienced in starting up operations. After successfully negotiating permission to operate in China, Nike finds itself confronted with a series of production and organizational problems quite different from those encountered in its other Asian operations. IDEMSA’s effort to transfer its successful Peruvian strategy to its new operations in Ecuador encountered a series of problems rooted in differences in industry structure and political context.



CASE STUDY QUESTIONS 

In studying the cases in this chapter, the reader might find the following questions to be useful starting points for analysis. They are not meant to be an exhaustive listing, but rather serve as doors opening into broader areas of analysis.

Nike in China


	What were the strategic considerations and competitive forces that led Nike to invest in China?

	How was it able to initiate its operations so quickly?

	Why did it encounter the various startup problems?

	What would you recommend that Phil Knight do about those problems and about Nike’s China strategy?
 
 
Hitchiner Manufacturing Company, Inc.


	What factors led Hitchiner to consider investing in Mexico?

	Should Hitchiner make the investment?

	Should Hitchiner and Lanzagorta form a joint venture?

	What should the joint venture’s strategy be?
 
 
Enterprise Development Inc. (EDI)


	What is your evaluation of EDI’s investment and operating philosophy?

	What is your evaluation of the Sri Lankan charcoal project?

	Would you invest in this new venture?
 
 
Industrias del Maiz S.A. (IDEMSA)


	Why was IDEMSA successful in Peru?

	Why did it invest in Ecuador?

	Why did it encounter problems?

	What should management do about those problems?
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 Nike in China
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In April 1980 Nike, the leading U.S. sports footwear company, submitted a business proposal to the People’s Republic of China (PRC). In a letter of transmittal, Nike’s founder and president, Phil Knight, laid out the project’s objectives and rationale:

Primary among our objectives is to establish the means by which we would buy a finished shoe product from the People’s Republic of China. We presently target a goal of 100,000 pair per month in the first phase, with growth to 1,000,000 pair per month, or US$30 million per year by the mid-1980s.

We feel that the People’s Republic of China, with its long tradition of excellence in this field of manufacture, would be an ideal additional source for our product. We see immediate benefits to be derived by each party in this business relationship, with even more important long-term benefits in the future.

Five months later the first production supply contract was signed; by October 1981 shoe production had begun. The rapidity with which Nike had maneuvered through the Chinese bureaucracy was hailed in the business press as “dazzling.”

But by late 1984 production had reached only 150,000 pair per month. Many unforeseen problems led Knight to comment, “China has got to be about the toughest place to do business.” In addition, the rapid growth of the sports shoe market was declining, and competition was increasing; this caused a drop in volume and major cutbacks in Nike’s orders from its suppliers in South Korea and Taiwan (which provided 86% of its shoes).

David Chang, a Nike vice president and key player in the China project from its beginning, commented, “Unfortunately, China has not come on-stream as we expected. Although there have recently been encouraging changes in the government’s policies, with our earnings going down there is pressure to get out of China.” Given the importance of Nike’s global sourcing strategy to its past and future success, Chang felt it was time to review the China experience and make recommendations on future actions.

This case was prepared by Professor James Austin, Professor Francis Aguilar, and Research Assistant Jian-sheng Jin as the basis for classroom discussion rather than to illustrate either effective or ineffective handling of an administrative situation. Abridged with permission.

Copyright ©1990 by the President and Fellows of Harvard College. Harvard Business School case #390-092.

COMPANY BACKGROUND

From a $1,000 investment and a small importing business in 1964, Nike had grown by 1984 into America’s leading sports shoe company with sales approaching $1 billion. Return on equity averaged 46% over the 1978-82 period. During those years the business went public, but Knight remained the major stockholder and chief executive officer.1

Nike’s product line proliferated as the fitness boom created new market opportunities. From high-performance racing shoes, Nike expanded into other sports (soccer, football, basketball, tennis), other user segments (joggers, nonathletes, children), and other product lines (leisure shoes, apparel). The number of basic footwear models increased from 63 in 1978 to 185 in 1983. Including model variations, the number of products totaled 340. Footwear accounted for almost 90% of Nike’s 1982 revenues, with running shoes 34%, court shoes 30%, children’s shoes 15%, cleated shoes 2%, and leisure shoes 2% exports added 6%. Apparel sales were 10% of total revenue.

From its inception, Nike had sourced almost all its shoes from offshore producers. The original Japanese suppliers were replaced by South Korean contract factories, which provided 70% of Nike’s needs. Other important suppliers were Taiwan (16%), Thailand, and Hong Kong. The remaining 7% were produced in Nike’s own U.S. production and research facilities. China was the most recent supplier. (The Philippines had been phased out due to its political uncertainties. Brazil was no longer considered cost-competitive. Nike owned a factory in Ireland that supplied the European Common Market with 15,000 pairs of shoes per month in 1984—half its earlier peak. Nike had also built a rubber factory in Malaysia, which in 1984 had significant excess capacity.)

Nike held a commanding lead in the U.S. athletic footwear market, with a 30% share. Its strong R&D capacity, high quality, economical offshore sourcing, dependable delivery, and outstanding brand image lay behind its success. Its major competitor, West Germany’s Adidas, had a 19% share in the United States and led in the world with $2 billion in sales, of which 40% was in apparel. While Nike’s emphasis was on importing and marketing, Adidas developed as a manufacturer. It had its own and contract plants throughout the world, including the Soviet Union. Converse held the next-largest share with 9%; it manufactured 70% of its shoes in the United States and sourced the rest from the Far East. Puma (a spinoff from Adidas) and Keds (a leader in children’s sneakers) accounted for 7% each. Several other smaller companies specialized in certain categories; New Balance, for example, had 15% of the running shoe submarket. (Exhibit 1 shows breakdown of competitor shares and market segment information.)

The 1970s’ rapid market growth began to taper off in the 1980s. Some felt that a shift from a seller’s to a buyer’s market was in process, and that pricing would become more aggressive. The proliferation of shoe models accelerated. Nike’s basic models were expected to rise from 196 in 1984 to 430 by 1986. Seasonality of sales emerged: About 65% of company sales were in the spring and during the August-September back-to-school period. (In the past, Nike had maintained level production year-round.)

As demand faltered, Nike cut back its orders significantly (by one-third from Korean factories) and closed a U.S. factory. It posted a $2.2 million net loss for the second fiscal quarter ending November 30,1984. Industry observers projected a 6%-8% growth rate for the rest of the 1980s.

Nike shifted its attention to apparel. The Nike name and swoosh logo were believed to be transferable, but apparel, a very different business from footwear, was presenting new problems. Knight commented:

Adidas sells $700 million in apparel. We should get a portion of this, but with U.S. customs quotas, sourcing is a tough business. The quota on shoes is not so hard on us because we can get it better than our competitors due to our bargaining power with foreign suppliers. This is not true for clothes. Factories prefer to sell ski apparel rather than running warmups in their quota because of the higher value. In footwear we source 90% from abroad, but in apparel only 50%. Our apparel sales are growing; in 1984 they grew from $110 million to $180 million, but profit margins are lower this year. We would like to source apparel from China, but their quota is used up through 1987.

CHINA

Before its open-door policy in 1978, the Chinese government had relied on a “lean to one side” (toward the USSR) policy. Mao’s Cultural Revolution had stressed self-sufficiency, isolationism, and anti-intellectualism. After Mao’s death in 1976 and the Gang of Four’s imprisonment, the government under Deng Xiaoping concluded that to modernize, China needed to tap Western technology, management, and capital. In 1979 Foreign Trade Minister Li Qiang described the break with old policy:

We have made great changes in our trade practices and adopted various flexible policies. Not long ago we still had two important “forbidden zones” in our dealings with other countries: One, we would not accept government-to-government loans; we would accept only commercial loans between banks. Two, we would not consider foreign investments. Recently we have decided to break down these “forbidden zones.” By and large we now accept all the common practices known to world trade.

In 1981 Premier Zhao Ziyang described the rationale for the new strategy:

By linking our country with the world market, expanding foreign trade, importing advanced technology, utilizing foreign capital and entering into different forms of international economic and technological cooperation, we can use our strong points to make up for our weak points through international exchange on the basis of equality and mutual benefit. Far from impairing our capacity for self-reliant action, this will only serve to enhance it. In economic work, we must abandon once and for all the ideal of self-sufficiency, which is a characteristic of the natural economy. All ideas and actions based on keeping our door closed to the outside world and sticking to conventions are wrong…. Ours is a sovereign socialist state. In accordance with the principle of equality and mutual benefit, foreigners are welcome to invest in China and launch joint ventures in opening up mines and running factories or other undertakings, but they must respect China’s sovereignty and abide by her laws, policies, and decrees.2

Foreign investment flow into China in 1981 rose to an estimated $1.2 billion.

Also in Nike’s favor was China’s shift in emphasis from heavy to light industry, hoping to meet consumer demands and raise the standard of living closer to that of its neighbors. By exporting consumer goods, China would also earn foreign currency needed to achieve its goals of modernization before 2000.

China’s Economic System

China’s centrally planned economy did not rely on market mechanisms as the major tool for resource allocation. Rather, development priorities were set through decision-making at the highest levels of party and government, which then instructed the State Planning Commission to implement these policies through a series of economic plans. These plans were first defined as national programs to meet long-range objectives; later they were specified in short-run, local directives and development targets, based on the various economic units’ capacities. The commission allocated resources to ministries and provinces according to these plans. Ministries, organized by economic sector, controlled all important national economic units. Provinces, based on geographic divisions, ran their own economic activities like small nations. The commission had centralized control over the ministries; decentralized power was granted at the provincial level.

The bureaucracy tended to be vertical. But ministries were connected only horizontally by the State Planning Commission. As a result, production sometimes was disconnected, uncoordinated, and difficult to control. Prices were not based on market needs and demands; instead they were arbitrarily set by the commission to realize national goals. For example, food prices were kept low to meet consumption needs, and luxury items were priced high. Because output was geared to annual targets regardless of market demand, many goods became scarce and others were in oversupply.

Before the 1978 reforms, the Chinese “iron rice bowl” system guaranteed everyone a job and equal pay, regardless of performance. Promotions were based mostly on seniority or politics. With no tools to measure performance, workers had few incentives to produce more. The 1978 reforms provided bonuses to workers based on their performance, but these were still limited. Factory cadres able to institute rewards for their workers had little motivation to do so because they had few incentives for their own performance.

The Chinese Footwear Industry

In the past, most shoes produced in China had been manually made. Although the Chinese experience included the autoclave production technique for manufacturing canvas and rubber court shoes, the process for making more expensive jogging shoes was almost unknown to them. The government had previously neglected the footwear industry.

Workers in Chinese shoe factories generally had only an elementary school education. Also, Chinese factory managers lacked managerial training. Most had begun as workers 20 years earlier and advanced to managerial levels only because of seniority or politics.

Infrastructure

China’s transportation and communication infrastructure was quite outmoded. The government had only just begun to rebuild port facilities to handle larger ships, and many new roads were under construction. Only the Beijing-Tianjin highway was close to U.S. standards. There was no direct-dialing telephone system between major cities; capacity within the cities was severely strained.

Cultural Environment

Trust and reliability were especially important components of business relationships in China, since China’s formal legal system had yet to be completely institutionalized and channels for the free flow of information were often obstructed. Past experience with untrustworthy foreigners had made the Chinese reluctant to do business with strangers. “Friend of China” had a special meaning implying trust, patience, and understanding. The Chinese insisted that foreigners doing business with them treat them as equals and with respect.

NIKE’S ENTRY STRATEGY AND NEGOTIATIONS

Nike saw sourcing from China as a logical next stage in its global production strategy. It had shifted to South Korea and Taiwan from Japan when rising wages and the value of the yen pushed costs up. As costs in South Korea and Taiwan rose, Nike signed small production contracts in 1980 and 1981 with suppliers in the Philippines (250,000 pair), Thailand (250,000), Malaysia (75,000), and Hong Kong (50,000). A company study on future sourcing indicated India and China as the long-term, lowest-cost suppliers; China won out. (Appendix A provides a brief chronological summary of Nike’s involvement in China during 1980-83.)

The company’s director of Far East operations, Neal Laurinson, was the first Nike official to visit China; he went to the Canton Trade Fair in October 1979. Knight, deeply interested in Asia and China, waited in Hong Kong two weeks for a visa that never came. Like many other companies, Nike at first found the Chinese bureaucracy impenetrable. To gain access, management hired David Ping-Ching Chang as a consultant.

A Princeton-educated architect, Chang was born in China but left in 1941 at age ten. He was still a favored guest of the PRC and held a rare multiple-entry visa. His father had been China’s ambassador to Czechoslovakia, Portugal, and Poland in the 1930s. The Chinese communists held ancestry in high regard; they also saw political value in dealing with their former class enemies. Before he joined Nike, Chang had helped arrange a deal between a Chinese factory and a U.S. auto parts company. His experience, contacts, language ability (he spoke Chinese but did not read or write it), and personality facilitated Nike’s entry. Chang described the entry period:

One of the keys to Nike’s success so far has been determining ongoing economic sources of supply. The president of the company had determined that China was the last major untapped source for a relatively labor-intensive product. We had to go. It was not a market; it was a production source. But we couldn’t help but notice the two billion feet.

Success in China depends on common sense. The first thing we did was write a proposal to the Chinese, outlining the long-term nature of our commitment, the scope that would indicate to them that we were not just coming in to buy 100,000 pair of rack shoes and then heading over the hill. And we had the common sense to have the proposal translated into Chinese. This probably got our document to the top of the bureaucrats’ stack. We wrote the proposal in April 1980 and got an invitation in July to come and hold a seminar. We were directed to the Ministry of Light Industry, which supervises the footwear industry. Our group of six visited 20 to 30 factories in Tianjin and Shanghai.

Negotiations continued in September and November 1980. The Nike team (Chang, the corporate counsel, and production and finance people) met daily with their Chinese counterparts, who numbered 20 to 30, depending on the issues discussed. Supply contracts were signed with two factories each in Tianjin, Guangzhou (formerly Canton), and Fujian province, and one in Shanghai. Ten trips over twelve months were required to complete negotiations involving provincial and municipal officials where the factories were located and the ministries of Light Industry, Chemistry (which controlled the rubber supply), and Foreign Trade.

Christopher Walsh (Nike’s first resident managing director in China), who had worked two years in South Korea and three in Taiwan, stated:

The negotiations were some of the most strenuous I have ever participated in. The major issues we faced were issues we did not expect to arise. The Chinese were not familiar with the standard exclusivity clauses within our contracts. We wanted exclusive rights to these particular factories. We do not have difficulties enforcing these clauses in our other Asian countries and so tried to institute them in China.

The second issue was B-grade production. The Chinese will package almost 100% of what they make. There are certain standards that have to be adhered to which they were not familiar with, so that was a stumbling block for us.

The third issue was defective returns. A great deal of Nike’s success today comes from standing behind its product. The Chinese could not accept that particular concept. They felt that once a shoe had been put in the container and was on its way to the United States, that was the end of the production agreement. In Taiwan or Korea that particular clause is long-standing and not questioned whatsoever. What we were able to procure from the Chinese was that they will guarantee the shoes for only 9 months after they depart China. This virtually eliminates that clause, for 9 to 12 months will have passed by the time the shoes reach the consumer.

Pricing was another key issue in the negotiations. Chang described Nike’s approach:

One of the first things we told the Chinese was that their prices had to be more competitive with our other Far East sources because the cost of doing business in China was so enormous. We opened our books to them and showed what we were paying our other suppliers.

Walsh commented on the results of the price negotiations:

I think a lot of American corporations are misled in that you go to China expecting to pay much lower prices because people are earning $40 per month. However, the foreign trade corporations are of the opinion that since the standards are the same for them as for Nike in Korea or Taiwan, they deserve equal prices. We gave the Chinese a break on the first pricing round to get started, but we have to be more adamant in the future. The hope is for a 20% price advantage over Korea.

All contract agreements were negotiated with the ministries’ staffs and the factory managers, and were based on specific shoe models’ price, volume, delivery, and specifications. Because the factories had no foreign currency to purchase equipment, Nike entered into compensation trade arrangements whereby equipment was paid for in shoes. Nike would purchase B-grade shoes at a 20% discount during the first two years, then at a 40 % discount. The agreements stipulated that factories could not sign contracts with Nike’s competitors; they also granted Nike trademark protection.

Nike agreed to pay for purchases directly to the Ministry of Foreign Trade or its local offices. The factories would then receive Chinese currency at exchange rates higher than the fixed rate—as subsidies from the foreign trade unit (the only organization in China authorized to pay higher exchange rates). In Guangzhou the contracts were signed through the municipal government; new contracts were to be negotiated directly with the factory managers.

Operating Experiences

Walsh recounted the original production plans:

In July 1981 we established forecasts for 10,000 pair per month in the initial 12-month period, with the gradual increase over 15 months to 100,000 pair. In retrospect those expectations were far too high. In the first 9 months we were able to export a total of only 35,000 pair. Not until 1984 did we reach 100,000 pair per month. We originally thought we would be producing a million pair a month by now.

The annual production figures were 140,000 pair in 1982, 263,000 in 1983 (9 models), and about 700,000 in 1984 (12 models).

Nike had to deal with a multitude of problems in technology transfer, materials, quality control, inventory control, production flexibility, worker and manager motivation, transportation, pricing, plant location, expatriate staffing, and government relations.

Technology Transfer. Walsh described the transfer process:

During the startup period, we had to arrange for technology transfer. The Chinese are looking for something in return. In the footwear industry the machinery was very antiquated; they expected us not only to import machines but to provide them with technical designs to help them get away from the cottage industry that had existed in China. Normally they would sit in small rooms and do most of the work by hand. A South Korean factory that makes 100,000 pair a day has good systems, so we brought those to China.

We ran into difficulties, however. We did not really recognize what lay ahead for us. Lots of things evolve in these relationships with the Chinese that simply cannot be foreseen from overseas. It takes an onsite presence to get a feeling for the situation. As a result, six individuals and I located in Shanghai. We visited the factories daily. We attempted to institute inventory and transportation strategies. We assessed what these people could actually accomplish relative to our expectations.

Communication is one of the chief liabilities in entering the Chinese market, and we went to great lengths to develop a communications system that would enable us to identify onsite problems and provide solutions to problems that arose in those factories. Only two Nike residents spoke Chinese, and no one at the factory spoke English, so we had to use interpreters.

Managers from the Fuzhou factory visited Nike headquarters in Beaverton, Oregon, in May 1981 and the Hong Kong factory in July 1983; managers from the Tianjin #2 factory visited Nike’s Thailand producer in December 1982; and those from the Guangzhou and Quanzhou (Fujian) factories traveled to the facilities in the Philippines and Thailand in November 1983.

Nike considered bringing native managers from South Korea and Taiwan to teach the Chinese the advanced technology. But the Taiwan factories were much smaller than those in China and the managers were unwilling or unable for diplomatic and political reasons to go to China. South Korean factories, on the other hand, were similar in size to those in China, and their managers were willing to cooperate.

Chang approached the Chinese about bringing South Korean managers to China to help in training. The Chinese leaders agreed, but only if the South Koreans obtained U.S. passports. The Chinese remained obstinate on this issue because of its political sensitivity. Unable to arrange entry for the South Koreans, Nike finally resorted to using videotapes of how the South Koreans operated different equipment. Walsh concluded:

The biggest problem is that we are the buyers and they have to do it our way. It is difficult to convince them to use our processes and not theirs. For example, the factories need conveyor systems that are not now there. Our shoes, although simple, require a lot of preplanning and coordination on procurement. But their systems can’t be changed overnight. There was give-and-take on processing methods. You have to be flexible.

Materials. The factories continually lacked local materials. Nylon, canvas, rubber, and chemical compounds were essential components in shoe production. Only about one-third of Nike’s needs were available locally, and even these were sometimes difficult to obtain. When Nike offered foreign currency for domestically produced supplies, the Chinese were still not forthcoming because of bureaucratic obstacles. For example, although Shanghai had sufficient canvas for all Nike factories, to ship it to Tianjin required prior approval of at least six ministries. Nike found it easier to import canvas from Taiwanese and South Korean shoe exporters. Nylon also had to be imported. But suppliers were ambivalent about providing their competitor with materials: shipments often arrived deliberately damaged. This created strain between Nike and its South Korean and Taiwanese suppliers.

Walsh reflected on this aspect of the materials sourcing problem:

The Taiwan issue went back and forth. Some months Beijing would turn its back on the issue, and some months they would lobby heavily to increase the trade via indirect avenues such as Hong Kong, Tokyo, or wherever, which increased our transport costs. South Korea was another issue. We did not really recognize the posture the Chinese had on South Korea. The Chinese knew very clearly that South Korea was our base for expansion and R&D in the Far East and that we had to use these sources. But when we brought in material and machinery marked properly with “Republic of South Korea” on the outside, it just incurred a lot of wrath from customs officials, and fines were assessed. But the major difficulties were the resultant delays. These were 60 to 90 days, depending on the moods of the customs people.

Quality Control. Nike had a worldwide policy that its B-grade shoes could not constitute more than 5% of a supplier’s total production during the first year, or 3% thereafter. B-grade shoes had cosmetic defects but were structurally sound. Nike sold them as promotional items or in discount stores at a 40% discount. But because of quality-control difficulties in China, Nike offered a 20% discount on all its PRC shoes for the first two years and initially lowered its quality specs. After four years, still only 80% of the Chinese shoes were A-grade. Nike and the Chinese argued constantly about the proper discount for B-grade shoes and the standard measurements for A-grade. Nike felt that Chinese managers used more energy arguing than improving production quality. Walsh commented on the quality problem:

The Chinese don’t understand the brand concept. They couldn’t grasp why C-grade shoes had to be destroyed and not sold locally or in another country. In fact, one batch of these was shipped to Australia without our knowledge.

We are educating factory managers that Korean, Taiwanese, and Chinese shoes are sold as equals and must, therefore, meet international standards. We are also getting the China Trading Company to understand the Nike production and marketing concept. The trading company staff and factory managers don’t communicate enough with each other. Nike’s people are physically in each of the factories almost daily. Our role is quality control, but we’re looked on as educators. We prepared lots of manuals to define our methods.

Nike hired one Chinese inspector for each factory through the Foreign Services Company, to which it paid $300 a month per inspector. The inspectors received $60 monthly from the services company. They monitored quality, production volume, new model development, and shipping documentation.

One cause of the quality problem was the high level of dust in the cities and factories, which impeded the gluing of insoles to soles. All the Tianjin factory windows had to be shut to keep dust out. But this made the work area too hot. Since air conditioning was too expensive, the factory had to stop production during the summer. The cleaning procedure was to blow dust off the soles with a squeeze bulb, but the workers tended not to do this. Nike took factory managers to the Thailand plants, where they saw the conditions and results of a less dusty environment and process. Dust-control procedures improved significantly after the visit.

Nike’s national accounts, such as J. C. Penney, had been reluctant to take PRC shoes because of their presumed inferior quality. These buyers had at first been similarly reluctant when Taiwan began producing for Nike.

Inventory Control. Some shoe materials, unavailable locally, had to be imported. Ordering took six weeks. To guarantee normal production schedules, Nike had to know in advance what needed to be imported and when. But Chinese managers were unable to relay this information because they did not keep adequate inventory records. Planners did not recognize the importance of the time factor. In the Long March Factory in Guangzhou, the large storage room was on the top floor of the production building. A woman at the door checking materials in and out functioned more as a doorkeeper than a recordkeeper; she did not know what materials were needed for next month’s production schedule and did not regularly coordinate her records with the planners. The planning staff responsible for ordering materials from Nike kept their own records based on a guess method of expected usage; very rarely did they check what materials actually remained in storage.

To remedy this, the Nike staff tried to keep track of materials needed for forthcoming contracts and to coordinate these needs with the supply room records to ensure that supplies were available. They also began teaching Chinese workers how to store the materials correctly to prevent damage.

Production Flexibility. Flexibility—a primary characteristic of South Korea and Taiwan—allowed Nike to expand production quickly. These factories were able to develop shoe models quickly from written specifications. Chang remarked on the contrasting situation in China: “Decisions in China are cast in concrete. You can’t tell them, ‘Stop making that shoe next month and start making this one.’ Forget it! It’s another round of meetings.”

To increase flexibility, Nike hoped the Chinese would

 	Build sample rooms enabling them to produce new models from patterns and specifications. This would require some new advanced equipment, about 19 more people, and an investment equal to about 2% of sales. The Chinese were unwilling to make such an investment. 

	Produce, rather than import, lasts, molds, dies, and small tools necessary for the construction of each model. The initial investment could cost over $10 million, but individual factories had the authority to invest only $100,000. The Chinese were thus unwilling to accept small orders for different styles requiring different equipment. It was safer and easier for Chinese managers to import materials than to tryto develop or purchase local materials. Local suppliers tended to charge high prices because they did not want to incur losses; under the government’s new policies, factories incurring losses risked being closed. 

	Become more cooperative. But Chinese factory managers felt that as yet there was not real commitment from Nike. Furthermore, Nike’s efforts to negotiate further price and quantity reductions had antagonized the managers. 
 
 
Worker and Manager Motivation. Walsh described the basic, unexpected motivational problems encountered:

We set out more or less to emulate the South Korean and Taiwanese factories. We wanted to get Chinese factories up to where they could compete in development, pricing, and quality. We didn’t realize the problems we would run into from the system. It’s a planned economy: There are quotas in all sorts of different areas; pricing stipulations are established in Beijing. But most of all, there’s the “iron rice bowl” concept that has long been a thorn in the side of the economy. It is hard to break. The factories are often poorly run because there is just no background in managing factory facilities.

By dangling big numbers we thought it would entice these people. It did not. We’d approach factories in midday and our production would be at a standstill, and they still had quotas to reach for that particular month. There was no motivation or incentive to increase the production.

A big problem is adhering to schedules. We’ve brought in graphics outlining schedules, and they don’t grasp this. The problem is partly related to the lack of incentives. There is no difference in pay if they produce more shoes sooner. There is also a lack of talent on production scheduling. The talented business people are in the trading companies.

What we did was to institute our own incentive program. We lined up criteria based on productivity, quality, and delivery. We virtually put money on the table. If they would satisfy our demands, we would reward them with cash bonuses given to the factories. This concept was presented to Vice Premier Huan Lee in November 1981, and he was receptive to the idea. We instituted it in our first year there with mixed results. We saw a great leap forward for about 60 days. After that it was back to the same lack of motivation.

Transportation. In South Korea, where Nike had dockside factories, the products could be loaded directly into containers and shipped to world markets. In contrast, the PRC shoes had to be transported to the nearest harbor and shipped to Kobe, Japan, where they were transferred into container vessels. A Japanese trading company, Nissho-Iwai (Nike’s primary supplier of working capital), handled all the company’s exporting logistics from the Far East.

In Guangzhou, the two factories were close to each other and to the port. They had enough space for containerized trucks to drive in and out. But in Fuzhou the factory was on the main street; containerized trucks could not approach the entrance. The factory in Fujian, halfway between Fuzhou and Xiamen on a well-maintained road, also had no access for container vehicles. The dock was outmoded and could not be used on rainy days, causing many loading delays.

Pricing. Tensions in the initial pricing negotiations continued. The Chinese partners were used to the stable prices of a central planning system. Because of unexpectedly high overhead, the initial price had to be reduced by 25% after two years. Although Nike had to pay extra dollars because of inefficiencies and scarcities in the Chinese system, the Chinese felt that the costs for foreign firms to do business in China were still lower than in South Korea or Taiwan because of lower food and transportation costs. They also disagreed about which side should benefit from the dollar’s relative strength. The Chinese felt Nike should first reduce its own costs before asking them to lower theirs. For example, they felt Nike could reduce costs if Nike employees were to live and eat right at the factories. Managers of one factory were dissatisfied because a price agreement reached with Nike’s Shanghai representatives was later rescinded by Nike headquarters.

None of the Chinese participants in price negotiations—staff from the foreign trade bureau, factory directors, and local production bureau leadrs—had authority to make price decisions. Everything had to be relayed to authorities in Beijing. Thus, compared with Korea or Taiwan, negotiations were slow. The lack of a cost accounting system and of market prices also made estimating actual costs very difficult. The amount of the government subsidy became a key factor in the costing.

Knight commented on the pricing process: “China has such a cumbersome bureaucracy. In our price negotiations, four ministries were involved. Three said yes, but the fourth wouldn’t. Therefore, the agreement was delayed 90 days. In a market that’s changing, you can’t do this.” A further complication in Nike’s eyes was that the Chinese did not consider variations in the exchange rate in the price negotiations.

Plant Location. By 1983 Nike concluded that its original locations were not optimal. Remarked Walsh: “We were more or less forced to go to Tianjin and Shanghai. We were new to China and did not know which areas would give us the best opportunity and the greatest degree of cooperation. We followed the government’s recommendations.”

In Shanghai and Tianjin, a major problem was the length of negotiation periods. In Shanghai there was little support from the municipal authorities, who were more interested in larger industrial projects. In Tianjin there was support from the mayor, but product quality was low.

Nike terminated its supply arrangement in 1983 with the Shanghai factory and was attempting the same for Tianjin. In Shanghai, Nike had to make a small compensation payment to close. In Tianjin, officials were quite disgruntled about the original five-year agreement’s early termination and, in May 1984, sent a strong letter of protest to Nike. In it they questioned Nike’s sincerity and commitment to China in a slowing world market, charging that Nike had made many unreasonable requests (such as expecting the Chinese to import materials that were unavailable locally, or to develop several new shoe models too quickly). The letter also accused Nike of reneging on its own agreements (such as wanting sudden reductions on “fixed” prices, or reducing orders because of high inventory). The letter concluded that Nike would be responsible for losses incurred if production terminated, and to please reconsider its unfair “way of business” (see Appendix B). Nike risked not being able to recover all its equipment investment.

In the same period, Nike opened two new factories in the south. The Guangzhou and Fujian factories were located in Special Economic Zones, where there was less red tape and more decentralized authority for decision-making.

Expatriate Staffing. In September 1981 Nike opened its residential headquarters in Shanghai with a staff of six, all in their twenties and thirties, and all with previous experience in Nike’s other Asian operations. The Beijing office was closed in December 1983 because it was deemed no longer necessary and because housing was scarce. Walsh commented on the expatriates:

It’s always been Nike’s production philosophy to assign expatriates to foreign communities for control purposes. I think that has a great deal to do with out success in the Far East. The expatriate community for Nike in Asia is 80-90 people. In Shanghai we represent 20% of the American community. Most are from the State Department, but two other U.S. joint ventures are there. The Americans are a very small but close-knit community.

Shanghai was considered the best place in China for foreigners to live. It was China’s commercial center; transportation and communications facilities were relatively more advanced than elsewhere in China. But there were few Western movies; TV consisted almost entirely of programs in Chinese and operated only from 5 P.M. to 10 P.M. It was rumored that the Shanghai city government wanted Nike to remove its office from the city because it had closed the factory. Meanwhile, the Guangzhou and Fuzhou city governments were trying to persuade Nike to move their offices south, but Nike employees resisted because of inferior living conditions and weather.

The Nike staff flew to the factories in the south and stayed for three or four days before returning. More than half the staff brought their families to China. They lived in Western-style apartments built in the 1940s. Nike paid their living expenses and a 30% salary supplement for working abroad. The staff also received a week’s vacation every two months, when they could go anywhere with their families—fully paid by Nike. The staff usually rotated every two years.

Government Relations. From the beginning, Nike tried to establish a positive relationship with the Chinese government through contributions to the country’s sports activities (e.g., holding sports clinics and equipping the national 1984 Olympic team). Nike also hosted various Chinese officials visiting the United States.

China received Nike with great hospitality. During banquets, the Nike staff met many high-level Chinese leaders, who listened carefully to its problems. But this interchange resolved nothing. The Chinese leaders seemed more intent on persuading Nike to sign joint-venture agreements.

Nike often did not know with whom it should talk to solve its problems. The combination of decision-makers for different problems was always changing, and it was not always apparent who was in charge of what. Sometimes officials failed to show up for appointments. The local Nike staff often felt it necessary for high-level managers from Nike headquarters to come to China to get the attention of and gain access to China’s higher-level officials. At a banquet given by a city mayor for the Nike staff, one factory manager remarked that he was very happy to see so many leaders for the first time.

Nike sent a report to First Vice Premier Wan Li, reviewing the company’s progress and problems in the 1980-83 period. An excerpt from Knight’s letter of transmittal indicates Nike’s approach to dealing with the government:

In my country there is an old belief that in order for any relationship to grow and develop there must be a mutually candid and beneficial relationship. In our co-equal partnership effort in China, I feel I should, representing Nike, mention in candor some of the problems we must face and resolve together if our long-term goals are to be met.

The problems, according to Knight, were:


	Nonavailability of local materials (a detriment to both Nike’s and China’s economic goals)

	Inadequate shipping and transportation provisions (causing Nike’s inability to meet delivery dates)


	Inconsistent high quality in China’s manufactured goods

	Nonmotivation and noncommitment of Chinese workers (Nike’s incentive programs had brought mixed results.)
 
 
Many factory managers had negative feelings about the $7 million Nike contributed to support the Chinese national sports teams. They felt that such extravagant PR expenses did not solve Nike’s production problems and only increased Nike’s overhead, and that the PR program attracted the attention of only the national leaders, thus fostering good relationships only at the top rather than at the local level. They felt a Nike joint-venture agreement would be stronger evidence of Nike’s commitment to China’s modernization program—and at a fraction of the cost. They also noted that the Chinese Olympic team was criticized in the Hong Kong media for wearing Nike apparel rather than Chinese-made clothing.

Chang reflected on Nike’s approach to relations with China:

China historically has been exploited for so long by the West. As a Chinese, I am perhaps more aware of the sensitivity of the Chinese to past exploitation. So I want to do everything we can to come across, for lack of a better term, as good guys. We don’t want to be the rapers and plunderers of colonial days, because the Chinese are very, very sensitive to any possible re-emergence of that kind of attitude.3

On the political dimension he added:

You talk about international diplomacy. We are really doing something with the Chinese, not just talking about it. We’re pressing the flesh; we’re down in the trenches. We’re doing every bit as much as the politicians.4

FUTURE STRATEGIC CONSIDERATIONS

As Chang deliberated on possible recommendations for Nike’s future course of action regarding China, he focused on six areas: (1) the situations of Nike’s other suppliers, (2) recent changes in the business environment in China, (3) joint ventures, (4) new factory locations in China, (5) the domestic China market, and (6) Nike’s competitors.

Other Suppliers

Chang compared Chinese factories with Nike’s primary supplier, using several criteria:


	
Development and production startup time. The time from when the factory received the shoe model’s technical package to the point of shoe production was four months in South Korea and eight months in China (see Exhibit 2 for timelines). 

	
Quality. The A-grade to B-grade ratio was 99:1 in South Korea, 98:2 in Taiwan, and 80:20 in China. 

	
Quantity. Taiwan produced 1 million pairs a month, South Korea 2.25 million (with installed capacity sufficient to double output), and China 100,000 (with current capacity for 180,000). 

	
Raw materials sourcing. The Taiwanese and South Koreans sourced 100% of their raw materials domestically; the Chinese imported 70%. 

	
Financing. South Korea and Taiwan provided their own financing and had a straight trading arrangement with Nike; China required compensation trade. 

	
Transportation. Shipping time from Taiwan and South Korea was 20-25 days; from Shanghai it was 35-40 days. 

	
Labor costs. For the factories, labor costs as a percentage of total costs were about 30% in Korea, 20% in Taiwan, and 10% in China. 

	
Landed costs. The landed costs for a pair of shoes from South Korea were $7.86; from the PRC they were $9.87 (see Table A). Nike estimated it was losing $1.00 on each pair of Chinese-made shoes. 
 
 
South Korean shoe manufacturers had been encountering rising labor costs. Between 1972 and 1979 the unit labor cost rose by more than 300% (see Exhibit 3) and was still rising in late 1984. In addition, the South Korean government in 1981 discontinued all its support, mostly financial, for the shoe industry. One Korean government official said, “We believe our shoe industry is now fully developed to compete internationally. Our limited resources for support should be directed to higher-growth-potential industries such as heavy, chemical, and high-tech industries.”5

An executive from one of Korea’s largest shoe-exporting firms (and a Nike supplier) had this to say about his country’s rising labor costs:

In the athletic shoe industry, labor cost must not exceed 24% of total cost to maintain international competitiveness. As of 1984, our proportion of labor costs is between 22% and 24%. This is about 30% higher than in Taiwan. To cope with this problem, we recently modified our production facilities; we reduced the capacity for cheap products [canvas and vinyl shoes] by 25%, and we increased capacity for more expensive products [nylon and leather shoes]. In simple and cheap products, we cannot compete with Taiwan and other countries with cheaper labor such as China, Sri Lanka, Thailand, and the Philippines. Moreover, in response to recent decreases in orders for canvas shoes, we are concentrating in high-end products such as aerobic shoes. But whatever market segments we may concentrate on, I do not think our international competitiveness with large-scale production can last more than five to ten years from now. We have to get out of this sunset industry successfully and as soon as possible.6

Table A Landed Cost Comparison


 	 
	Korea
	PRC



	aHigher duty due to importation of rubber products. 

 	Price paid at factory
	$6.36
	$6.36



	Interest
	.37
	.47



	Freight
	.23
	.45



	Duty
	.54
	.79a



	Commission
	.25
	.25



	Nike local office overhead
	.11
	1.55



	Total
	$7.86
	$9.87



	Retail price needed to maintain equal margins
	$18.75
	$23.50 
 
 
In 1983 Korea exported $928 million worth of footwear; in 1984, $1 billion worth. Taiwan exported about 50% more than Korea. About 70% of both countries’ footwear exports went to the United States. As of late 1984, most Taiwanese footwear products cost $3 to $4; the Korean products cost $4 to $5.

Most Korean footwear firms were large, employing up to 17,000 people. This size gave advantages in dealing with large foreign buyers, rather than affording technical economies of scale. Almost all companies exported their footwear under foreign brand names.7

Chang remembered that “when we first went to China, Korea and Taiwan saw their meal leaving the table.” He wondered now if it should be brought back, and if other newer suppliers should be expanded. The two

Thai factories’ combined output was up to 260,000 pair a month, with a capacity for 400,000. The A:B-grade ratio was 97:3. Delivery time from Bangkok was 30 days. Price negotiations took two weeks. Thailand had been able to reduce its raw material imports to 40% for canvas and nylon shoes, but it would not be able to supply locally significant quantities of leather if these shoe types were to be manufactured there. Knight looked at Thailand positively but wondered if “it might turn into West Vietnam,” given the political dynamics in Southeast Asia. India and Sri Lanka could also be reconsidered for future sourcing.

China’s Changing Business Environment

Deng Xiaoping, China’s eighty-year-old leader, continued to accelerate China’s opening to the West. In December 1984 he proclaimed that “China is a good place to invest. China keeps its commitments.” He asserted that the PRC would remain open to foreign investors for at least the next seventy years. A proclamation on October 20, 1984, stated that “factory workers will enjoy free-enterprise incentives—including the freedom to change jobs—and a wage scale keyed to the real difficulties of their jobs”8 The People’s Daily in Beijing also published an editorial stating that the country could not rely on Marx’s and Lenin’s doctrines to solve all present problems. This ideological shift was favorable to private and foreign investors, but many traditionalists within the Communist Party were reportedly disturbed by it. In late 1983 they mobilized a campaign against “spiritual pollution” caused by the mounting Western presence.

Joint Ventures

The joint-venture form of foreign investment was increasingly favored by PRC authorities: About 20 involving $20 million had been mounted by 1981, and the number increased significantly by 1984. Under the 1979 law, a foreign investor’s participation could not be less than 25%, technology contributed was to be “truly advanced and appropriate to China’s needs,” and exports were encouraged. But joint-venture companies were allowed to sell their products in China. State subsidies were available to joint ventures, and the foreign partner could screen workers and require new employees to pass skill examinations. Presumably workers could be fired for violating work rules. But some existing joint ventures had met difficulties in exercising these management prerogatives. Salaries were about 20% higher than in local factories.

Such joint ventures, if undertaken by Nike, were estimated to require an investment of $500,000 per factory, which could reduce Nike’s flexibility in later shifting production sites if necessary.

New Factory Location

Shenzhen was the most advanced of the Special Economic Zones (SEZs). By October 1984 it had signed 3,316 agreements and contracts with overseas firms, involving a total investment of 6 billion yuan (US$1 = 2.8 yuan). The SEZs were intended to attract foreign investment, particularly in light manufacturing industries catering to export markets. The Chinese government provided special facilities (infrastructure and services) and preferential tax treatment. Because Shenzhen was administered directly by the provincial authorities, the bureaucracy was simplified, and foreign trade and investment were granted broad latitude to protect investors’ legitimate rights and privileges. Other special privileges included favorable consideration in land rent, choice of land sites, corporate income tax of 15% (half the normal rate), and import duties waived on production inputs. There were also favorable personal income tax laws for foreigners working in the SEZs. About 85 of the nearly 100 joint ventures in Shenzhen made profits, with an average rate of 15%. Considerable construction was under way to remedy Shenzhen’s remaining infrastructure inadequacies with telephones, power, water, housing, and hotels.

Domestic Market

Visions of 2 billion feet still floated in Chang’s mind. The numbers held inevitable market magnetism, but he was not optimistic about selling Nike shoes locally. The product was made for an affluent consumer, and the Chinese were more interested in Nike’s exporting than in selling locally. But still, 2 billion feet.

Competitors

Finally, Chang wondered about the possible reactions of Nike’s competitors:

Puma, New Balance, Adidas, and Bata have visited China; none is sourcing from there yet. Dunlop has been buying canvas court shoes from the PRC, but we don’t consider them to be a significant competitor. We are the point man for the industry. They are observing closely our experience and moves.

WHAT RECOMMENDATIONS?

The China project had brought Chang into Nike, and he had made a heavy personal and professional investment in it. Now well established in the firm and in charge of the company’s apparel division, he believed it was important to analyze the China situation objectively and make recommendations that would best further Nike’s success. He remembered Knight’s words: “Winning is ultimately defined by the scorecard—which is financial results, but in the long run. We’ve had success, but we have to keep looking forward.” APPENDIX A CHRONOLOGICAL SUMMARY OF NIKE IN CHINA, 1980-83


 	April 1980
	Nike submits “A Business Proposal Between BRS, Inc., and the People’s Republic of China,” which outlines Nike’s plans to trade with China.



	July 1980
	A Nike delegation including President Philip H. Knight visits the PRC for the first time for the purpose of entering into a long-term trade agreement with China.



	September 1980
	Second Nike delegation, headed by Vice President Robert J. Strasser, negotiates and signs the first supply agreements between Nike and the factories in Tianjin, Beijing, and Shanghai. 



	November 1980
	Nike delegations return for further discussions with Sports Shoe Factory #2 in Tianjin. Agreements call for a total of about 1.5 million pair of shoes in the first year of production. Nike also signs an agreement with China Sports Service to equip Chinese national men’s and women’s basketball teams with shoes and apparel. Plans are begun for registering offices in Beijing, Tianjin, and Shanghai, and for establishing long-term residence for Nike’s quality control managers in China. 



	March 1981
	Nike’s vice president, David Chang, hosts Luo Xin, first secretary of the Chinese embassy in Washington, D.C., at Nike’s research and development facilities in Exeter, New Hampshire, and Saco, Maine. Nike signs basketball contract with China Sports Service at head office of Nike in Beaverton, Oregon. 



	May 1981
	Fuzhou factory delegation visits Nike’s operations in Beaverton, Oregon. 




	July 1981
	Nike signs supply agreement with Shanghai #4 factory to begin production.



	August 1981
	Nike’s resident teams selected for China under direction of Christopher Walsh, managing director, China operations. Nike sends three U.S. basketball coaches to Shanghai to conduct a clinic and assist in training Chinese athletes. China sends representatives of China National Light Industrial Products Import and Export Corporation to U.S. and to visit Nike. 



	September 1981
	Nike sends three U.S. marathoners to participate in First International Beijing Marathon (placed 7th, 16th, and 25th in a field of 75). Nike’s China office established at 65 Yanan West Road, Shanghai. Nike signs supply agreement with Shanghai #5 Rubber Shoe Factory. 



	October 1981
	Nike’s One-Line (nylon running shoes) production begins.



	November 1981
	Nike’s presidents, Philip Knight, heads delegation, including David Chang, vice president, and Richard Holbrooke, former U.S. assistant secretary of state and Nike special counsel, to Beijing and Shanghai to hold high-level discussions concerning Nike’s long-term plans for China, and to commemorate first “Made in China” shoe. Delegation received be Vice Premier Wan Li at Great Hall of the People in Beijing. Nike signs agreement with Quanzhou Rubber Shoe Factory to begin manufacturing canvas court (tinnes) shoes for export. Ribbon-cutting ceremony held in Tianjin by Knight for first production of Nike One-Line shoes. 



	January 1982
	Production schedules mutually agreed upon, calling for over 3 million pairs of athletic shoes to be produced in China by end of 1983. 



	February 1982
	First workers’ cash incentive plan begun in Tianjin. Other similar worker’ programs are planned.



	May 1982
	Nike signs supply agreement with Long March Rubber Shoe (Guangzhou) and Fuzhou #1 Shoe Factories.



	June 1982
	Nike signs track and field agreement with China Sports Service, wherein Nike agrees to endorse, equip, and help train Chinese national men’s and women’s track and field teams. 



	July 1982
	Nike hosts delegation of 10 Chinese coaches to attend clinics held at Washington State University.




	August 1982
	Nike’s coaches conduct a 10-day clinic in Qunming.



	September 1982
	Nike sends 3 U.S. marathoners to participate in the 2d International Beijing Marathon (placed 6th, 10th, and 15th). Three U.S. coaches sponsored by Nike conduct track and field clinics in Nanjing, Shanghai, and Beijing



	November 1982
	China’s national track and field and basketball teams participate in Asian Games in New Delhi and capture overall title in Nike apparel and shoes. Nike hosts special trip for Shanghai #4 factory personnel to inspect Nike’s production facilities in the Philippines. 



	December 1982
	Nike hosts special trip for Tianjin #2 factory personnel to inspect Nike sources in Thailand.



	January 1983
	First shoes manufactured in PRC arrive in U.S. from Quanzhou factory; second shipment also arrives in U.S. from Tianjin factory.



	March 1983
	Nike signs supply agreement with Nan Fang factory in Guangzhou.



	June 1983
	Vice President David Chang meets Zhang Wen Jin, Chinese ambassador to the U.S., at the Tenth Anniversary Banquet of the National Council for U.S.-China Trade. Former President Nixon is keynote speaker. Zhu Jian Hua, in Nike shoes, breaks the world high-jump record of 2.37 meters at China’s fifth National Games at Beijing Workers’ Stadium. 



	July 1983
	Delegation from Fuzhou factory inspects Nike operations in Hong Kong. Ron Nelson, vice president production for Nike, visits factory sources in China with senior executives in charge of all shoe production scheduling and sales forecasting. 



	August 1983
	Nike sponsors Nike China Summit for Foreign Trade Corporation meeting in Shanghai to discuss common problems and seek solutions. Meeting encompasses 24 individuals selected from Nike’s source cities of Beijing, Tianjin, Fuzhou, Quanzhou, and Shanghai. High-jumper Zhu Jian Hua captures bronze medal in International Beijing Marathon, meets with board of directors of National Council for U.S./China Trade in Beijing. 



	November 1983
	Guangzhou and Quanzhou factory personnel visit Nike’s operations in Thailand and the Philippines.
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TIANJIN

May 10, 1984

Scott Thomas Managing Director, NIKE, INC. Shanghai International Club, 65 Yaman West Road, RM. 304 SHANGHAI PEOPLE’S REPUBLIC OF CHINA

Dear Mr. Scott Thomas:

We have read your letter of May 2, 1984 and wish to reply as below:

Tianjin and Nike have been cooperating for shoe production for three years. Although we are still behind our designated goal, we have been making progress all the time both in quality and quantity of the products. Now, let us take the last 90 days evaluation period—Jan. 1 to March 31, 1984—as a case in point. The goal was 1,200 pairs of shoes per day for quantity and over 90% of A-grade shoes for quality while the daily output of TJ2 was over 1,000 pairs of A-grade shoes was around 90% by the end of March 1984. This means we have created the conditions for further cooperation.

On April 11, 1984 in Tianjin, you talked about the market changes and raised the subjects of price, new models, etc. We clearly expressed our willingness to consider your requests, meaning the prices would be lower and adoption faster for future new models. Our relative department already said we would set up specialized factories to make moulds and materials for large-scale production and quick adoption of new and varied models of NIKE shoes.

However, we must not be divorced from the present reality while considering things in future. In your letter, you definitely asked us to reduce the prices of the present models by 26% and specified the prices of different sizes of all the three models. You asked TJ2 to develop eight new models in September 1984, one new model per month from September to February and two per month after February 1985. Finally, you said that price and adoption of new models were the two prerequisites of our cooperation. If we accept them, our cooperation will continue. Otherwise, you will come to talk with us to cancel the supply agreement. May we ask, even if we accept your requirements on these two points, would you raise further points or put forward higher criteria two months later? We therefore cannot but feel doubtful about your sincerity in the cooperation.

We signed the five-year supply agreement in September 1980. In the spirit of that agreement, we signed the first sales contract for about 80,000 pairs of ONE-LINE shoes for which you supplied some of the necessary materials unavailable locally in China. Later on, you said you would not supply the materials and asked us to do the import. That was a great change. But in consideration of our long-term business, we agreed to do so and imported part of the materials enough for the production of 300,000 pairs of shoes. After two years of cooperation, the factory is actually producing only two models—OCEANIA and OLLIE OCEANIA. Production for the third model— DYNO is not started yet. Now you ask the factory to develop eight new models in about four or five months (from May to September). Is this a realistic attitude toward continued cooperation with Tianjin? On more than one occasion, your people said: NIKE is recession proof (not affected by recession) and that your business is expanding very fast while many others in this line collapse because of market changes. With this in mind, we were all very surprised when you said that your inventory of shoes was very high and that you had more shoes than you could sell at the recent FU ZHOU Conference held in March this year. During our talk in Tianjin on April 11, you again said the prices must be reduced since the market was not good. We said we were ready to cooperate relating to the prices of future new models and even to a certain extent for those of the present three models for which prices have been fixed. You should not refuse to let us have orders for the models already in production such as OCEANIA and OLLIE OCEANIA and DYNO of which prices were just confirmed in February. You must be responsible for the losses arising from the suspension of production. So far we have not received any fresh orders from you after P.O. #84-3-5-TJ while in your letter you asked to reduce all the prices for OCEANIA, OLLIE OCEANIA, and even DYNO. For more than one reason, TJ2 has suffered heavy losses owing to the long suspension and abnormal situation of production. For NIKE production, TJ2 has set up new buildings and purchased special equipments and are heavily in debts now. How can a sudden reduction of prices by 26% be possible? Do you really think this is a reasonable request? The prices of DYNO were just confirmed in Feb. 1984 by your Shanghai Liaison Office, but you also asked to reduce them two months later on April 11. We expressed on the spot it was not a right way of business while you said it was the decision or instruction of your American Head Office. If your Shanghai Office did not represent your head office and prices confirmed or decisions made by your Shanghai Office could be negated by your American Head Office, it would be very difficult for us to accomplish things.
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