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PART I

STRATEGY AND THE NONMARKET ENVIRONMENT

Chapter 1

Market and Nonmarket Environments

The objectives of this chapter are to introduce the concept of the nonmarket environment, provide frameworks for characterizing that environment, and present a framework for understanding the development of nonmarket issues. The nonmarket environment is characterized by the four Is: issues, interests, institutions, and information. This characterization is illustrated in some detail for the automobile industry.  The emphasis of the approach maintained throughout the book is on nonmarket strategy; i.e., actions by managers to improve the performance of their firms in both their market and nonmarket environments.

The field of business and its environment focuses on the nonmarket environment of business and its interrelationships with the market environment. To illustrate the perspective presented in Figure 1-1, an example involving Pizza Hut is presented below.  The basic unit of analysis is a nonmarket issue, and in the Pizza Hut example the issue is how to open the institutional (hospitals, schools, etc.) market to fresh pizza.  The auto industry example in the chapter illustrates the types and range of issues facing an industry. 

This chapter also presents a characterization of the pattern of development of a nonmarket issue and discusses the causes of change in the nonmarket environment and how issues are placed on the nonmarket issue agenda. The nonmarket issue life cycle in Figure 1-2 is a useful framework for thinking about where an issue presently is and how it could develop.  It is important to emphasize, however, that the focus of the book is how firms and their managers can participate effectively and responsibly in influencing the development of those issues.

A lecture based on Chapter 1 might begin with Figure 1-1 and illustrate the interactions between the market and nonmarket environments using the auto industry as an example.  In an introductory lecture it is important to discuss those factors that distinguish the nonmarket environment from the market environment. Issues such as fuel economy standards have clear implications for the design and marketing of autos and for the likely success of U.S. and foreign manufacturers.  (Fuel economy standards are considered in more detail in the Part II integrative case Fuel Economy Standards 2007. Environmental issues, such as global warming and emissions of pollutants, can also be used to illustrate these interrelationships.  The safety issue can be used to point to the presence of interest and activist groups and their role in the nonmarket environment. (Activists and NGOs are considered in more detail in Chapter 4.)  The Pizza Hut example presented below can also be used to illustrate the interrelationships.

In discussing nonmarket issues and the nonmarket environment, it is important to emphasize the role of managers both in addressing the issues and in formulating strategies. That is, management is in the center of Figure 1-1.  Specialists, such as lawyers and consultants, can be important resources, but managers ultimately must make the decisions.  In part because managers are at the center of decision-making, the appropriate level of analysis is organizational; i.e., from the point of view of a firm dealing with an issue in its environment. The unit of analysis is thus the conjunction of a nonmarket issue and the firm.

The roles of institutions and interest groups should also be pointed out, although they are not considered in detail until subsequent chapters. It would be useful to emphasize that institutions are not only formal and public, such as Congress and NHTSA, but are also private, such as arbitration mechanisms, or collections of private organizations as in the case of the news media (considered in Chapter 3). The Pizza Hut example can be used to illustrate the role of institutions and how an issue can move from one institutional arena to another.  

The chapter first characterizes the nonmarket environment in terms of the 4 Is.  The Nonmarket Environment of McDonald’s case provides an opportunity to consider this characterization. Another possibility is to discuss the origins of nonmarket issues such as those for the auto industry or those on McDonald’s agenda.  Some of those issues are the result of scientific discovery and technological change and some are the result of new understandings.  For example, the concerns about the fat and salt content of fast foods are a result of both recent medical studies and the heightened concern of many people about their health. The chapter case The Nonmarket Environment of Google presents a set of issues that pose challenges for Google including operating in China, a controversial acquisition, and intellectual property protection.
Many nonmarket issues arise because of moral concerns, and those moral concerns are the subject of Part V of the book.  The Graduation Cards example illustrates the connection between moral concerns and the development and progress of nonmarket issues. Additional information on the example is presented below.

The nonmarket issue life cycle depicted in Figure 1-2 reflects a progression for many issues.  It begins with the origins of the issue and its identification by what are referred to here as interest groups.  The auto safety example is a good illustration of the simple origins of an issue and how it may progress over an extended period of time. In the discussion of the cases, it is often useful to assess where an issue is in its issue life cycle.   It is also useful to illustrate in which institutional arenas an issue is considered at the various stages in its development. An important point to make in discussing nonmarket issues is that the firm rarely has control over events or the resolution of a nonmarket issue. Instead, a firm has control over its nonmarket strategy, and that strategy may influence the resolution of the issue.  Nonmarket issues are generally contested, and their resolution is often determined by a competition of strategies of the interests participating in the contest.

Beginning the course:  In addition to the cases in Chapter 1, the Chapter 2 cases provide good vehicles for focusing on nonmarket strategy.

An Example of the Interactions of Market and Nonmarket Strategies: Pizza Hut

This example illustrates the use of nonmarket strategies to shape market opportunities (Figure 1-1).  (Figure 2-2 illustrates the control of market opportunities by government.)   

School cafeterias served nearly $500 million of pizza a year. Only frozen pizza was used, however, because freshly prepared pizza was effectively excluded by a U.S. Department of Agriculture (USDA) regulation that required inspection of any pizza with meat toppings that was sold at wholesale for resale.  The same was true for other institutions such as hospitals and prisons.  The broader issue was the closure of the institutional market to freshly-prepared foods such as pizza and other fast foods.

Pizza Hut’s overall business strategy was to become a “pizza distribution” company, and the institutional market was crucial to that strategy. According to Roger Rydell of Pizza Hut, schools were “‘a potentially enormous business for us.  … We’d like to have every one of our [4,000] delivery-capable units nationwide serving at least one school.”’
 Since Pizza Hut was excluded from the institutional market by the USDA regulation, the task before Pizza Hut was to develop a nonmarket strategy to modify this regulation to allow school cafeterias and ultimately other institutions to order fresh pizza.

There were two basic institutional arenas in which Pizza Hut could address this nonmarket foreclosure of a market.  One was the regulatory apparatus of the USDA.  From the perspective of a bureaucracy such as the USDA, an exemption from its meat inspection responsibilities would be required. It seems unlikely that the USDA would want to weaken its own inspection program.  Indeed, the opponents of an exemption for fresh pizza, as led by the National Frozen Pizza Institute, sought to have the contentious issue resolved by the USDA.  A resolution in that institutional arena would necessitate an extensive administrative process requiring public hearings, publication of proposed regulations in the Federal Register, a comment period, possible adoption of an exemption, and possible legal challenge in the federal courts by the losing side. This process would likely be quite lengthy.  (See Chapter 10 for a discussion of this process.)  Pizza Hut first attempted to obtain a USDA exemption without an administrative process but failed in its attempt.

The second institutional arena was Congress, which could enact legislation to overturn regulations.  Pizza Hut worked through Congress to include a provision in a 1991 agriculture bill that would allow fresh pizza to be purchased by school cafeterias without USDA inspection.  The amendment directed the USDA to issue regulations by August 1992 allowing fresh pizza with meat toppings to be sold to private and public institutions.
  Pizza Hut had headquarters in Wichita, Kansas, and Representative Dan Glickman, whose district includes Wichita, commented that the USDA regulation was “a Byzantine, outdated and, quite honestly, an anti-competitive regulatory structure.”
 

One question was whether this issue was resolved by interest group politics or by some public policy process based on a careful study of the costs and benefits.  The opposition, for example, argued that an exemption posed a health hazard, whereas Pizza Hut argued that precooked toppings such as pepperoni had already undergone two inspections—one at the processing plant and one earlier at the slaughterhouse. These arguments likely had little effect on the decision other than to convince members of Congress that there was no health hazard in fresh pizza sold to institutions.  This issue was ultimately resolved through interest group politics, with Pizza Hut and other fast-food chains backing the exemption and frozen pizza interests opposing it.

The actual process through which the amendment was adopted began in the House Committee on Agriculture.  The committee was in a public mark-up session on H.R. 3029, sponsored by Representative De La Garza (D-TX), entitled the Food, Agriculture, Conservation, and Trade Act Amendments of 1991 and the Recreational Hunting Safety and Preservation Act of 1991. Representative Glickman introduced an amendment that would change the standard for fresh pizza with meat toppings furnished in school lunch programs.  After discussion, Glickman withdrew the amendment and offered another that would exempt fresh pizza with meat toppings from a final inspection by the USDA and directing the USDA to adopt new rules to allow this.  That amendment was approved on a voice vote.

The final bill incorporated the needed provisions in Section 1016 of Title X -- Miscellaneous Technical Corrections.  The provisions made changes in Section 23 of the Federal Meat Inspection Act (21 U.S.C. 623) and Section 15 of the Poultry Products Inspection Act (21 U.S.C. 464).  As an example of the language enacted, the changes for meat stated, “the Secretary [of Agriculture] shall exempt pizzas containing a meat food product from the inspection requirements of this Act if -- (A) the meat food product components of the pizzas have been prepared, inspected, and passed in a cured or cooked form as ready-to-eat in compliance with the requirements of this Act; and inspected, and passed in a cured or cooked form as ready-to-eat in compliance with the requirements of this Act; and (B) the pizzas are to be served in public or private nonprofit institutions.”

The amendment providing the exemption was referred to as the Pizza Hut amendment.

Update on the Graduation Cards Example

Hallmark’s marketing of the graduation cards featuring alcoholic beverages was quickly met with protests by the Orange County, California, chapter of MADD.  According to Newsweek, “Since then MADD activists across the country have lobbied store owners to pull offending cards that had been shipped already off their shelves. ... Hallmark spokeswoman Diane Wall says the cards were aimed at adults finishing college.  But MADD’s Janet Cater says they were bought just as often for younger high-school and college graduates.  ‘The reality is more people graduate under 21 than any other age group,’ Cater says.” 

Hallmark quickly agreed to stop producing the cards and not to ship any cards that had already been produced. “Hallmark has made a corporate decision to no longer manufacture graduation cards with reference to alcohol.  Graduation cards of this type represented only 1 percent of the graduation card line this year.” (Letter from Diane Wall, Hallmark Cards, August 22, 1988.)

Although this issue was resolved, one consequence of Hallmark’s actions was that interest groups may now begin to monitor its cards for objectionable material.  That is, Hallmark’s nonmarket environment could be changed by this episode.

To continue the discussion of this example, the following question might be asked: As the Hallmark manager responsible for New Year’s cards, would you make any changes in your design and marketing programs in light of these events?

New Year’s cards do not involve the specific issue of underage drinking, but they do raise the issues of excessive drinking and drunk driving. Protests are less likely on New Year’s cards, however, in part because parents are not likely to be purchasing cards for their children.

Development  

NIMBY protests by local residents in India caused Tata Motors to suspend its construction of the plant to build the Nano.

 Cases

The Nonmarket Environment of the Pharmaceutical Industry

This case is designed for the application of the conceptual frameworks presented in Chapter 1. The four principal frameworks to be applied are the interrelations among the nonmarket and market environments, the four Is, the nonmarket issue life cycle, and the origins of change.     

This case illustrates the perspective presented in Figure 1-1.  The success of the pharmaceutical industry in its market environment, as evidenced by the rapid increase in expenditures for drugs, led to pressures in its nonmarket environment for change.  Much of this was interest group based, as payers, including both those in the private and public sectors, sought to control the impact on their respective bottom lines and budgets.  In the nonmarket environment the industry’s efforts to revise FDA regulations on advertising to consumers provided an opportunity for firms to promote their products through direct-to-consumer advertising.  This proved to be highly successful, and the success in the market environment created a nonmarket issue of restricting DTC advertising.  Other interrelationships can also be identified in the discussion.   

The four I's are straightforward to identify. 

Issues:  pharmaceutical expenditures, marketing expenditures, price increases (for the elderly), collective buying power (Maine, Florida), drug discounts for the elderly, formulary inclusion, sponsorship of research and asymmetric release of information, OTC switching, drug approval and regulation (U.S. and EU), price reporting and backdoor discounts, managed care, patent protection, deceptive advertising, post-marketing surveillance, prices for AIDS drugs, parallel trade.

Interests:  pharmaceutical companies—generic and brand name companies, consumers/patients, PhRMA, Families USA, the elderly, Public Citizen, insurers (National Institute for Health Care Management), doctors and the AMA, Prescription Access Litigation Project, pharmacy benefits managers, drug stores, pharmacists (NCPA), managed care providers, trial lawyers.

Institutions:  state legislatures, Congress, news media, public sentiment, federal courts, NIH, FDA, HHS, Medicare and Medicaid, FTC, Bush administration, Commission of the EU and cognizant agencies, German Medicines Control Agency, South African government, Brazilian government, WTO-TRIPS, Indian patent law.

Information:  about the causes of increased expenditures--drug price increases and prescriptions per person, regarding the effect of DTC advertising on patient health and quality of life, about research and clinical test results, about appropriate patent protection and incentives to develop new drugs, about the impact of parallel trade, and more generally about the organization of the health care industry.  

Change in the nonmarket environment of the pharmaceutical industry originates from interest groups, such as those identified above, from changing market strategies (e.g., direct-to-consumer advertising), globalization, and from moral concerns.  Institutional change is illustrated by the revisions in FDA regulations regarding marketing to consumers, which resulted in the boom in DTC advertising.  Technological change in the pharmaceutical industry in recent years has focused on biotechnology, and there has been little opposition to the use of that technology for developing pharmaceuticals.  The opponents of biotechnology focus on foods and cloning.  Moral concerns originate from the AIDS tragedy and its growth in Africa and elsewhere.  In the United States moral concerns, as well as interest group activity, generated pressure for discount drugs for the elderly.    

The life cycle can be illustrated using a number of the issues.  For example, the current DTC advertising issue began with revised FDA regulations (sought by the pharmaceutical companies).  Interest group activity began as critics became concerned about the impact on spending and possible undue influence on doctors to prescribe advertised drugs.  The pharmaceutical industry strongly backed DTC advertising, since it increased the number of prescriptions written.  In the case the issue is currently in the legislative stage as proposals are being made to regulate DTC advertising.

Patent protection issues are now in the enforcement stage, where enforcement is primarily through the courts and also through the discretion granted to the FDA (see the Chapter 12 case Patent Games: Plavix).  The issue of OTC switching is in the administrative stage awaiting an FDA decision.  Drug discounts for the elderly is in the legislative stage with both Congress and the Bush administration developing plans. 

Teaching the case:  This case focuses on analysis rather than strategy formulation, and the most straightforward way to discuss it is to apply the frameworks with the objective of characterizing the nonmarket environment in detail.  To continue to the formulation of nonmarket and integrated strategies, this case could be followed by the Chapter 8 case Pharmaceutical Switching. 

Additional cases on the pharmaceutical industry:

The book includes several other cases on the pharmaceutical industry, some of which provide more information on issues in this case.

Molecular Insight Pharmaceuticals: Integrated Strategy for Development Stage Molecular Medicine Company (Chapter 2)

Merck and Vioxx (Chapter 5)

Pharmaceutical Switching (Chapter 8)

Patent Games: Plavix (Chapter 12)

Compulsory Licensing, Thailand, and Abbott Laboratories (Chapter 18)

Pfizer and Celebrex (Chapter 19)

Pricing the Norplant System (Chapter 20)

Consumer Awareness or Disease Mongering?: GlaxoSmithKline and the Restless Legs Syndrome (Chapter 21)

Gilead Sciences (A): The Gilead Access Program for HIV Drugs (Chapter 22)

GlaxoSmithKline and AIDS Drug Policy (Part V Integrative Case)

The Nonmarket Environment of McDonald’s

This case provides a vehicle for discussing the 4 I’s and for giving priority to the issues.  It also identifies the need for a nonmarket strategy to address the issues on the company’s agenda.   One thing is clear from the case and from subsequent events—McDonald’s is very concerned about its public image and hence is an inviting target for critics and activists. Also, McDonald’s has revealed that it is willing to make changes in its market strategy to lessen the criticism.  Many of the issues facing McDonald’s are initiated by activists, and hence the frameworks of private politics (Chapter 4) are relevant.  

The Issues are identified by the headings in the case and will not be listed here.  One discussion point is the “level” at which issues should be addressed.  For example, a number of broad issues are relevant for McDonald’s, but it is specific rather than broad issues that have to be addressed by the company.  Three such broad issues are:  the health consequences of fast food and food in general, who has responsibility for what one eats, and vegetarianism.  McDonald’s may want to address the first, but the latter two are better addressed elsewhere.  For example, McDonald’s basic competence is efficiency in delivering food and convenience that people want.  If vegetarianism were to become widespread, McDonald’s would efficiently provide vegetarian fare.  The responsibility for what one eats is a matter ultimately for the institutions of public sentiment, the courts, and Congress.  McDonald’s should vigorously defend itself in the courts and support the cheeseburger act, but it should do the latter behind the scenes.  The first broad issue involves a set of specific concerns, and such concerns will continue to arise as science increases our understanding of the relation between food and health. Obesity has become a public concern, and McDonald’s has taken some measures to address the issue, as considered in the Chapter 12 case Obesity and McLawsuits. Health is of wide concern to the public and hence to the news media and new issues will arise.  For example, after the writing of this case fast food chains came under government and activist pressure to eliminate trans fats from menu items.    

The interests are varied and can be categorized as in the chapter.

Organized: NCBA, trial lawyers, Morgan Spurlock, National Restaurant Association, American Meat Association, United Egg Producers, franchisees in Brazil

Unorganized: consumers, vegetarians, obese people 

NGOs: Physicians Committee for Responsible Medicine, CSPI, Competitive Enterprise Institute, Environmental Defense, PETA, Compassion Over Killing, ALF, ELF

McDonald’s must address issues in a multitude of institutional arenas.  The following list is not intended to be exhaustive.  

Legislative: Congress, state legislatures (cheeseburger bills), Americans with Disabilities Act (ADA)

Administrative and regulatory institutions: FDA, DOA, Centers for Disease Control and Prevention, Surgeon General

Judicial: Federal courts (e.g., interpretation of ADA), state courts (obesity lawsuits)

Private regulation: Code of Conduct for Suppliers, antibiotics policy, environmental policy, treatment of food animals

International: courts in Chile and Brazil, green lights programs 

Nongovernmental: public sentiment (e.g., pertaining to treatment of food animals), news media (e.g., coverage of the obesity and fast food issue)

Information:  Information pertains to scientific evidence about health effects of fast food, obesity, acrylamide, etc., the extent of the public’s and customers’ concerns about the issues. 

One distinction that is often difficult for students is to distinguish between interests and institutions.  In the framework presented in Chapter 1 an institution is an arena or forum in which nonmarket strategies are executed.  Congress is an institution, and its officeholders should be viewed as part of the institution and not as an interest.  The members of Congress may have their self-interest at heart, but they also are attentive to constituents both because of a duty to represent them and because they have reelection interests.  They also have institutional roles as members of committees, for example.

A useful teaching exercise is to identify for selected issues, the interests that are active or inactive and the institutional arenas in which the issue will be addressed.  For example, for the issue of obesity and fast foods interests include trial lawyers and their clients, food companies, restaurants, and activist NGOs.  The institutions are Congress, state governments, federal and state courts, the FDA, public sentiment, and the news media.  The life cycle concept can be used to discuss where the issues are in the life cycle, how they might progress, which interests will work to advance or reverse their progress, and the extent to which institutions will determine the progress of the issues.  This then naturally leads to a discussion of nonmarket strategy.  As developed in Chapter 2, nonmarket strategy should not be considered in isolation from market strategy; i.e., a firm should integrate its market and nonmarket strategies.  Strategies also have to be implemented, which is the subject of later chapters.

In this regard, it is interesting to note that many of the issues McDonald’s faces and the pressures it encounters are in the realm of private politics as considered in Chapter 4.  Self-regulation plays an important role in private politics.  

In teaching the case students may be eager to move to strategy formulation.  To make the transition from the 4 I’s to strategy and action, it is important to point out that the rest of the book is about frameworks for how to formulate effective strategies.

A reality check may be needed if the class seems to be moving toward the conclusion that McDonald’s should be doing all of what the activists and NGOs demand. McDonald’s customers may not see things the same way the activists do.  McDonald’s has tried on several occasions to respond to health claims by activists.  In 1984 it tried “Lite Mac,” in 1991 it introduced the “McLean Burger,” and in 2000 it introduced “McSalad Shakers.”  All were failures.
  (Offering salads is different because a demand exists for them.)  Moving away from its traditional core menu items could also provide opportunities for competitors to cater to its core customers.  CEO Jim Skinner stated, “We’re certainly selling more chicken, and we’re selling more fish, and we’re selling more items all across the menu.  But hamburgers and French fries … have been at the core of our menu, and I think will continue to be there for the long term.”

The Chapter 12 case Obesity and McLawsuits considers the issue of the responsibility, if any, of McDonald’s for the obesity problem. 

Teaching the case:

The class discussion may be organized using the following questions.

1. Identify the 4 I’s? 

2. For selected issues, identify the relevant interests and institutions.

3. What is McDonald’s nonmarket issue agenda?  Which issues should have the highest priority?

4. Choosing one or two issues, the focus can then be on where those issues are in their life cycles, what forces are propelling them, and how far they are likely to progress.  

5.  The next step is to discuss some of the specific issues and then consider strategy formulation.

Developments and additional information:

McDonald’s settled for $10 million two lawsuits filed by Hindus and other groups over its labeling of French fries and hash browns as vegetarian when the vegetable oil in which they were cooked contained “essence of beef” for flavoring.  Most of the settlement funds went to organizations that deal with concerns raised by consumers. 

During floor debate on the cheeseburger bill representatives cited a Gallup poll indicating that 89 percent of those surveyed “oppose the idea of holding fast food companies legally responsible for the diet-related health problems of fast food junkies.”

Ben Cohen of the Center for Science in the Public Interest argued, “If Congress really believed in personal responsibility, it would help them make responsible choices by passing legislation that would require fast food chains to post signs showing the calorie count for each item on their menu.”

Ken Barun, president of Ronald McDonald House charities, who had seen clips of the movie “Super-size Me,” commented, “We are talking about someone who has obviously gone to excess and exploited a brand that people will relate to in order to make his movie and capitalize on something that is unrealistic.  It should be put in the category of the rest of the shock TV that you see.  It’s a distortion of reality.”
  The movie was, however, fairly successful.

In January 2003 an epidemiological study by Loreli Mucci of the Harvard School of Public Health and Sweden’s Karolinska Institute and other researchers “found that eating foods with high levels of the chemical acrylamide appears not to increase risk for colorectal, bladder, and kidney cancers.”
 The acrylamide issue continued to progress, and some chains changed their cooking methods to reduce the generation of acrylamide.

To deal with the issue of the sustainability of fish supply, McDonald’s joined with the Center for Environmental Leadership in Business, a division of Conservation International, to integrate “conservation and sustainable agriculture into our global food supply chain and to work on issues related to sustainability in the fishing industry.”
  McDonald’s consulted with The Natural Step on the “impacts of all major business activities on the environment and the community.”

Bill Zucker of Burson-Marsteller explained, “The NCBA has been working on this issue for years to get the message out that U.S. beef is the safest in the world.  The safeguards are there in the industry and from the USDA and FDA.  By getting the facts out to avoid a panic, the Cattlemen were able to help people understand that and avoid misinformation and panic.”
  Walt Riker, a McDonald’s spokesperson said, “There is just a tremendous depth of experience and learning and best practices, so when something like this happens we don’t have to reinvent the wheel or go into what some people might think is a crisis mode.”
  Meat safety has continued to be an issue, but McDonald’s has not been specifically targeted. 

The company also announced that it was asking suppliers to reduce the use of antibiotics.  “It’s a public health concern, so we’re putting the word out that we want to buy less antibiotics in our meat.”  

The Nonmarket Environment of Google

This is a broad case that provides for an assessment of the nonmarket environment of Google.  Some of these issues are addressed elsewhere in the book.  In particular, the spectrum auction is discussed in Chapter 2, and the human rights in China issue is the subject of the Chapter 16 case Google in China.   

The following table identifies the issues and the corresponding institutions and interests as well as the location of the issues in their life cycles.  The fourth I, information, is not listed because it is more difficult to summarize in a few words.  For example, on the Internet privacy issue there are a number of privacy activists that push privacy issues, but the information that remains unknown is how concerned the general population of Internet users is about this issue.  Information is also uncertain about what the consequences would be if privacy legislation were enacted or regulation were promulgated by the FTC.   

Several issues are in the realm of private discretion and are labeled in the table as corporate social responsibility.  These issues are included here because CSR is an important component of management in the market and nonmarket environments.  

	Issues
	Institutions
	Interests
	Location in Life Cycle 

	Privacy
	Congress; FTC; public sentiment
	Activists, rights advocates, private politics
	On hold, pre-legislative stage

	DoubleClick
	FTC, courts
	Privacy activists, competitors
	Administrative

	EU privacy regulations
	EU Commission, data protection offices (regulators)
	Privacy advocates; citizens
	Enforcement

	Spectrum auction
	FCC
	Competitors
	Legislative stage

	Google books
	Courts
	Publishers; competitors
	Interest group formation

	Google news
	Courts (Europe); FTC
	Content providers
	Enforcement (Europe); legislative (FTC)

	Trademarks
	Courts
	Businesses (Websites)
	Enforcement

	Data protection
	Courts
	U.S. government; opponents of child pornography 
	administration

	Google health
	Public sentiment
	Privacy advocates
	Issue identification

	Google telephone
	Markets
	Competitors
	[market issue]

	YouTube (IP)
	Courts 
	Content providers
	Administration

	Tolls
	FCC; Congress
	ISPs
	Interest group formation

	Discrimination
	Courts
	Plaintiff
	Enforcement

	Environmental practices (market)
	Public sentiment
	[[market participants]]
	Corporate social responsibility

	Philanthropy
	Public sentiment
	
	Corporate social responsibility

	Indigenous peoples
	Public sentiment
	
	Corporate social responsibility

	China: human rights
	China government; U.S. Congress; public sentiment
	Human rights organizations; private politics
	Administration

	China: Online video
	Regulators
	Competitors
	Administration

	China: Music downloads
	Regulators
	Competitors
	Enforcement (or lack there of)

	Microsoft and Vista
	Courts; DOJ
	Microsoft
	Enforcement

	Microsoft and Yahoo
	Congress; courts
	Microsoft and other competitors
	Interest group formation


On some of the issues Google was a nonmarket innovator.  Google, for example, was exploring the limits of intellectual property law—from both sides of the law.

The criticisms of G-mail seem to have had no impact.  The following are from the Google Web site www.gmail.google.com at the time it was introduced.

What is Gmail? 
As part of Google's mission to organize the world's information and make it universally accessible and useful, we're testing an email service called Gmail. 

Gmail is a free, search-based webmail service that includes more than 2,000 megabytes (two gigabytes) of storage. The backbone of Gmail is a powerful Google search engine that quickly finds any message an account owner has ever sent or received. That means there's no need to file messages in order to find them again.

When Gmail displays an email, it automatically shows all the replies to that email as well, so users can view a message in the context of a conversation. There are no pop-ups or untargeted banner ads in Gmail, which places relevant text ads and links to related web pages adjacent to email messages. 

Gmail and privacy 
	 
	1. Is Google reading my email?
No. Google scans the text of Gmail messages in order to filter spam and detect viruses, just as all major webmail services do. Google also uses this scanning technology to deliver targeted text ads and other related information. This is completely automated and involves no humans.


2. Will my Gmail messages appear in Google search results?
No, the contents of your email will never be included as Google search results.


3. What does Google do with my personal data?
Google uses this information to provide you a reliable service. Google does not share or reveal email content or personal information with third parties, other than in certain exceptions dictated by the law and common sense. For full details, please refer to the 'When we may disclose your personal information' section of our privacy policy. These exceptions are standard across the industry and are necessary for email providers to assist their users and to meet legal requirements.


4. What does Google do to protect my privacy?
Google takes several steps to guard the confidentiality of users' information by offering a number of industry-leading protections. For full details, please visit the Protecting your privacy section below.

5. Are there ads in Gmail?
Yes, but they are small and unobtrusive. They don't fill half your screen and we don't make you read them just to get to your inbox. Ads are never inserted into the body text of either incoming or outgoing Gmail messages and you won't see any pop-ups or untargeted banner ads in Gmail.

Gmail users only see relevant text ads, similar to those on Google search results pages. The matching of ads to content is a completely automated process performed by computers. No humans read your email to target the ads, and no email content or other personally identifiable information is ever provided to advertisers. 

Ads are matched using the same technology that powers the Google AdSense program, which already places targeted ads on thousands of sites across the web by quickly analyzing the content of pages and determining which ads are most relevant to them. Here's a sneak peek of how ads look in Gmail. 





Quotes on privacy 
	 
	Google Mail: Virtue Lies in the In-Box - David Pogue 
New York Times - May 13, 2004 
http://www.nytimes.com/2004/05/13/technology/circuits/13stat.html (registration required) 

"If Gmail creeps you out, just don't sign up. ... That would be a shame, though, because you'd be missing a wonderful thing. Even in its current, early state, available only to a few thousand testers, Gmail appears destined to become one of the most useful Internet services since Google itself. 

... The ads are so subtle, so easily ignored, that it's hard to imagine anyone preferring the big, blinking, slow-loading graphic ads that appear every time you check for messages at the Hotmail and Yahoo Mail sites. Even more refreshing, Gmail doesn't turn you into an unpaid billboard for Yahoo or Microsoft (Hotmail's owner) by stamping ads on at the bottom of every outgoing message, no matter how sensitive the topic.  ... 

The only population likely not to be delighted by Gmail are those still uncomfortable with those computer-generated ads. Those people are free to ignore or even bad-mouth Gmail, but they shouldn't try to stop Google from offering Gmail to the rest of us. We know a good thing when we see it."




Discussion questions:

1. For each of the issues Google faces identify the corresponding institutions and interests.  For a selected few issues identify the information and uncertainties associated with the issues.

2. Where in their life cycles are the issues?  

3. What are the origins of these issues?  For example, Tolls and Google Books.

4. Let’s select a couple of issues and discuss what might be the outcome.  (Two issues might be Tolls and Google Books.)

5. To what extent should Eric Schmidt, Sergey Brin, and Larry Page be involved in the management of these issues?  For example, Google’s operating policies in China. 
Updates

To improve the efficiency of searches, the company used both cookies and user logs of search requests as well as other online information.  This raised concerns among privacy advocates.  

Information provided by Yahoo in accord with Chinese law led to the arrest of Wang Xiaoning who had posted pro-democracy literature on the Internet.  Wang was sentenced to 10 years in prison.  Wang, his wife, and a human rights group filed a lawsuit against Yahoo seeking damages and an injunction against Yahoo to prevent it from providing such information to the Chinese government.  Yahoo eventually apologized for its actions.  In November 2007 Yahoo settled for an undisclosed sum a lawsuit brought by two Chinese journalists who were jailed after Yahoo turned over to the Chinese government emails containing pro-democracy literature.  Yahoo said it was complying with Chinese law.
 
 

Google had been sharply criticized for following Chinese policies regarding policing of the Internet and had take steps to avoid placing its users in jeopardy.
  Within a month of offering Google.cn, Google came under criticism from two government-run newspapers in China.  The Beijing News criticized the company for not doing enough to block “harmful information.”  Referring to Google’s practice of informing users when search results had been censored, the China Business Times wrote in an editorial, “Is it necessary for an enterprise that is operating within the borders of China to constantly tell your customers you are following domestic law?”  Both publications claimed that Google was operating as an Internet content provider without a proper license.
   

In 2006 Google sold its stake in Baidu. 
In 2008 the California Supreme Court agreed to hear the Google’s appeal of the Court of Appeals decision to allow Brian Reid’s age discrimination case to go to trial.

In 2008 Google India Private Ltd. was sued by a small business for defamation because of a posting on an anonymous blog made available by Google.   The question was whether Indian law held a website responsible for postings on its service unless it could demonstrate that it had exercised due diligence.  This appears to be in contrast to U.S. law as discussed in Chapter 2 and in Chapter 13.  
Prosecutors in Italy filed charges against four Google executives of the Italian-language website for the posting of a video showing a disabled girl being taunted by her peers.  The charges were defamation and violation of privacy. This case may involve a conflict between EU law and Italian law.  According to Google EU law appeared to be similar to that in the United States, as discussed in Chapter 2, in that a website was not responsible for what others post on it. 

Google pressed on with its plans to put health data on the Internet, beginning with a pilot project with the Cleveland Clinic.  The project would not allow any sharing of information without prior consent.  

Google lost its appeal of the Belgian court’s decision.  

Google settled for $125 million two lawsuits brought by publishers over its plans to digitize and provide short excerpts on the Internet.  The funds will be used to establish a registry system to allow copyright holders to obtain payments.  
Chapter 2

Integrated Strategy
The principal objectives of this chapter are to introduce the concept of an integrated market and nonmarket strategy, introduce the concept of positioning, and provide a framework for the analysis of nonmarket issues and the formulation of nonmarket strategies.  The chapter also reinforces the point made in Chapter 1 that managers are responsible for the formulation and implementation of nonmarket strategies.  This chapter extends that perspective by focusing on the integration of those strategies with market strategies, as illustrated in Figure 2-1.  One natural focal point for this integration is the relationship between market opportunities and the importance of nonmarket strategies, as illustrated in Figure 2-2.  The influence of private politics illustrated in Figure 2-3 is considered in more depth in Chapter 4. 

The principal factor restricting the pursuit of market opportunities is government policies. Two other factors are public sentiment and ethics. A lecture might begin with Figure 2-2 and then relate that to the concept of an integrated strategy.  The Pizza Hut example in Chapter 1 of this manual can be used to illustrate Figure 2-2 and the nature of a nonmarket strategy to unlock a market opportunity.  The Envirotest Systems Corporation (A) and Molecular Insight Pharmaceuticals: Integrated Strategy for a Development Stage Molecular Medicine Company cases provide opportunities to explore the formation of an integrated strategy in more detail.

The section on positioning provides a foundation for nonmarket strategy, but as importantly it affects the set of issues that the firm faces.  Some of those issues are identified by government as considered in Part II of the book and others by the news media as considered in Chapter 3, and some are initiated by activists as considered in Chapter 4.  eBay is the subject of two cases in Chapters 12 and 13. The chapter case Exclusive Resorts: Entrepreneurial Positioning and Nonmarket Strategy centers on positioning in the market and nonmarket environments.  

The framework presented in Figure 2-4 provides a framework for addressing nonmarket issues.  This framework will be elaborated on in the following chapters, so at this point in the development it is primarily used to identify the stages in the framework.  The stages are intended both to correspond to managerial decision-making processes and to distinguish between analysis, or thinking ahead, and deciding.  The latter involves choosing a strategy to deal with an issue or a developing policy to guide managers in dealing with issues.  Another way of thinking about the stages is that the analysis stage is positive in the sense of prediction and explanation, whereas the choice stage is normative in two senses.  The first is that of choosing the alternative that is best in terms of the firm’s objectives.  The second is normative in the sense of ethics principles.  For example, the evaluation of claimed rights requires the application of applying ethics principles.  The Citibank and Credit Cards for Undergraduates example illustrates the application of the framework.

It is important that students understand that the perspective taken to the issues addressed in the book is not that of public policy chosen by a benevolent government.  Also, the perspective is not that of doing good, or what might be called private social welfare.  Instead, the perspective is that of a firm and its managers attempting to further the interests of the firm.  No attempt is made to define the firm’s interest, but in the first several parts of the book those interests are assumed primarily to be profits.  This is tempered by normative considerations based on ethics principles. Part V of the book addresses issues of corporate social responsibility and the

incorporation of ethics into this perspective.  See, for example, the Levi Strauss example in Chapter 22.

The final part of a lecture could be on how to approach issues in the nonmarket environment.  The framework presented in Figure 2-4 provides an approach to analysis and decision making in which positive analysis precedes the application of normative principles. The distinction between positive

and normative approaches can be made at this point.  Some students may be concerned that a normative focus — either in the sense of doing good or of applying ethical principles -- should be the centerpiece of any managerial process.  As will be clear in Part V of the book, there is considerable support for doing good and also about who has which rights, but there is often considerable disagreement when the focus is specific issues or implementation details.  The framework in Figure 2-4 is intended not only to provide an outline for the development of strategies but also to focus on analysis that a manager can use regardless of his or her normative beliefs.  That is, even those who might disagree about what is right or good can analyze an issue and attempt to predict behavior and consequences. At this point in the book the objective is for students to be sensitive to issues with normative dimensions and to the actions those dimensions can motivate in the nonmarket environment.

The chapter includes a discussion of a Google’s integrated strategy directed at opening opportunities for its products.  In 2008 Google petitioned the FCC to prevent Verizon Wireless from excluding a G-phone and other devices. 
Google has also pressed forward on its campaign to obtain access to the white spaces.  

Cases

Exclusive Resorts: 

Entrepreneurial Positioning and Nonmarket Defense

The purposes of this case are (1) to evaluate the positioning of Exclusive Resorts in its market and nonmarket environments, (2) to assess the nonmarket challenges that the firm may face, and (3) formulate a nonmarket strategy to address the challenges the company faces.  

In its market environment Exclusive Resorts positioned itself at the high end of the potential market.  This made sense since the number of wealthy people in the United States had increased rapidly in the past 10 to 20 years.  Still, there was considerable uncertainty about demand.  The challenge if the demand turned out to be strong would be able to purchase enough residences to satisfy demand in a particular location.  Controlling the rate of entry of members with a waitlist was crucial.  Demand proved to be so strong that the firm had to develop some residences itself.  

With regard to market positioning, a class session could work through the criteria with the objective of developing a better understanding of the basic business model of the firm.  For example, making 80% of the membership fee refundable lowers the cost to members, since they likely would be able to withdraw most of their funds if an event occurred that changed their demand for vacations.   Brad Handler developed a model of demand for residences that indicated that 6 members per residence was optimal, which meant that if 20% of the membership fee went for administrative costs, $1,800,000 would be available for each residence.  The remainder of the purchase price was then financed by mortgages.  The business model thus provides the bulk of the funding for the residences.  

The annual fees then can be set to cover the operating costs of the residences; e.g., concierge, housekeeping, taxes, maintenance, and management costs.  Since membership provided vacation stays ranging from 30 to 60 days, the annual fees probably covered the operating costs of the residences. The nonrefundable portion ($75,000) of the membership fee was available to cover administrative expenses.   Profits would then come from appreciation of the real estate holdings and from any excess of annual fees and nonrefundable membership fees over costs.

Exclusive Resorts positioned itself in the nonmarket environment so that it would not automatically come under the state laws governing timeshares.  This meant that ER did not have to register in the states where it had properties and where it sold memberships.  If it were registered to register, it would be subject to the laws and regulations in that state.  To the extent that its nonmarket positioning was successful, it occupied an open space.  That space could be of interest to state attorneys general and Departments of Real Estate.  The positioning thus left open the issue of whether state laws and regulations would be re-interpreted or extended to cover ER. 

ER also positioned itself so that its membership contract would not be viewed as a security by the SEC.  This meant that interest could not be provided on the refundable portion of the membership fee and that the refund could be no greater than the fee.     

What were the nonmarket threats?  The developers of vacation clubs were the principal market participants that could be hurt by the entry of Exclusive Resorts and other private vacation residence clubs.  There were many of these companies, and they were members of ARDA.  Their basic strategy was to have existing state regulations interpreted so that they covered Exclusive Resorts and other private residence vacation clubs. 

The 3 million consumers who owned timeshares were not a nonmarket threat to Exclusive Resorts, because they had already purchased their share and the developer had moved on.  Moreover, the resale market in timeshares is very thin and should be little affected by Exclusive Resorts.  The 500,000 vacation club members were also not directly threatened unless for some reason the club might fail because of a difficulty getting enough members.  People who might buy timeshares in the future could constitute a potential threat, but if there is a demand for timeshares dealers would supply them.  The principal nonmarket opposition to Exclusive Resorts thus would come from the resort developers.  

An important threat to ER is that unscrupulous or undercapitalized players may enter the residence club market resulting in fraud or failures in which members incur losses.  A number of residence clubs opened in 2004 and entry was apparently easy.  The irony is that the more successful ER is the more copycats will try to enter the market on its coattails.  The bad news is that with copycats there is greater risk of failure.  The good news is that as the numbers increased forming a trade association becomes more attractive.  Exclusive Resorts, however, would have to take the lead and carry much of the burden of a trade association.  

The specific regulatory risk is that clubs may fail and leave their members holding the bag.  In that case regulators may conclude that consumer protection is required, just as it was required for timeshares.  Regulation is not just a risk in the locations in which the firm owns property, but the regulation could also be in states in which the firm seeks members.  A major concern is that if one state applies timeshare law to private vacation residence, regulators in other states may also feel compelled to act.  Therefore, it is important to prevent regulation in every state.

The regulatory risk from the SEC seems much less serious than that from state regulators.  The FTC could become involved if there were deceptive or unfair acts by the clubs, but this is an area of state discretion, so the FTC was unlikely to act unless the states for some reason were unable to stop such practices, if they developed.  Since most states had regulatory systems for time-shares in place, the FTC would likely defer to the states. 

ER had two components to its nonmarket strategy:  (1) voluntary self-regulation and (2) blocking the competitors’ nonmarket actions.  

State regulators were primarily concerned about protecting consumer “investments” in a private vacation residence club that might be at risk, particularly from unscrupulous firms or from undercapitalized firms that would collapse; e.g., because they were unable to attract enough members to cover their promises.  Exclusive Resorts had to assure regulators that its members were (1) not at risk and (2) if they were, the members could protect themselves.  One approach taken by Exclusive Resorts when questioned by state regulators was to argue that regulatory resources could be better utilized elsewhere.  That is, Exclusive Resorts members were able to write a personal check for $375,000, and they were quite capable of protecting themselves.  This approach proved successful.  Brad Handler and local lobbyists and consultants conveyed this message to regulators.  

Possible failures by other private residence vacation clubs represented a bigger threat.  As part of the first component of its nonmarket strategy, Exclusive Resorts prepared voluntary self-regulation guidelines that included features like requiring assets to exceed liabilities, accounts audited by a big-four accounting firm, and financial statements made available to members. 

The private luxury residence club industry has enough companies to form a trade association to contribute to the nonmarket defense of the industry. One purpose of an association would be to stop false advertising that could injure the industry.  Exclusive Resorts proposed the establishment of a trade association for vacation clubs and talked with other companies about forming it.  The other companies responded that they would be willing to join but did not want to share in the cost. (Brad discussed this with a number of his competitors, and their typical response is that they would be happy to join if they did not have to pay anything.  Their focus was building market share.)  The other firms in the industry chose to free-ride on Exclusive Resorts.  The burden of countering the developers thus fell on Exclusive Resorts.

The strategy of ARDA was to argue to state regulators that clubs such as Exclusive Resorts were really timeshares and hence should be covered by existing state law.  ARDA’s “model club” exercise was the instrument of this strategy, and ARDA took its message to the state regulators.  This posed a major threat to Exclusive Resorts.  

A major problem with state regulation is that it varies from state to state and hence would impose high costs on companies.  (This is one reason that ARDA had prepared a model state timeshare act and worked for its adoption across the states.)  Exclusive Resorts would welcome federal legislation that would pre-empt state regulation. 

Teaching the case:

1. How well positioned is Exclusive Resorts in its market environment?

2. Will entry into the private vacation residence club market be easy or hard?  

3. If others will enter, is there a risk that they will fail?  Does that pose a risk to Exclusive Resorts?

4. How well positioned are Exclusive Resorts in its nonmarket environment?  Is the line between a timeshare and a private vacation residence club a fine or a broad one?  

5. If Exclusive Resorts is successful in its market environment, what are its competitors likely to attempt in its nonmarket environment?  

6. What are the nonmarket risks the firm may face?  What nonmarket competencies does Exclusive Resorts need to deal with the nonmarket challenges it is likely to face?

7. What nonmarket strategy should Exclusive Resorts deploy? 

Developments:

Entry into the vacation residence club segment of the market was easy, and by March 2005 over 30 companies were in the industry, all of which were offering lower cost packages and lower-value residences.  

In its market environment Exclusive Resorts found that many people interested in membership we unable to spend 30-60 days on vacation, but were interested in shorter periods.  Exclusive Resorts responded by offering an affiliate membership providing 15 days of vacation residence for a fee of $185,000.    

By the spring of 2005 Exclusive Resorts was opening new residences on a regular basis building up to 200 residences, and beyond.  The firm had a substantial waitlist, and those on the waitlist would be granted membership as the residences became available.  The value of the 200 residences was $500 million. 

Management and leadership of Exclusive Resorts passed from the Handlers to Steve Case, the founder of AOL.  Case initially bought half the company and later assumed the role of chairman.  The CEO hired by the firm was formerly with AOL.  

Private Escapes revised its dividend promise within a few days of its initial posting.  It replaced the word “dividend” with the word “payback” and dropped the sentence containing “tax free.”  The “Get paid to play” page on its Web site then stated, “Given year-over-year appreciation of the real estate portfolio at 8-12%, you would receive approximately $3,000-$5,000 in credits annually to offset any travel or activity costs arranged through the Platinum Club.”

Brad Handler attempted to form an industry association, but the other firms decided to free ride on Exclusive Resorts’ nonmarket strategy.  The burden of countering the developers thus fell on Exclusive Resorts.  

Could an ARDA member law firm file a complaint with a state regulator?  There is no evidence that ARDA planned to take any direct legal action against Exclusive Resorts.

Some states wrote to ER stating that it may be required to register with the state.  ER’s response was that it does not have recurring use, fixed use, or periodic use.  The state regulators mostly agreed that ER was not required to register and was not subject to state regulation.  ER hired local attorneys and lobbyists to oppose state regulation, and Brad Handler participated in those efforts.  No new legislation had been adopted in any state as of spring 2005.  The threat remained, however.

Exclusive Resorts also experienced a number of local nonmarket challenges, many of which were common in the real estate business.  In Hawaii Exclusive Resorts bought property in a private development, and one of the existing owners attempted to have the CC&R’s changed to prevent it from building new residences.  He also pledged to file a lawsuit in state court to block development.   

Exclusive Resorts’ nonmarket strategy must be defensive.  In terms of Figures 2-1 and 2-2 its opportunities are not controlled by either government or private politics.  There are no NGOs or activists likely to be concerned about the company, and no grassroots opposition can be expected.  The opportunities in the marketplace are open to the company, provided that it can avoid being classified as a timeshare and subjected to regulation.  The threats come from organized interests (ARDA) and state regulators who may view private vacation residence clubs as covered by existing state laws.  The best strategy to address these threats is to work proactively in the states with priority given to those with the most aggressive regulation.  This would require lobbying of state regulators and committees in state legislatures with real estate regulation in their jurisdictions.  The lobbying should be informational (Chapters 7 and 8) with the message that members are not at risk and are able to protect themselves.  Moreover, the company itself is well-financed, well-managed, and honest and principled.  The company should also continue to work to form an association that would self-regulate the industry, and this effort should be described to those it lobbies.  Since Exclusive Resorts is a small company, it will have to hire lobbyists to supplement its own staff.  

The other component of its nonmarket strategy should be to continue its dialogue with ARDA.  

Envirotest Systems Corporation (A)

PowerPoints  are available for this case.

This case focuses on market and nonmarket strategies and how they are integrated into a business strategy.  It also illustrates how a change in the nonmarket environment can create a market opportunity that can be seized through an integrated strategy.  The case, however, also illustrates how a good market strategy can be damaged by nonmarket actions.  The discussion of the (A) case should conclude with an analysis of what could go wrong in Envirotest’s nonmarket environment and how it should deal with those potential problems.  The Envirotest Systems Corporation (B) case presented later in the manual identifies the nonmarket problems Envirotest encountered and focuses on how the company should deal with the challenges it faces.  

This case has three purposes.  The first is to bring together much of the chapter material on strategy and competencies.  The second is to provide an opportunity to tie nonmarket analysis and strategy formulation to market strategy as taught in a course on competitive analysis or strategic management.  The third purpose is to demonstrate the importance of nonmarket considerations and forces and their potential impact on the market strategy and success of a firm.  This last purpose is developed further in the Envirotest Systems Corporation (B) case, which discusses the nonmarket problems the company faced as it attempted to implement its integrated strategies.  The discussion of the (B) case in this manual provides additional information on those problems.  

With respect to Figure 2-1 this is a case in which managers are at the heart of the analysis, strategy formulation, and strategy implementation stages.  That is, this is a relatively small company, and its principals are involved in all aspects of the firm’s strategy.  They also explicitly bring together the market and nonmarket components of a business strategy.  

With respect to Figure 2-2 it is clear that government controls opportunities at several levels: 1) the air quality standards in the Clean Air Act of 1990, 2) the EPA’s stated preference for centralized testing, and 3) state government implementation plans.  Note that these are associated with three different institutions: 1) Congress, 2) a federal regulatory agency, and 3) a state environmental or transportation agency.  (The regulatory agencies are themselves subject to a variety of forces and Figure 10-1 in Chapter 10 can be used to illustrate the forces influencing an agency.)  In this case government has created opportunity, but what government has created it can also take away.  The most difficult, if not impossible, to take away is the air quality standards mandated in the Clean Air Act.  The EPA’s stated preference for centralized testing can be changed relatively easily, as can its selection of the enhanced I/M240 standard.  

As discussed in the context of Figure 2-2, another force—public sentiment—affecting opportunities is present in this case.  Envirotest is in a sensitive market because as a sole-source supplier of centralized testing in a state, customers have no alternative supplier to whom to turn if they are dissatisfied with the service. Their only alternative is to complain, and they will turn to the government and to the news media, which will be interested in this issue because it matters to many people (has high intrinsic audience interest in the terminology of Chapter 3) and hence matters to public officeholders.  Because of the constituency connection discussed in Part II of the book, those officeholders will be sensitive and responsive to the complaints of the public.  For this reason, Envirotest is very sensitive to the public’s reception of its testing service.

The demand for centralized testing is the result of a number of problems with decentralized testing, and the discussion might initially focus on those problems for the purpose of identifying the advantages, and disadvantages, of centralized testing.  Those problems are: 1) The conflict of interest; i.e., repair shops (service stations) have an incentive to fail autos so they can do the repairs, and once they have worked on a vehicle they have an incentive to pass it even if they have been unable to fix the problem.  (There is also the possibility of bribery.)  2) The testing in a decentralized system is not as sophisticated in a number of ways: a) it tests only at idle whereas a treadmill test can be done at highway speeds, b) the test itself is not as accurate because centralized testing uses more sophisticated equipment, and c) centralized testing can test for nitrogen oxides. (See the (B) case.)  3) Another problem mentioned in the case is tampering with the emissions control equipment.  Centralized testing seems no better able to deal with this than is decentralized testing.  Remote testing, however, is potentially better able to deal with this problem because it can detect vehicles with excess emissions and at least force owners to bring the vehicle in for inspection and testing.  This reduces the benefit from tampering and hence should reduce its incidence.  

The following presents Porter’s concepts of market forces and generic strategies.  Porter (1980)(1985) identified fundamental aspects of competitive strategies in markets.  One conceptual framework he presents is the "five forces" that a strategy must contend with.  The five market forces are: 1) rivalry among existing firms, 2) threat of new entry, 3) threat of substitute products or services, 4) bargaining power of buyers, and 5) bargaining power of suppliers.
  From Porter’s perspective the key to an effective strategy is defending against the five forces, “An effective competitive strategy takes offensive or defensive action in order to create a defendable position against the five competitive forces.”

Porter also argued that,  “Given the pivotal role of strategic advantage in superior performance, the centerpiece of a firm’s strategic plan should be its generic strategy.  A generic strategy specifies the fundamental approach to competitive advantage a firm is pursuing, and provides the context for the actions to be taken in each functional area.”
 The three generic market strategies are: 1) overall cost leadership, 2) differentiation (of product), and 3) focus (on a customer group, product line, geographic market, etc.).  

Envirotest employed a focus market strategy with limited product extensions in terms of safety testing and dispute resolution.  This strategy may be coupled with cost leadership, although there is no clear evidence of a cost advantage.  Certainly, Envirotest has a scale and experience competitive advantage, and it may have a competitive advantage in its managerial capabilities.  It has also developed a financial capability.  It has a technological advantage in having two centralized testing technologies. There is no evidence that it has a competitive advantage in remote testing.  Its principal competitive advantages, however, are its experience and reputation.

Envirotest faces few real market threats and is well equipped to deal with the five forces Porter identifies.  As indicated in the case, it faces rivalry from several companies, but they are considerably smaller and less experienced.  Another possible rival, however, is a state government, which could choose to provide the centralized testing.

Entry into the market is possible but with states letting seven-year contracts and rushing to meet the EPA deadline, any entry must be soon.  Envirotest does face a potential substitute from remote testing, and entry is easier with that technology.  For example, Hughes has been marketing a remote testing system referred to as the “smog dog.”  Envirotest faces little threat from suppliers, since for many of them it is a large customer.  It does face a threat from its customers—government, and its constituents, the public.  It is here where Envirotest must focus its attention.  Its nonmarket strategy is the principal instrument for dealing with this force. 

Envirotest’s nonmarket challenges can be organized into pre-bid, bid, and post-bid activities.  Nonmarket activities are important at both the pre-bid and post-bid stages.  Activities at the pre-bid stage are intended to win a contract, and activities at the post-bid stage are intended to secure a contract.

Envirotest’s nonmarket strategy focuses on government and the public and has a number of components.  With respect to governments, Envirotest maintains relationships with the EPA and Davenport has personal relationships with a number of officials in the federal government.  

The developments in the nonmarket environment that could cause Envirotest’s business strategy to fail range from minor customer complaints to repeal of sections of the Clean Air Act of 1990 dealing with air quality standards. The principal risks faced by Envirotest come from the nonmarket environment and operate through distributive politics, as considered in Chapter 4

One source of distributive politics is the repair shop operators who fear losing business and jobs as a result of centralized testing.  As indicated in the Envirotest example in Chapter 4, repair shop operators are well organized and have complete coverage of state legislative districts.  (See Chapter 6 for a discussion of the concept of coverage.)  They will exercise their political leverage in an attempt to get the state to negotiate an arrangement with the EPA that will preserve their position.

The other principal source of distributive politics is the burden, both in terms of dollars and in terms of time and frustration of motorists.  Particularly in states that do not have auto emissions testing, the additional burden may generate protests.  The outlets for the complaints of motorists are government and public sentiment.  The news media, as considered in Chapter 3, will certainly cover the inauguration of the centralized testing program as well as any problems in the implementation of the program.  The news media will air the complaints of motorists.  

States and municipalities may be classified into three categories: 1) those that already have a centralized testing program, 2) those that have a decentralized testing program, and 3) those with no program.  In the first category, opposition is likely to be minor.  In the second category, opposition can come from the repair shops and from the time and costs borne by motorists.  In this category, the cost of the test itself is not likely to be a major concern, but the possibility of having to pay up to $450 for repairs is a lightning rod. The possibility of having to make three stops is also a real concern.  In the third category it is only the time and costs that are likely to be a source of protests.

One point for analysis is whether opposition to centralized testing is stronger in states that have a decentralized testing program or one in which there is no program. The reaction of motorists to centralized testing might be greater in a state with no decentralized program, but in such a state there will be less opposition from repair shops.  Which will be the stronger is difficult to determine, but Envirotest should be prepared to deal with both.

One source of opposition to the EPA’s mandated centralized emissions testing program stems from the current opposition to federal mandates. One dimension of this is the opposition to command and control regulation under which a regulatory agency mandates how (e.g., centralized auto emissions testing) a regulatory objective (clean air) is to be achieved.  More generally, the current mood in Congress is to delegate activities to the states so that they can use their local knowledge to design programs that best meets their own needs.  

One focus of the discussion should be Envirotest’s Pre-Bid Marketing. The discussion might address which kinds of activities are appropriate at this stage and how aggressive the company should be.  These activities involve extensive lobbying and other personal contacts with state officials.  In Connecticut, Envirotest’s activities caused a political storm as Governor Weicker overruled the decision of “his motor vehicle commissioner, gave the contract to Envirotest and then fired the commissioner.”
 Envirotest lobbyists in Connecticut included Vernon Jordan.  The Connecticut legislature responded by passing new rules on lobbyists’ activities. 

The nonmarket threats to Envirotest are at several levels.  At the level of the motorist, complaints can arise from the cost and inconvenience.  At the level of the state threats come from a preference for decentralized or remote testing alternatives or from balking at achieving the air quality goals established in the Clean Air Act.  At the federal level the threats are several fold.  First, the EPA may allow tests other than the I/M240 test that Envirotest helped develop.  Second, the EPA may back away from its mandate of centralized testing.  Third, Congress may back away from the clean air standards.  This last threat might involve legislation giving states more time and flexibility to meet air quality standards.  

The fact that centralized testing programs have been in operation in a number of states indicates that motorists can become accustomed to them.  Another long-term issue is whether the states will in fact enforce the Clean Air Act standards.  If they will, then automobile emissions testing should be an important part of any air quality program.  That is, compared to alternatives such as mandatory car-pooling and restrictions on driving, centralized testing is surely preferred by motorists. Other alternatives such as scrapping old cars are possible, as are reductions on industrial emissions, but the latter can affect growth and jobs.

As Envirotest well understands, the design and implementation of a centralized auto emissions testing program is a complicated management problem.  Consider the crucial issue of avoiding long delays at testing facilities.  Testing involves balance and peak load considerations.  Testing facilities must be located so that some are not overcrowded and others underutilized.  Location and the number of testing lanes are thus crucial.  Peak load problems are also a concern, since if motorists prefer to bring their vehicles to be tested at the same time, long delays could occur.  Moreover, motorists go to a testing facility only every two or so years, so they will not learn when the peak periods are.  Envirotest thus has a marketing challenge to induce motorists to come in at off-peak times. 

One dimension not mentioned in the case is that Envirotest is a minority-owned and managed firm.  Both Mr. Davenport and Ms. Edwards are African-Americans, as are a majority of its board of directors.  Mr. Davenport was the first African-American to graduate from the University of Georgia School of Law.  Davenport remained the principal of Georgetown Partners.  He was featured in an article entitled, “How One Man Used Corporate Affirmative Action in Ameritech Deal,” The New York Times, April 12, 1999.  

The following summarizes Envirotest’s market strategy. 

1. Focus strategy: a single line of business—vehicle testing 

    ( testing and not repairs nor selling equipment; i.e., use the absence of a conflict of interest as a plus in contract awards

    ( design, own, and operate testing facilities

    ( complete systems; e.g., including public education

2.  Be the most experienced (important because this will be the first time with centralized testing for many states?)

3.  Lessen competition through acquisition

   ( this also adds experience and capacity

   ( adds technology

4. Develop an organizational capability to handle multiple contracts

   ( acquire trained and experienced personnel

   ( develop personnel internally

5.  Acquire sufficient financial resources to assure states and to have the capability to handle many contracts at once: public offering, credit facilities; Union Bank, Internationale Nederlanden

6.  Be a technology leader and invest in new technology 

   ( multiple technologies

   ( acquired the remaining half of a remote-sensing technology from Systems Control

7.  Customer convenience and user-friendliness

8.  Organizational culture

9.  Product (service) extension

   ( pre-emissions safety inspection

   ( referee service

   ( quality assurance service

10. Hire local firms and employees to build a local rent chain (Chapter 7).

Competencies:
   Market:  1) state-of-the-art technology and systems testing; 2) multiple technologies; 3) complete systems supplier; 4) experience; 5) relatively far down the experience curve; 6) ability to transfer technology across state programs; 7) organizational capability of handling multiple contracts

   Nonmarket: 1) sophistication in dealing with government: knowledge, skills, access; 2) government in its dual roles as regulator and customer; 3) sophistication and experience in dealing with interests: a) organized—repair shops, competitors; b) unorganized—motorists, public; 4) skills in lessening pressure on state regulators; 5) minority-operated enterprise

Competitive advantage: 1) centralized testing; 2) no conflict of interest; 3) size and experience; 4) unparalleled and proprietary technology; 5) large number of experienced personnel; 6) ability to handle multiple contracts; 7) financial capacity

Envirotest’s nonmarket strategy has the following elements:

1.  Understand government and issues and know the officeholders

   ( understand it as a customer (states)

   ( understand it as a creator of demand (EPA)

   ( understand it as a regulator; e.g., as a chooser of technology

2.  Encourage states to choose centralized testing

3.  Help develop expertise and a specialized market; work with the EPA in developing an I/M 240 testing procedure

4.  Proactive relations with constituents/interest groups as in Colorado. 

5.  Defusing the opposition; e.g., repair shops

6.  Develop in-state partnerships

7.  Minority-owned business--states under pressure to fulfill program promises

   ( employees: 32% minorities and 35% women

   ( M/WBE program

8.  Contracting process: 1) pre-bid activities; 2) bidding; 3) post-bid activities

9.  Exemptions; e.g., for fleet, dealer, government vehicles to reduce opposition from these interests

Teaching the case:

The discussion can be guided with the following questions.  

1.  What are the problems with decentralized testing?  What are the advantages of centralized testing?  Are there any disadvantages of centralized testing?  

2.  What is Envirotest’s market strategy? How effective is it?

3.  What are its distinctive market competencies?

4.  What kinds of activities are involved in the “pre-bid marketing” phase of the bid process?  Can Envirotest run into any troubles in this type of activity?

5.  What is Envirotest’s nonmarket strategy? How effective is it?

6.  What are its nonmarket competencies?

7.  How well integrated are its market and nonmarket strategies?

8.  What threats does Envirotest face?

9.  How should it deal with those threats?

Envirotest Systems Corporation (B)

Envirotest’s most serious threats came from its nonmarket environment. At the federal level the National Automobile Dealers Association had filed a lawsuit challenging the procedures that the Environmental Protection Agency (EPA) used in making its ruling that, in effect, required centralized testing and took from the states the ability to design their own programs.
 Also, at the federal level the General Accounting Office questioned the efficacy of the EPA’s I/M 240 test, and in response the EPA indicated that it would assess alternative tests. Some states objected because the EPA regulations took a command-and-control approach rather than employing performance standards under which states would have flexibility in choosing the program they believed most effectively met their air quality objectives.

Some states had no prior emissions testing program, and others had had such a program—in most cases a decentralized one. In states with no prior emissions testing program, the principal threat came from motorist objections to emissions testing and centralized testing in particular. The EPA estimated that the average cost of a centralized test was $17 and ranged from $35 to $70 in a decentralized system, but for a state with no previous testing program, the cost could be a source of complaints.

In addition to the cost of the tests, the failure rate was often set high, and the cost of repairs could be substantial, particularly for older cars. The Colorado Request for Proposals (RFP) specified an initial-test failure rate of 30 percent and a retest failure rate of 25 percent, and Pennsylvania also estimated that the failure rate would be 30 percent. In addition, the EPA’s enhanced testing requirements included for the first time testing for nitrogen oxide, causing some vehicles that would have passed under the previous decentralized program to fail. Repairs costing as much as $450 could be required, which could force some motorists to scrap their older cars.

Although the centralized test took only 12 minutes, there could at times be significant waits at the testing facility. Motorists would also have longer drives to the facility, since there would be far fewer testing sites under a centralized system. Furthermore, vehicles that failed a test would have to return to be reinspected. Complaints could also arise from testing inaccuracies and errors, although the technology was far more accurate than that used in decentralized systems. Centralized testing facilities would also affect traffic volume near the site, which could result in objections by local residents.

Complaints could also come from unexpected sources. Maine was first to implement an enhanced centralized testing program (provided by Systems Control and not Envirotest) under the EPA mandate, but within months public opposition forced the state to suspend testing for six months. Maine had chosen to expand, beyond that required by the EPA, the region in which testing was required, yet citizens complained of unequal treatment since testing was required in some regions and not in others. Motorists also complained about the $24 cost of a test and the possibility of having to spend up to $450 for repairs. Automobile owners also complained because buses and large trucks did not have to be tested. Some implementation mistakes were made as well. Motorists were required to pay in cash, which drew widespread complaints. Also, some of the staff were poorly trained and ineffective in dealing with motorists. The most incendiary event, however, was the governor’s decision to allocate pollution credits, earned as a result of the emissions testing program, for the expansion of a plant that had been cited for pollution violations. Some state legislators were furious as were voters, who began a petition drive to repeal the testing program.

In Pennsylvania, which had a decentralized testing program, opposition arose from a variety of sources, including owners of classic cars produced before emissions controls were required. They held a rally on the steps of the state capitol to oppose centralized testing. The centralized testing program became a political football as both gubernatorial candidates accused each other of having imposed the program on the voters. Both pledged to renegotiate with the EPA.
 Some legislators seized the opportunity to complain that the contract was too lucrative. Calls for rescinding the contract mounted. The state legislature passed a bill to delay implementation of the program, but the retiring governor vetoed it. A special session was scheduled for after the November election to vote on overriding the veto. Envirotest threatened to sue the state, seeking damages of $355 million if the state breached its contract. After the election the state legislature easily overrode the veto, and the governor-elect reiterated his campaign pledge to negotiate with the EPA for a program like the one California had negotiated earlier in the year.

In states with decentralized testing programs, a powerful interest group opposing centralized testing was the repair shops that performed testing and repairs. In California there were 9,300 licensed Smog Check shops and 22,000 licensed Smog Check mechanics. The association of repair shops estimated that 1,300 establishments would have to close and 3,000 jobs would be lost as a result of centralized testing. The proponents of centralized testing countered that the higher failure rate with centralized testing would mean more repairs. Furthermore, the centralized testing facilities would create jobs—but not necessarily for the same people who feared that their jobs would be lost.

Carol Browner, administrator of the EPA, argued that not only would centralized testing add jobs, but it would also save Californians money. She said: “Californians today pay much more than other Americans for their inspections, about $32 per test. In Maryland, I pay $9 per test every two years. The average cost in test-only states is a bit lower; only $8.50.”
 Despite her threat that the state would lose $600 to $800 million of highway funds, the pressure from the repair shops and others satisfied with the state’s current Smog Check program and skeptical of centralized testing caused the state to balk. Reminding Washington of the 54 electoral votes in California and that the presidential election was only a little over two years away, both the governor and the state legislature in effect dared the federal government to impose penalties on the state. Willie Brown, the Democrat speaker of the state assembly, said that imposing the EPA’s program would be “a fatal step for Bill Clinton’s candidacy in 1996.” The EPA quickly entered into negotiations with the state and reached a compromise in which the state would retain its current decentralized testing program but would centrally test 15 percent of the vehicles in 1995, increasing to 30 percent in 1996 if the overall program was not sufficiently effective. The state would also experiment with a remote testing program. The two sides would then evaluate the experience with the program and its success.

Observing the experience in California, other states began to balk. Virginia refused to establish a centralized testing program, and the EPA backed away from imposing penalties. Maine suspended its program, and Pennsylvania moved to renegotiate its program. Centralized emissions testing was in jeopardy.

Preparation Questions:

1.  What went wrong in the EPA’s attempt to implement an enhanced emissions testing program? What types of politics were involved in the emissions testing issue?

2.  Is the EPA likely to withhold funds from Pennsylvania?

3.  Does Envirotest have any allies in its efforts to have states implement centralized testing programs?

4. What integrated—market and nonmarket—strategy should Envirotest adopt to address the issues in Pennsylvania and California?
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Comments on the (B) case and subsequent developments:

The problems Envirotest is encountering stem from both its own activities and a broader opposition to more burdensome environmental measures.  The latter centers on specific costs of environmental regulation that have directly impacted citizens.  Some of these regulations are the requirement of reformulated diesel fuel which has infuriated truckers because of its higher price and the difficulty in starting engines in cold weather. Oxygenated gasoline required in metropolitan areas as diverse as Los Angeles and Fairbanks costs more than regular gasoline and motorists objected to the higher price. (MTBE has been banned, and opposition to ethanol has developed because it yields worse mileage and has a higher price.) Motorists claimed that the reformulated gasoline made them ill.  As indicated in the (B) case, motorists in a number of states objected to centralized testing programs, and other states objected to testing itself.  Nissan argued that the problem it was having with engine fires in its vehicles was due in part to the oxygenated fuels.   

These protests occurred at the same time as the electoral victory of the Republicans, many of whom were opposed to government regulation and wanted to roll back environmental regulation such as the endangered species act and wetlands regulations.  Envirotest was caught in this wave of protest, as political entrepreneurs sought to be responsive to constituents’ complaints.  The events in Pennsylvania illustrate this.

The specific problems Envirotest faces in the case are the result of distributive politics and entrepreneurial politics on the part of states.  The distributive politics result from automobile dealers who now have to have their used cars inspected.  (In Pennsylvania one-quarter of the automobiles inspected were from automobile dealers.)  The pressure from repair shops and auto dealers and from the opponents of command-and-control regulation led the GAO to investigate the efficacy of the IM/240 test.  

The distributive politics stem from two sources.  One is motorists who objected to the cost of the test, the time the test takes including the waiting time, the inconvenience from the possibility of having to make three stops (the test, the trip to the repair shop, and the retest), the relatively high intended failure rates, inconsistencies arising from testing inaccuracies, any difficulties in making repairs to correct failures, botched implementation as in Maine, and perceived unfairness when not all vehicles are tested as in Maine.  

The other is the repair shops and remote testing companies that opposed mandatory and universal centralized testing.  The repair shops have extensive coverage of state legislative districts and have considerable influence.  In addition to their concerns about the loss of income and jobs, they also face the difficulty of making repairs to meet what are now more stringent standards; i.e., the

enhanced IM/240 standard.  Moreover, the repair shops no longer have the option of certifying to the motorist that the problem has been corrected, since the centralized facility does the retesting.  

The remote testing companies have the opportunity to argue that their technology is as accurate and is less obtrusive than centralized testing. The advantage of remote testing is that it can distinguish between the polluters and the nonpolluters.  The disadvantage is that it could be less accurate.  The remote testing technology surely has appeal and has advocates in Congress and at the state level.  

Entrepreneurial politics were the result of opportunities seized by political candidates, as in Pennsylvania, and by opponents of command and control regulation.  States were also under considerable pressure from repair shops as in the case of California.  

The EPA has threatened to withhold highway funds from states that do not implement centralized testing.  This seems unlikely given the political climate surrounding environmental issues. 

Envirotest’s managerial challenge is to address the threats at both the federal and state level and with the public.  At the federal level Envirotest should work, to the extent it can (recognizing that it is a small company but one that has considerable political expertise), support the EPA, calm the concerns in Congress, and calm (to the extent it can) the Republicans opposed to command and control approaches.  The repeal of the Clean Air Act of 1990 is not in the cards, although the Republicans will seek to reverse certain actions such as the endangered species. (President Clinton would veto any attempt to repeal the Clean Air Act.)

At the state level Envirotest must work to manage its contracts as efficaciously as possible so that the public does not have complaints.  Envirotest must be even more proactive than it has been by trying to anticipate problems.  

Envirotest should, in its lobbying, highlight the failings of other testing methods.  The primary objective is to preserve centralized testing in states that have already chosen that technology and to keep the opportunity for centralized testing alive in those states that have not yet made a decision.

Discussion questions for the (B) case:

1. What factors contributed to the uprisings against centralized emissions testing?

2. Are other states likely to go the route of California?

3. Why do the repair shops have so much political leverage?

4. How should Envirotest address the threat from remote testing?

5. What strategy should Envirotest adopt to address the revolt in Pennsylvania? How aggressive should it be?

6. Should Envirotest change its basic strategy? 

Developments:

In Pennsylvania the governor indefinitely suspended the program in February 1995.  He was, however, studying how to comply with the Clean Air Act requirements.  Envirotest and the state entered into negotiations on compensation for the canceled contract.  Envirotest reported that it had spent $200 million building 86 testing facilities in the state.  Envirotest received $125 million in compensation.   

In Colorado problems resulted from peak loads.  The bulk of the motorists brought their vehicles in for testing between 10:00 a.m. and 3:00 p.m., resulting in long delays.  (This was complicated by delays in finding a testing site in Denver, which was short on testing stations.) This not only resulted in complaints to motorists but also in fines of $55,000 for Envirotest. One alternative would be for motorists who had to wait more than a specified number of minutes to have the fee for the test waived. The free test could be in lieu of a fine.  The problem with this alternative is that it would induce some motorists to come at peak times in the hope of not having to pay for the test.

Automobile dealers accounted for one out of every four cars tested in Colorado, and Envirotest could attempt to induce them to bring their autos in at non-peak times.  In Colorado motorists also complained about having to make three stops rather than one under a decentralized program.  Also, Envirotest made some mistakes.  For example, it failed Land Cruisers because it had classified them as automobiles.   

To deal with the peak-load problem, Envirotest offered a 30% discount on the testing price if the motorists brought their vehicles in at an off-peak time.  It also has opened its testing facilities an hour earlier.  The discount shifted demand considerably.  The average wait decreased from 14.4 minutes in March to 9.9 minutes in April.

In Colorado Envirotest was opposed aggressively by the repair shops. One problem facing repair shops is that they may have difficulty finding the cause of the failure and hence may not be able to make repairs that will cause the vehicle to pass the retest.

In 1995 several bills were introduced in the Colorado legislature ranging from canceling the contract to restructuring it.  Envirotest mounted an intense lobbying campaign that included hiring two Colorado lobbying firms and a prominent law firm.  All the bills were defeated.

Another risk is that states will not volunteer regions to be included in an enhanced testing program.  The governor of Pennsylvania withdrew the western region including Pittsburgh from the program.  

As a result of the protests and problems encountered, Envirotest’s share price fell nearly 80 percent in a few months in late 1994 and early 1995. Envirotest has survived buts its aspirations were more modest.

While all of this was happening, Envirotest was awarded a $470 million, seven-year contract for New York City and Long Island.  It also was awarded a contract in Wisconsin.  In April 1995 it was awarded a 10-year $93 million contract to run an enhanced emissions testing program in the Cleveland area.  The company was testing 1.3 million automobiles annually in Ohio under contracts worth $250 million over 10 years. 

At the federal level, in March 1995 a House hearing was held on the EPA’s emissions testing program.  Pressure for the hearing came from the Service Station Dealers of America which represented 50,000 independent gasoline dealers.  The EPA’s formal rule on emissions testing was scheduled to be issued in August or September 1995.   Envirotest hired American Continental Group to lobby on environmental legislation.  

The EPA was to make a final rule determination in August or September 1995, and one possibility in the new political reality was that it would choose a performance standard and given the states considerable time to achieve it.  That would in effect allow states to do much as they choose. 

As a consequence of the backlash described in the Envirotest Systems Corporation (B) case, the company continued to struggle.  It was subsequently sold to Stone Rivet, Inc. for $266 million.   

Molecular Insight Pharmaceuticals: Integrated Strategy for a Development Stage Molecular Medicine Company
This case provides an opportunity to discuss an integrated strategy for a small pharmaceutical company engaged in molecular imaging and targeted radiotherapeutics.  This company is unusual because its first two pharmaceuticals are based on molecules that are used in drugs available in Europe and Japan.  Zemiva is based on a compound BMIPP, which is used in Japan but has never been used in the United States.  What Molecular Insight has contributed is twofold:  first, it has stripped BMIPP of nonessential components to produce a purer compound that should produce fewer side effects, and second, its Ultratrace technology allows the drug to be targeted much more effectively.  Azedra is based on a compound MIBG that is used as a first-line therapy in Europe, but it is available only on a compassionate use basis in the United States.  MIP has a patent on Ultratrace MIBG, but the compound itself is not patented in the United States.  Its Ultratrace technology allows better delivery of the drug to tumors, and MIP has also developed a purer version of MIBG.  The challenge for MIP is to bring its products successfully to market.  This requires an integrated strategy with market and nonmarket components.  

Nonmarket strategy:  A nonmarket strategy for MIP has three principal components: intellectual property protection, FDA approval, and reimbursement.   

The patents on its two lead compounds had expired, so no patent protection was available.  This meant that other companies could develop drugs using the same compounds.  The greater the success of its drugs, the more likely this was to happen.  MIP sought to deal with this in two stages.  In the first, in lieu of patent protection MIP could pursue exclusivity that would prevent others from marketing drugs using the same compound.  This protection was not as strong as a patent, but it can be effective.  The second stage was to develop new versions of the drugs that could be patented, providing some protection for the original version as well as protection for improved versions.  Obtaining exclusivity for Azedra involved obtaining orphan drug status, which involved a fairly routine FDA process.  For Zemiva obtaining exclusivity would be much more difficult because the provisions of Hatch-Waxman had not previously been used.  This required considerable nonmarket effort to lead the FDA to conclude that exclusivity should be granted.  This effort should commence once the critical Phase IIB trials for Zemiva have been completed.    

A second crucial component of its nonmarket strategy targets the FDA approval process.  This involves the design of clinical trials and the approval process.  As discussed later, MIP should attempt to lay the groundwork to allow the FDA to move expeditiously.  This basically means to make sure that the FDA is fully informed about the progress on the drugs and that there are no misunderstandings.  MIP attempted to provide information that would allow the FDA to approve the drugs, assuming that the clinical trials would be successful, in less than 18 months.  At the point at which the case is set, this is far away.  Nevertheless, MIP should continue to meet with the FDA whenever it has new information important to the approval process. 

It should be emphasized that much of the success of MIP’s strategy rested with the government, particularly the FDA.  Just as clinical trials determined the fate of products, so did the FDA review for approval.  The FDA process was beyond MIP’s control, and influencing the process or the review was difficult.  The most MIP could hope for is that its nonmarket strategy cleared certain uncertainties from the process and guided the clinical trials to address the likely concerns of the FDA.  This involved educating the FDA staff and officials about the drug.  
The component of the strategy directed at reimbursement is also crucial but lies a couple of years in the future.  Reimbursement approval by the government would be crucial for Zemiva to generate a substantial return on its investments.  Since approval was not imminent, there was little that MIP could do immediately.   

Market strategy:  

Products:  One aspect of MIP’s market strategy is to find new indications for its drugs.  Several research studies were underway on the application of its drugs to new diseases.  Another aspect is to use its Ultratrace and other targeting technologies with other compounds.  MIP had underway a research program called Trofex for the detection and monitoring of prostate cancer.  This program focused on compounds discovered in house.   

Developing new compounds is a very lengthy and very costly process, so MIP tried to short-cut this process by in-licensing compounds from other pharmaceutical companies.  MIP in-licensed Solazed, for the detection and treatment of metastatic melanomas, from Bayer Schering Pharma and Onelta, for the treatment of pancreatic cancer, from Novartis Pharma AG.  Both of these drugs had undergone some clinical trials.    

Finance:  Because the funds were viewed as two costly, MIP had intentionally stayed away from venture capital to finance its initial operations.  Instead, it raised funds from private investors and from the hedge fund Cerebus.  MIP completed its IPO in 2006 raising $53 million at a share price of $14.  In November 2007 it successfully issued $150 million of convertible bonds.  

Manufacturing:  In 2007 MIP purchased a radiotherapeutics manufacturing facility for $3 million.  The purpose of the purchase was to reduce its dependence on a single supplier, MDS Nordion, for the radio isotopes it uses.  The manufacturing facility was mothballed until FDA approval of its drugs was obtained.  

Sales and Marketing: MIP planned to develop its own sales force for Zemiva and Azedra.  In the case of Zemiva a sales force of approximately 100 would be needed to cover the hospital emergency rooms that were the principal locus of demand.  The alternative for MIP was to enter into an arrangement with a major pharmaceutical company to market its drugs.  

The Nature of Integration:  A key to success for MIP was to get to market with its drugs as soon as possible, and this required conducting the clinical trials required by the FDA and then obtaining approval for the drugs.  MIP attempted to speed the process by meeting with FDA officials to explain its products and the preliminary results it had obtained.  MIP also worked with the FDA to identify the requirements for Phase II and III trials.  MIP also worked with patient groups to argue for rapid approval for Azedra.  These components of its nonmarket strategy basically enabled the company’s market strategy.      

How effective all this was in the case of Zemiva is hard to assess.  The FDA had been under fire from critics on a number of dimensions and this may have slowed the process.  (Zemiva was unlikely to be approved by 2009, as MIP had hoped.)   Azedra received orphan drug status and was granted fast-track approval.  It was likely that Azedra would be approved for marketing by the FDA before Zemiva was approved, provided that the clinical trial hurdles were met.  Orphan drugs are priced high, so although there are relatively few people who would be treated with the drug, revenue could be substantial.   

Since the basic compounds on which its two lead products were based were not under patent, other companies could develop competing drugs.  Obtaining protection that would allow MIP to capture the rents on its products was essential to its success.  Designating Azedra as an orphan drug provided 7 years of exclusivity, which was substantial protection.  Zemiva required a grant of exclusivity under Hatch-Waxman, and at the time of this writing no decision had been made, presumably because the drug was still in Phase IIB clinical trials.  In any event, MIP planned to obtain patents on versions of Zeniva, that would provide protection for a second-generation drug.  

Another aspect of integration was with the clinical trial process and the subsequent marketing of the drugs, once approved.  Clinical trial sites were identified with an eye to future marketing of the drugs, and it was helpful to have multiple sites in several different states.  

Discussion questions:
1. Why are investors willing to provide the funds for a company without patents on its two key compounds?  

2. What does MIP have to accomplish with its market strategy?

3. What does it have to accomplish with its nonmarket strategy?

4. How should those strategies be integrated?

5. What specifically should MIP do? 
Developments:

Governance and leadership: In September 2008 MIP added four new board members, all with extensive experience in the pharmaceutical industry.  Four days later the board replaced Barlow as CEO and began a search for a new CEO.  

At the time of this writing critical trials were underway on Zemiva.  These trials focused on possible side effects from the use of Zemiva.   

Chapter 3

The News Media and Nonmarket Issues

This chapter considers the role of the news media in the life cycle of a nonmarket issue. It is intended to sensitize students to the types of issues the news media brings to the attention of activists, politicians, and the public and to provide a framework for understanding when the media will cover an issue and how the issue will be treated.  The media does not create nonmarket issues, but it can accelerate their development and broaden the set of actors who take an interest in them. Media coverage can also make it more difficult for management to address the issue if the firm’s actions are under close and continuing scrutiny.  Furthermore, as the Alar example illustrates, the news media can intentionally or inadvertently play a role in the nonmarket strategy of an interest group.  Because of the importance of the news media in the nonmarket environment, managers need to understand the objectives of the news media and journalists and how to interact with them in an effective manner.  From time to time, a dispute between a firm and the news media develops, and managers need to understand the possible avenues of recourse.

An interesting insight into the making of a news program is provided by the videotape originally made available by the Illinois Power Company. This videotape is discussed below in the context of that case.  If a copy can be obtained, it can be used to identify how the media constructs a story, makes it attractive to an audience, and shapes the story. It can also be used to discuss whether the segment was fair and balanced.

From the perspective of nonmarket issues and their development, the objective is to be able to predict which issues involving a firm are likely to be covered by the news media, and for those that are likely to be covered, how they will be treated.  As the Alar example illustrates, the media can substantially expand an issue, particularly if it is acting in its role as a “protector of the right of the public to know.”  On some issues, the media can also act as an advocate for a particular group or for a particular resolution of an issue. 

The news media has a difficult job obtaining information often under considerable time pressure.  A lecture could address the difficulty of this task. A lecture can also emphasize the broad set of roles of the news media in society and its important role in a democracy.

Predicting coverage and treatment requires a theory, and the chapter presents a theory based on two explanatory variables—intrinsic audience interest and societal significance. The theory can be illustrated through examples from the previous chapters. On many issues, reporters seek interviews for balance, controversy, or to have both sides of an issue telling their story.  In such cases, the story may already be "in the can," as indicated in the following episode.  John E. Swearingen, chairman of Amoco, Inc. (now part of British Petroleum), described his interview with a major television network on the issue of natural gas price regulation: “That interview lasted for about an hour and forty minutes. … she was working from a prepared script, hoping to goad me into giving her a few outrageous answers that would fit into that script.  The show, in other words, was already in the can…. What is required for television is the quick, easy answer, the scene that stirs people up, the emotional hook which will cause the ratings to jump.  And, I suppose, from the point of view of the television producer, there could be nothing more deadly in the vicious ratings game than a long discussion of the facts and figures of an extremely complicated economic program.”
  This statement illustrates that television seeks short, easy to understand, and visual messages and that complexity and detail are difficult for it to handle. It also suggests that a substantial component of the business community is suspicious of the news media and views it as hostile.  See also General Motors Like a Rock? (B).
One issue for discussion is whether the news media is biased or just sufficiently inaccurate that its stories (particularly in the case of television) appear biased to those who are knowledgeable about the subject.  The incidents of fabrication, at least those that are detected, are sufficiently common to call into question the review processes of the news media.  The incidents also indicate the strong desire among some journalists to have their work published or broadcast.  The incidents also indicate that journalism ethics and the law are not sufficient to prevent serious violations of standards. 

The General Motors Like a Rock? (A) chapter case and the General Motors Like A Rock? (B) case in this manual deal with a faked media story and a courageous, and ultimately successful, strategy of GM for managing its aftermath.  The revelations of faked stories have become sufficiently common that suspicions about news coverage linger.  Shortly before the November 2004 election   CBS News aired on 60 Minutes a segment on President Bush’s National Guard record.  The segment was quickly shown to be based on faked documents, and Dan Rather was forced to admit that the documents were false.  An independent investigation commissioned by CBS lead to the firing of Mary Mapes, the producer of the segment, and three others.  Dan Rather had earlier announced his retirement from CBS News and was spared disciplinary action.  His role in the segment was widely derided, however.  He was subsequently terminated by CBS.  

Some inaccurate or biased news stories can have more serious consequences.  In May 2005 Newsweek reported that U.S. soldiers at Guantanamo Bay, Cuba, had desecrated a copy of the Koran.  Riots and anti-American demonstrations broke out in Afghanistan, Iraq, Pakistan, and elsewhere and cost the lives of several demonstrators.  Newsweek shortly thereafter acknowledged that there were “inaccuracies” in the story, and under continued pressure admitted that the inaccuracies were sufficiently serious that it decided to retract the story.  Newsweek admitted that its sole source had backed away from the information he had provided.  Newsweek editor Mark Whitaker, who the day after the retraction was scheduled to speak at Stanford University on the changing environment of the news media, cancelled his trip.   

As an example of the courts reducing a libel damages award, a jury had awarded $222.7 million in damages to MMAR Group Inc. as a result of an article in The Wall Street Journal.  The amount exceeded Dow Jones’ annual profit.  The judge lowered the damages to $22.7 million.  (In 1999 the judge ordered the case retried because of the possibility that the plaintiff had misclassified evidence that the defendant could have used in its defense.)

Comments of the Procter & Gamble and Neighbor to Neighbor Example: This example examines the interactions between a firm and a media organization in the context of an interest group attempting to use the media as part of its political strategy.  The central issue is whether an advertiser should attempt to discipline a broadcaster.  This following discussion looks at the issue from the perspective of Proctor & Gamble and assesses its strategy alternatives.

Although the claim that purchases of Salvadoran coffee contributed to deaths in El Salvador may have some degree of truth, the link, if it existed, was likely to be quite indirect.  Whatever the link, Neighbor to Neighbor had a political agenda, and its advertisements were one component of its political strategy.

The basic alternatives available to Procter & Gamble were to fight Neighbor to Neighbor or to make concessions.  Concessions might be made either because Neighbor to Neighbor’s allegation was true or because the pressure was harmful.  Procter & Gamble could fight because of principle; i.e., Neighbor to Neighbor was wrong, and/or because it wished to establish a reputation for not making concessions to pressure groups.  The advertisements probably had little impact on Folgers’ sales, so concessions might not be required.  Furthermore, Procter & Gamble could in all likelihood use its advertising power to reduce the probability that other stations or newspapers would publish the advertisement.  The broadcast by WHDH-TV may also have been idiosyncratic to its management, since all the other (except one) stations rejected the advertising.  This suggests that Procter & Gamble could uphold a principle without bearing a significant cost. Procter & Gamble could, and should at a minimum complain directly to the management of WHDH-TV.

If Procter & Gamble chose to fight, a defamation suit was probably not a realistic alternative.  Winning was not likely, and a lawsuit would be costly.  It would also add publicity to the issue if and when it went to trial.  Withdrawing advertising involved some cost, since some sales would be lost, but a withdrawal would establish a reputation for not tolerating irresponsible actions by media organizations.  (The withdrawn advertising dollars could always be shifted to some other Boston television station, so the loss in sales may not be significant.)  Withdrawing its advertisements would result in some news coverage in the Boston area and in some national newspapers, but coverage would not likely last very long because of low audience interest.  The other potential cost was that activists could be motivated by the withdrawal and might step up their attacks.

Whether a withdrawal of advertising would amount to an attempt to manage the content of the media depends on one’s point of view.  It is useful, however, to note that a withdrawal would not be because of news coverage or an editorial but rather would be due to a paid advertisement by an interest group.  A withdrawal would be an explicit use of economic power, but that is surely within the rights of Procter & Gamble.

On the anniversary of the murder of the six Jesuit priests in El Salvador, Neighbor to Neighbor launched another attack and called for additional support of its boycott of Folgers coffee.  WHDH-TV broadcast a news story on the issue featuring Mayor Flynn of Boston pledging that his city was joining the boycott.  A sound bite from an interview with a boycott leader was also included in the story along with a P&G statement, read by the correspondent, to the effect that everyone was entitled to his own opinion.

The issue resurfaced in April 1991, when 10 Boston clerics, including priests, nuns, a Protestant minister, and a rabbi, conducted a vigil to force WHDH-TV to release the final version of the Armstrong report. Father Jack Seery stated, “‘ years have passed and 75,000 murders have occurred since they killed Romero, largely because the American people are kept in the dark.’”
 Armstrong’s report was said to conclude that the coffee industry was behind many of the death squad killings.  “Don Tassone, a spokesman for Proctor & Gamble, yesterday said that the draft of the report was filled with ‘false and misleading information’ about Folgers, which he said buys less than 2 percent of its coffee from El Salvador and does not have ‘operations on the ground’ in that country.  ‘I know of no evidence from any reliable source linking our coffee purchases to violence in El Salvador,’ he said.”
 WHDH-TV stated that the final report was a matter between P&G and itself.

Some restaurant and food-service customers expressed concern over the boycott and asked P&G if it could supply its Maryland brand coffee in a flaked grind which yields more cups per pound than does regular grind. Folgers is available in flaked grind but contains Salvadoran coffee, whereas some Maryland blends do not use Salvadoran beans but do not come in flaked grind.   In response to customer inquiries, a P&G sales manager, Richard L. Francis, wrote customers that P&G was developing a Folgers blend without Salvadoran beans.
  The boycott had led Pizzeria Uno to drop Folgers coffee, and other chains were under pressure.  Francis wrote PepsiCo, whose fast food restaurants used Folgers, and PepsiCo planned to test the new blend. According to Tom Pirko of BevMark Inc., a consulting firm, “‘P&G wants to pacify a small segment, but the company doesn’t want the public mainstream to get the impression that it’s being bought by left-of-center consumer groups.’”
 

On the same day The Wall Street Journal carried a story about P&G’s plan to develop the new coffee blend, the Farabundo Marti National Liberation Front announced that in light of the progress being made in peace talks it would cease fighting in El Salvador. The U.S. Department of State had urged P&G to continue buying Salvadoran beans while United Nations peace talks to end the war in El Salvador were continuing.

The day after The Wall Street Journal reported that P&G would develop a Folgers blend without Salvadoran beans, P&G Chairman Edwin L. Artzt stated "our company will continue to use Salvadoran coffee beans in all our coffees whenever appropriate for blend-quality reasons… Simply put, we are not going to produce ‘boycott coffee’ for anybody.”
 Mr. Artzt had been a consistent opponent of the boycott.
 

As a result of a peace accord between the government and rebels in El Salvador, in March 1992, the boycott was called off. According to a report in The Wall Street Journal, “Neighbor to Neighbor said it now gives credit to P&G for efforts to ‘aid in the reconstruction’ of El Salvador.”
 

Cases

General Motors Like a Rock (A)

PowerPoints are available for this case.

This case presents a specific nonmarket issue that can be analyzed using the frameworks presented in the chapter. It illustrates the interaction between the market and nonmarket environments, indicates that managers are at the center of such issues, and serves as a focus for managerial decision-making.

General Motors provided a videotape of the Harry Pearce press conference with retractions by NBC and acceptances by GM.  Also available from GM were two videotapes of Michelle Gillen’s interviews with a GM engineer and an attorney representing GM in the Moseley case.  The contact was: Mr. Ed Lechtzin, Director of Legal and Safety Issues, GM Communications Staff, New Center One Building--7305, 3031 West Grand Boulevard, Detroit MI, 48202.  A segment on the GM pickup trucks was broadcast on the McNeil-Lehrer Report, November 30, 1993. 

The issue has three components: 1) the dispute over the safety of the pickup trucks, 2) the Dateline program, and 3) the public’s perspective on this affair.  The issue that underlies all of these is safety.

With respect to the Dateline segment, it is clear (from the information presented in the case and subsequent disclosures) that NBC had fabricated the explosion and fire.  GM concluded that this was the case, and management was incensed by NBC’s false presentation.  One alternative was to do nothing, and that was what some media advisors frequently advocate; i.e., get the issue out of the public’s eye.  In this case, however, GM should address the issue directly.  In addition to the recent court judgment against GM, politicians and regulators might become more active on this issue.  It is unlikely to go away, and activists would work to make sure that it does not.  Indeed, the Center for Auto Safety planned a news conference in a few days.

A major decision for GM was whether to take this issue to the public or to deal with it behind the scenes. At some risk, GM decided that the right thing to do was to present its information to the public.

Another alternative was for GM to file a defamation suit against NBC News, which GM did.  In this case, GM had quite a good opportunity to win, since it is clear that NBC fabricated the fire, falsely reported the events, and knew it was doing so.

The case discussion can be strengthened by drawing on the section on liability in Chapter 12.  In the case of the GM pickups, NHTSA accident data indicated that for a year of driving the odds of dying in an accident in a GM pickup with exterior mounted gasoline tanks are one in 6,605, whereas the odds of dying in a Ford heavy pickup are 1 in 6,916 and for a Dodge the odds are 1 in 8,606.  For a Nissan light pickup the odds are 1 in 4,521.  Heavy pickup trucks were considerably “safer” than passenger cars.
 

One concern with the NHTSA accident records was that they do not control for how the vehicles were used, which could affect the frequency with which they were involved in accidents.  A more informative approach would be to examine how safely the vehicle protects the passengers in an accident.  Data from a study of fatal and major injury accidents indicated that per 1000 collisions GM C/K pickups had a lower rate of fatal and major injuries than did either the Ford F-Series pickup or the Dodge D/W Series Pickup.  The frequencies are: GM 33.82, Ford 34.30, Dodge 35.21.  For side impact collisions the frequencies of fatal or major injury were: GM 23.03, Ford 23.59, and Dodge 25.53.  No statistical test, however, was likely to show that GM pickups were less safe than Ford or Dodge pickups.  Newsweek titled the article cited in the previous footnote, “Just as Safe at Any Speed.”

Regardless of these data, safety activists argued that the GM pickups should be recalled.  Their viewpoint was that if a hazard can be eliminated then it should be eliminated.  NHTSA asked GM to voluntarily recall the C/K pickups, and it refused to do so.  Secretary of Transportation Pena then announced a mandatory recall of the GM C/K pickups, and GM filed a lawsuit challenging the basis for that action.  The Secretary quickly backed down, and GM and the Department of Transportation reached an accord settling the issue without a recall and with terms judged by observers to be quite favorable to GM.

The discussion of this case may be structured by asking the following series of questions in addition to the Preparation Questions at the end of the case.

Discussion Questions:

1. What is the specific issue underlying the  broadcast?  

2. What were its origins?

3. Where is the issue in its life cycle?

4. Which interests are active on this issue?  Which forces are moving this issue through its life cycle?

5. Which institutions will address this issue?  Is this issue likely to be of renewed interest to members of Congress and federal regulators in NHTSA and the Department of Transportation?  

6. What role does information play in the development of this issue?

7. What are the ethics dimensions of this issue?  

8. Who in GM is responsible for deciding what to do about the Dateline story?  (Answer: top management.)  How should management interact with staff specialists; e.g., the general counsel? 

9. Should GM pursue the Dateline story with NBC directly, in the courts, or in the court of public opinion, etc.?  How should it implement its decision?

10. Suppose NHTSA asks GM to voluntarily recall the pickups.  Should it do so?

11. Suppose NHTSA issues a formal recall order.  Should GM contest it in the courts if it believes its pickups are at least as safe as those of other automakers?

The following is an assignment for a group presentation on the case. In the absence of a group assignment, the questions can be used to focus on the NBC Dateline story. 
Group Assignment

Assume that you work directly for the Vice President who heads GM’s light truck division.  Form a nonmarket strategy for GM that is sensitive to media and collective action concerns.  Address the following specific questions:

* Should GM file a defamation lawsuit? If so, why, and what else should it do? If not, why not, and what should it do instead? 

* Should GM withdraw its advertising from NBC? If so, which portions? News only?

* What direct contact with NBC, if any, does your strategy entail? Identify the range of NBC’s responses and specify contingency plans.

* What sorts of communication with its employees should GM undertake?

* What policy should GM adopt if NHTSA responds to the CAS petition for a recall?  Should GM cooperate or fight?

* Should GM try to meet with Ditlow of the CAS prior to his news conference?

The following (B) case provides an update.

General Motors Like a Rock? (B) 

Challenges to the safety of GM’s trucks prompted the company to form a self-described "swat team" to address the emerging issue in a way that eliminated the rigid bureaucratic boundaries that often form in large businesses.  The team included two public relations specialists, three attorneys, and two engineers.
 

NBC asked GM for an interview two weeks prior to, and with no advance notification about, the “unscientific tests” to be conducted in rural Indiana.  GM had a tradition of not going on camera if the interview might be edited, but William J. O’Neill Jr., GM’s public affairs director for North American operations and a member of the swat team, convinced GM management that its policy was outdated.  O’Neill’s main argument was that the program would be far more destructive were GM to decline participation. 

In advance of the first NBC contact, articles had begun to appear in various publications about alleged safety problems.  Many of these were traceable to the Center for Auto Safety, which had asked the National Highway Traffic Safety Administration (NHTSA) to investigate.  Although GM consented to go on camera for NBC, GM insisted first on replying to a NHTSA request for information on its trucks.  To GM, the issue should be the overall comparative safety of its trucks and this, in turn, had a governmental regulatory component as well as public relations and media components.  GM seems to have anticipated questions from NBC on regulatory compliance, so it wanted to make sure its answers were truthful and non-damaging.

GM proposed three conditions for the interview with NBC.  First, the interview had to be with an engineer and lawyer together.   Second, Mr. Read (the Dateline producer) and Ms. Gillen (the reporter) had to spend several hours with GM officials before the interview to run through the material so they understood GM’s views.  Third, GM was to be allowed to tape NBC taping GM.  According to Edward S. Lechtzin, director of legal and safety issues for the GM communications staff, the third condition “almost scrubbed the project.”
 

O’Neill and Lechtzin met with Read and Gillen for two hours on November 12, 1992, to go over the ground rules for the interview.  Read and Gillen reiterated NBC’s opposition to interviewing a lawyer and engineer together, but GM stood firm given its expectation that some questions would be of a legal nature and pertain to upcoming product-liability litigation.  Eventually, the parties consented to proceed as GM wished.

The interview session was described by Lechtzin as follows: 

It was no interview session.  It was a medieval inquisition with modern torture devices: hot lights and the unblinking TV eye.  Of the four hours under the hot lights, about three hours were taped.  We could have been out of there in less than five minutes if we had just answered two repeatedly asked questions the way they wanted.  The questions were “How many people have you knowingly killed?” and “You knew that you put a defective product into the marketplace.  Why haven’t you changed it?”  That’s all we had to do, answer those two questions they wanted so they would have a good sound bite and we would have been out of there.  We had two magnificent people on camera and would put them up against any interviewer.
 Near the end of four hours, in spite of the incessant repetition of the key questions in varying disguises, Mr. Read didn’t have the sound bites he wanted and was literally screaming questions for Ms. Gillen to ask.  That’s when we decided we’d had enough and said,  “No more!”  Print journalists who have viewed the entire interview tape have asked why we didn’t walk sooner.  They know they wouldn’t have been given that amount of time with that approach.
 
The GM team watched the Dateline show together when it aired in November. Of the three hours of interview tape one minute was used on Dateline. Concluding that the coverage was unfair, a GM lawyer, Mr. William Kemp Jr., proposed immediately that a letter be sent to Mr. Read of NBC.  Many of the ensuing communications are described in the case, General Motors Like a Rock? (A).

Approximately two months elapsed before knowledge of the more incendiary details of NBC’s journalism reached the very top level of GM management.  GM’s president, John F. Smith Jr., first heard of the rockets at President Clinton’s inaugural ball in January when O’Neill pulled him aside.  Smith’s first reaction was “You’re kidding me.”  His second reaction was, “Don’t overplay it, but do what’s right.”  It remained the task of the small, flexibly organized swat team to form and implement a specific strategy consistent with Smith’s general advice.  

As GM’s investigations progressed, the team repeatedly asked two questions: “Do we have enough information?” and “Are we doing the right thing?”  By early February the practical answers to these questions were “yes.”  Timing played a crucial role in the implementation of GM’s nonmarket strategy.  The rock and the hard place between which GM was caught were the announcement of the Moseley verdict at the end of the first week of February 1993 and the anticipated collective action the following week by the Center for Auto Safety (CAS).  The Moseley verdict and the media attention it generated formed an ideal news hook on which the CAS could hang its less-than-delicately dubbed crusade, “Campaign GM Firebombs.”  GM’s timing objective was to preempt media-facilitated collective action in the regulatory arena by going on the offensive against NBC.

The kickoff event was a GM press conference at 1:00 p.m. on Monday February 8.   By holding a conference in which the bulk of GM’s findings would be made public, the swat team realized that it ran a high risk of media organizations “circling their wagons” to protect their own.  The bold prediction, however, was that GM could show that NBC had been so clearly irresponsible in its coverage that other media would be reluctant to come to NBC’s defense.  To the extent that any self-criticism within media would arise, GM stood to benefit at the margin from more balanced coverage after GM exposed the unknown facts about NBC’s coverage.  More balanced coverage, in turn, would be helpful if and when interest groups such as the CAS persisted in their efforts to propel the pickup recall issue into public view.

GM’s spokesperson at the press conference was Harry Pearce, executive vice president and general counsel.  (Years earlier Pearce successfully litigated a GM-NHTSA dispute regarding the proposed recall of GM’s X-cars with allegedly defective breaks.)  For two hours and seven minutes, he addressed 150 print media journalists and 25 camera crews.  The conference was broadcast over closed circuit TV to GM dealers and major suppliers across the nation.  Also watching were NBC executives in Rockefeller Center in New York.  Pearce presented a well-orchestrated sequence of exhibits, video footage, and photographs, making frequent references to the recovered trucks that were on display for reporters’ inspection.  Part of the conference gave an account of GM’s communications with NBC, part of it described GM’s persistent efforts to recover evidence about the NBC tests, and a great deal of it focused on the issue of overall comparative truck safety, as opposed to safety only in side-impact crashes in which a fire occurred.  On the whole the audience seemed attentive and receptive.
 

GM spent about $90 million in advertising on all NBC programs through the first three quarters of 1992, so withdrawing all of its advertising from NBC would be significant.  Instead, the strategy adopted was to temporarily shift advertising from NBC news programs to NBC entertainment and sports programming.  The explanation offered by GM for this decision provides clues about the depth of principles underlying the advertising strategy.  O’Neill said that GM did not pull its advertising from NBC’s entertainment or sports programs because this advertising was a good value.

Another component of GM’s strategy was to file a defamation suit against NBC, the first ever by GM.  This was announced early in Pearce’s conference but downplayed thereafter.  Considerable action occurred behind the scenes, however.  In the aftermath of the press conference, which was covered extensively by major newspapers, GM set its sights on prime time television on Tuesday evening, February 8.  Negotiations began between Pearce and NBC executives regarding a Dateline retraction.  GM considered itself in a strong position after the press conference and its coverage by other media, but as Dateline began its broadcast on Tuesday, no agreement had been reached.  Within the hour, however, the eye of the media blinked: NBC agreed to broadcast a retraction.  The final agreement on wording was reached only five minutes before hosts Jane Pauley and Stone Philips began reading it. The retraction itself lasted 3.5 minutes, which commentators later called an eternity by TV standards.

Following NBC’s retraction, Harry Pearce also made an announcement: “In view of NBC’s announcement, and because it is our business to design and manufacture great cars and trucks and not to be preoccupied with litigation, we are tomorrow dismissing the defamation suit that we brought Monday.  NBC will reimburse General Motors for its actual costs of this investigation.”

The ripple effects of the GM-NBC confrontation on collective action and regulation are difficult to measure, but at least some evidence suggests that the consequences were favorable to GM.  First, although the Center for Auto Safety held its press conference on February 9 as planned, the conference received significantly less coverage than NBC’s extraordinary retraction.  Second, although the issue of recalling pickups did not go away entirely, subsequent media treatment of recall efforts usually summarized the main “overall safety” arguments GM had made to counter NBC’s imagery.
 
 Finally, communications from GM management to GM employees were extensive during the crisis period.  The consensus within the company was that GM’s strategy and its implementation provided a significant boost in company morale.

Postscript:  NBC
   Morale at NBC was a different story.  It dropped precipitously.  “Many people at the network felt that [the Dateline incident] was a result of NBC’s ratings-at-whatever-cost atmosphere.   Matters weren’t helped when Mr. Wright, NBC’s president, told employees [in March] that the problem . . . wasn’t so much that it happened, but that NBC got caught.”
 
   A more critical assessment originated with NBC’s hiring of an outside firm to investigate the Dateline news division.  The firm issued a report that highlighted several major “lapses” within the division overall.
 Meanwhile, the ruminations and fates of individual NBC employees were mixed.

( Robert Read (producer of “Waiting to Explode?”) stated at one point that he was “happy that NBC’s report vindicates the fundamental honesty of the GM segment.  There was absolutely no intention to deceive.”
 This was not a consensus opinion.  Read was fired.

( David Rummel (Dateline senior producer) and Jeff Diamond (Dateline executive producer) resigned from NBC.  They went to work for ABC’s news magazine 20/20.

( Michael Gartner (NBC News president) also resigned but claimed that he had wanted to go back to Iowa with his family anyway.  He ran the Ames Daily Tribune.

( Michele Gillen (NBC reporter) mounted a behind the scenes campaign within NBC to acquit herself, claiming to have objected to the segment.  She was reassigned to NBC’s Miami affiliate as an anchor.

( Three other NBC employees were criticized in the commissioned report but not reprimanded.

( Jane Pauley (Dateline co-anchor) tried to boost morale at NBC at a major staff meeting after the retraction.  Members at the meeting said “Ms. Pauley had delivered a pep talk in which she said she took a ‘perverse sense of pride’ in acknowledging the mistake.  She also emphasized that both she and her husband, the cartoonist Garry Trudeau, found Tuesday night’s edition of the program, which included investigative reports on the insurance fraud and tainted meat, one of the best segments the program has ever done.”
 

In its retraction on Dateline Jane Pauley and Stone Phillips acknowledged that NBC knew that incendiary devices had been put under the trucks and that the fire occurred because in the crash gasoline was forced out of the filler tube because the fuel cap did not fit the tube.  NBC did not dispute GM’s conclusion that there was no puncture in the gas tanks and that the impacts were at speeds significantly higher than stated in the broadcast.  NBC concluded by announcing a new policy.  “We have also concluded that unscientific demonstrations should have no place in hard news stories at NBC.  That’s our new policy.”

GM had settled a class action lawsuit by 650,000 Texas owners of the pickup trucks by agreeing to provide $1,000 discounts to owners on the purchase of a new GM pickup truck.  A Texas appeals court, however, threw out the settlement on the grounds that the value of the coupons was low, since most people would not choose to purchase a new GM pickup truck.

In April 1995, the federal Court of Appeals rejected the settlement of a lawsuit in federal court that provided  $1,000 coupons to all owners of GM pickup trucks with sidesaddle gas tanks.  The appeal had been made by the Center for Auto Safety.  The Court of Appeals ruled that the coupons had little real value and were a “sophisticated marketing program.” 

This case was prepared by Professor Keith Krehbiel for class use. Copyright ©1994 by the Board of Trustees of the Leland Stanford Jr. University.  All rights reserved. Reprinted with permission.

Illinois Power Company (A)

A revealing videotape had been made available from the company to accompany this case.  The videotape was entitled "Illinois Power: Our Story" and had been available from Barbara Barnett, Illinois Power Co., 500 South 27th Street, Decatur, Illinois 62525.  The videotape, however, is no longer available as a result of the acquisition of Illinois Power by Dynergy.    

This case provides the opportunity to study a media story and a firm’s response to it.  This is best accomplished using the videotape prepared by Illinois Power if it is available. That videotape intersperses the company’s response into the 60 Minutes segment.  This provides considerable insight into how a program such as 60 Minutes is constructed and its accuracy and fairness.  In one sense, Illinois Power’s response is a devastating critique of the accuracy of the segment and of its fairness.  (This is not to say that Illinois Power did not strategically present its own version of the truth.)  The bottom line of the 60 Minutes segment — that Illinois Power was experiencing a substantial cost overrun on the construction of its Clinton nuclear power plant and that the job was much more complex than the company or its contractor had understood — was correct. 

The videotape shows how 60 Minutes constructed its story, how it used and emphasized visual effects, how it built conflict and controversy into the segment, and how it stretched the facts to make the segment more “entertaining.”  The videotape also shows how poorly Illinois Power handled Harry Reasoner and the producer during their visit to Illinois Power’s facility.  Illinois Power made mistakes of two types.  The first was that it failed to present effectively its side of the issue.  For example, Mr. Gerstner read a table of data on cost overruns of other nuclear power plants under construction to show that the Clinton plant was not out of line with those plants.  The piece was not included in the 60 Minutes segment because it was long and dull.  Had Mr. Gerstner had graphics (e.g., a bar chart) to show Mr. Reasoner, that information might have been included.  As another example, the interview with Mr. Gerstner was in his office and the setting was cold and made him seem unsympathetic.  He sat behind a desk with closed Venetian blinds behind him.  In contrast, the conversation with Illinois Power’s “sharpest critic” was set in his living room before a window through which trees could be seen swaying gently in the breeze.  In addition, Mr. Reasoner asked (possibly rehearsed) questions intended to portray the critic in a sympathetic manner.

Another concern about the 60 Minutes segment is that it provides no real comparison between the Clinton plant and other nuclear power plants under construction.  (To the extent that this story was about the nuclear power industry and Illinois Power was only a representative illustration, perhaps this is understandable, but the story was also about Illinois Power and its management.)  The producer had asked a prominent economist, an expert on the nuclear power industry, for an interview.  The economist agreed to the interview but said he would not be filmed. 60 Minutes was not interested. (The economist had refused to be filmed because he knew that at most the producer would extract 15 seconds from an hour interview and that the extract was likely to be a one-liner that could never capture the complex reality of nuclear power plant construction costs.)  Indeed, the 

60 Minutes segment contained no interviews with experts or government officials.  It also provided no data.  Because of this, the segment provided no new information to regulators or to politicians.  It, however, worsened the political climate for nuclear power and provided encouragement to the activists opposing nuclear power on the grounds of safety.  The segment provided an opportunity to attack nuclear power on cost as well as safety grounds.

The messages contained in the 60 Minutes segment were many. For example, the interviews with fired and disgruntled employees conveyed the impression that Illinois Power was unfair to its employees. 

One of the principal steps Illinois Power should take is to communicate with its stakeholders in an attempt to assure them that management was on top of the situation. 

Teaching the case:

Depending on the length of the class session, between 15 and 20 minutes of the videotape might be shown.  It is useful to begin by reminding the class that the company is a medium-sized power company that largely serves rural areas in Illinois.  Its territory does not include Chicago or its suburbs.  It is headquartered in a small town.

The discussion can be guided with the following questions:

1. What messages did the viewers receive from the 60 Minutes segment?

2. Why was the story newsworthy?  That is, what was its societal significance?  (The story is actually about the nuclear power industry, and 60 Minutes used Illinois Power as an illustration.) Why was there audience interest?

3. What were CBS’s objectives in presenting this segment?

4. How did 60 Minutes treat the issues and present the story?  Was the presentation fair, accurate, and balanced?

5. What problems does the 60 Minutes story create for Illinois Power?

6. Should Illinois Power have met with 60 Minutes in the first place?  Would refusing to do so have caused 60 Minutes to abandon the story or to have featured some other company?

7. Did Mr. Gerstner effectively handle the interviews with Harry Reasoner and the producer?  What might he have done that would have been more effective?

8. What actions should Illinois Power take in response to the broadcast?  Should it file a lawsuit?

The following (B) case can be used to continue the discussion.

 Illinois Power Company (B)

Illinois Power Company executives, meeting on Monday, November 26, 1979, decided to produce a videotape rebuttal to the 60 Minutes segment which had appeared the night before criticizing Illinois Power for mismanagement of its Clinton Nuclear Plant construction.

The rebuttal videotape, which was produced by interspersing the 60 Minutes film with company commentary and excerpts from the company’s tapes of the complete interviews conducted by 60 Minutes, was ready by the following Sunday, December 1.

The company immediately began showing the videotape to all its own employees and, at its public offices, to customers and other interested individuals.

Illinois Power also decided to send a letter to its stockholders explaining the controversy and pointing out the errors in the 60 Minutes program.

The Company decided not to sue CBS for damages.  While legal counsel advised them they “probably” would win, such a suit might take 6 to 8 years, considerable management time, and might, in the end, secure damages no more than the legal fees.  Similarly, seeking “equal time” through the Federal Communications Commission was evaluated as a long, expensive process with some chance of success but little payoff.  Company officials feared the “equal time” might turn out to be early Sunday morning.

Illinois Power did send a copy of its tape to the National News Council, which was willing to consider the case but requested a standard waiver from Illinois Power that the company give up its right to later pursue the issue through the courts or before the FCC.  Uncertain of its own plans, the company withdrew its case before the National News Council.

Illinois Power also sent a copy of the videotape rebuttal to CBS and received a reply from the news division in late January. In part, the reply indicated some errors would be corrected on the January 27, 1980, 60 Minutes program.  However, the reply defended most of the statements and charges to which Illinois Power had objected.

The corporate community in Illinois and nationally seemed impressed by the aggressiveness with which Illinois Power responded to 60 Minutes.  Many other companies, apparently feeling they, too, often had been “victims” of television reporting, requested copies of the videotape rebuttal.  Within a year, 2300 copies of the videotape were circulating amongst other companies in the

United States and abroad.  Some were being used in schools.

SOURCE: This case was prepared by Kirk O. Hanson, Senior Lecturer in Business Administration, from publicly available sources as a basis for class discussion rather than to illustrate the effective or ineffective handling of an administrative situation. Copyright © 1981 by the Board of Trustees of the Leland Stanford Junior University. All rights reserved. Reprinted by permission.

Illinois Power Company (B): The outcome:

The Illinois Power videotape was not made for broadcast because television stations generally will not broadcast such statements.  The videotape was shown in Illinois Power’s local offices and to employees in an attempt to counter the impressions left by the segment.  Its purpose was to show that it had not been unfair to its employees, its management was responsible, and costs were under control. The last of these three clearly turned out to be wrong.

On December 5, 1980, one year after the original CBS report on the Clinton facility, Illinois Power announced a new construction schedule and cost estimate for its Clinton Nuclear Power plant. The new schedule estimated the date for fuel loading as January 1983, nine months later than the previous estimate.  The new cost estimate was $1.7 billion, $345 million more than the previous

estimate.  The company stated that new design requirements in the wake of the Three Mile Island accident made the delays necessary.  The company further stated that 26% of the cost increase was due to materials cost increases during the delay, 29% due to financing costs for the entire facility made necessary by the delay, 19% for new equipment necessary to comply with new regulations, and 26% due to design changes and underestimating by the company.

On Sunday, December 14, 1980, 60 Minutes aired an update on the Clinton story of one year earlier.  The update featured the delays in completion of the plant and the increases in costs.

After Illinois Power produced and distributed its videotape reply, the Edison Electric Institute awarded Illinois Power its highest honor for “distinguished service to the electric utility industry.” The award was given, “For foresight in anticipating and preparing for a potentially misleading television broadcast and for innovation in communicating with the public; for leadership and courage in demonstrating the gross inaccuracies and distortions of fact by the electronic media can be effectively countered; and for presenting a valuable case study to the electric utility industry, the media, and the nation at large of the vital importance to the public interest of responsible

journalism.”

By December 1991, the estimated cost had increased to $1.8 billion, and by 1982 the estimate was $2.17 billion. In 1982 the NRC fined Illinois Power $90,000 for inadequate quality assurance programs.  (Many utilities were similarly fined.)  Two electric cooperatives were partners of Illinois Power in the Clinton plant, and under pressure in March 1984 Illinois Power agreed to limit their share of the cost to $450 million.  The final cost of the plant was $3.8 billion.  The Illinois Commerce Commission made a variety of rulings during this period regarding the amount of the Clinton costs that could be added to the rate base.  The result was that in 1989 Illinois Power had to write off $346 million in its Clinton plant and suspend its dividends on common and preferred stock.  After four new members joined the Commission in 1990 and changed its strong pro-consumer orientation, Illinois Power received a rate increase and resumed paying dividends.

In August 1992, the Illinois Commerce Commission reversed an earlier decision and ruled that Illinois Power was not entitled to recover $202 million of post-construction costs.  In late 1991 the company had resumed paying a dividend, and it was expected to have to discontinue its dividend law since its retained earnings would be negative.  Illinois law prohibits the company paying a dividend on either common or preferred stock in that event. Its share price fell nearly 25% when the decision was announced.

The experience with the Clinton plant confirmed the bottom line of the 60 Minutes program, but the evidence 60 Minutes provided in its segment was highly questionable, as the videotape makes clear.  While the sloppiness and possible bias in the 60 Minutes segment is inexcusable, it is evident that the nuclear power industry as a whole, and Illinois Power in particular, experienced dramatic increases in construction costs on nuclear power plants.  Some of those costs were due to exogenous factors, but some was also due to inadequate management of projects that were considerably more complex than had been anticipated.

Chapter 4

Private Politics

This chapter introduces the concept of private politics and distinguishes it from public politics, which is the focus of Part II of the book.  The private and public politics terminology is maintained throughout the book.  Private politics is typically initiated by NGOs and activist organizations, but as the National Audubon Society example below indicates, it can also be used by business interests.  The participants in private politics are viewed as strategic, in the same sense that a firm chooses market and nonmarket strategies to improve its performance.  Private politics is also viewed as competition, and that competition often centers around a campaign.  The two Rainforest Action Network cases reflect this perspective.  

In addition to characterizing the NGO/activist component of the nonmarket environment and highlighting actions that take place outside of public institutions, the chapter also addresses approaches for dealing with activists and their campaigns.  Activists are important for the variety of reasons indicated in the chapter and especially because they play a central role in identifying and shaping the development of nonmarket issues.  Some activist groups, such as environmental interest groups, are members of informal networks of organizations that at times coordinate their actions.

Activist/NGO challenges to firms are intended to obtain changes in the practices of individual firms and their industries.  In response to these challenges, some firms take proactive measures by changing their practices to avoid being targeted.  This may be referred to as self-regulation.  Proactive self-regulation and corporate social responsibility do not mean that a firm will not be targeted, however, as Starbucks has learned.  Firms that are targeted can fight a campaign or bargain with the activist to end it.  When the firm changes its practices as a result of a campaign it is also exercising self-regulation, albeit forced self-regulation.  In some cases, such as the Nike campaign considered in the chapter case Nike in Southeast Asia and in Chapter 23, an industry and the activists may engage in private regulation in which an organization, or private institution, is established to govern industry practices and compliance.  The Fair Labor Association governs the conduct of participating footwear and apparel companies.     

In Part II, an interest group is defined as a collection of individuals or organizations that benefit from the nonmarket actions of the group.  That is, the interest group acts on behalf of its members, typically through public politics. Activists may also be acting in their own self-interest and in the interests of their members, but they generally claim that they are acting on behalf of others as well.  Some prefer to refer to themselves as advocates.

The susceptibility of a company to a challenge by activists depends on a variety of factors including the seriousness of the issue and on characteristics of the company itself and its policies.  Figure 4-1 can be used to assess a company’s susceptibility and can be applied in both the Shell, Greenpeace, and Brent Spar and the Nike in Southeast Asia cases.  A generic strategy used by activists is presented in Figure 4-2 and can be used to analyze the activist strategies in these two cases.  The figure can also be used to summarize on the board the strategy being deployed against the company and its practices.   

The chapter case The Anatomy of an Activist Campaign: Rainforest Action Network and Citigroup (A)(B) deals with a campaign and provides an opportunity to consider strategic responses by the target Citigroup.  As indicated in the text, a companion case Strategic Activism: The Rainforest Action Network provides insight into an activist organization and its strategy.
The success of the strategies of activists depends importantly on their ability to attract the attention of the public and government officeholders to their cause.  They may attempt to attract the media through the use of advocacy science and through networks.  In addition, activists monitor firms and may call to the attention of the public actions of a firm to which they object. Activists may organize a boycott of a company. Activists also use their standing before public institutions to leverage their other actions, either when other aspects of their strategies fail or when an additional front can be opened to advance a cause.

Although some activists are successful, particularly when they are able to attract additional support, others have relatively weak organizations and are unable to sustain campaigns. In some cases, the cause of the activist may be wrong or misplaced, and the responsible action may be to oppose the demands.  Some of the cases provide an opportunity to assess the demands of activists, their strength, and their cause.  

The following is an example of private politics that could be used in a lecture. The National Audubon Society produced a television special “Ancient Forests: Rage Over Trees,” which was to be broadcast on the Turner Broadcasting System’s cable channel WTBS as part of its regular airing of the “World of Audubon” series. The special dealt with the logging of old growth forests in the Northwest, which has been the source of a long-standing conflict between environmentalists and loggers.  The timber industry in the Northwest has been economically depressed for a number of years, and the long-term prospects have not been good, particularly since timber companies had concluded that the cost of harvesting timber in the South is lower than in the Northwest.  Old growth stands of timber thus represented an important source of employment for loggers in the Northwest.

Although Peter A.A. Berle, president of the National Audubon Society, said that the program was “balanced,” he stated that “the script does have a pro-environment attitude.”  To oppose the special, the loggers organized a boycott of the sponsors of the program, and their pressure caused the Stroh Brewing Company, the Exxon Corporation, the Michelin Group, Ford Motor Company, and Sears, Roebuck to withdraw their advertisements.  The program was aired with only public service announcements.  William N. Grannell, executive director of the Western States Public Land Coalition of Pueblo, Colorado, claimed some credit, “Our people got the word out and told Stroh’s beer that if they sponsored such a program, well, our members would not be so inclined to drink Stroh’s beer any longer.  I’m just glad these companies became sensitive to our side of the issue.”
 Stroh’s had contributed $100,000 to the Audubon Society for its specials.

CASES

Shell, Greenpeace, and Brent Spar

PowerPoints are available for this case.

The Brent Spar episode had a dramatic impact on companies such as Shell and British Petroleum.  The episode indicated how easily and quickly a nonmarket issue within the jurisdiction of one country can spill over to other countries in which the company operates.  The lesson particularly for global companies is that nonmarket issues, and particularly those that are being pursued by activists, can through modern telecommunications spread widely around the world.  For more information on Brent Spar and the disposal of deep-sea platforms, consult Brent Spar’s web site www.shellexpro.brentspar.com and Greenpeace’s web site www.greenpeace.org.

From Greenpeace’s Perspective

The case describes the events and the outcome, so the discussion here focuses on the teaching of the case.  It is useful to begin the discussion from the perspective of Greenpeace, since this is a confrontation, or competition, between Greenpeace and Shell both in governmental institutional arenas and in the arena of public sentiment.  That is, it is helpful to view the issue from the perspective of one’s adversary.

The first question is, “How does Greenpeace view the issue?”  Greenpeace understands that the North Sea is a maturing oil province and that many of the deep-water platforms will be scheduled for disposal in the near future.  Amoco has already prepared its BPEO for the NW Hutton platform, and Conoco was preparing its BPEO for the Heather field.  Greenpeace understands that if it wins the first battle (Brent Spar) it will have won the war.  Greenpeace is thus playing a repeated game against a series of platforms and the oil industry and has strong incentives to win this battle.  Indeed, Greenpeace organizes around “campaigns.”  In contrast, Shell is focusing on the disposal of one platform—Brent Spar.  Moreover, Shell views the Brent Spar as a unique facility because it is a storage buoy rather than an oil production platform.   

The next question can be about Greenpeace’s objective.  One obvious answer is that its objective is to protect the oceans.  It commissioned a study that concluded that at sea disposal was a bad alternative.  Another answer that students give is that it wants a high profile campaign that will give it publicity and help it raise contributions and obtain new members.  Another answer is that it is seeking a bully pulpit from which it can espouse its views.  A final possibility is that it seeks to be the leader in the international environmental movement.  

The next question is “Who are these people?”  The answer is that they are experienced professionals who do this type of campaigning on a full-time basis.  For example, the head of communications for Greenpeace was a former BBC journalist.  

Next, “What are its capabilities?”  Greenpeace has ships, a helicopter, and sophisticated telecommunications equipment.  It is experienced at battles at sea and fully capable of placing its people on a storage buoy even when it was under tow to the disposal site.  

Greenpeace’s strategy is to take its concerns about deep-sea disposal to the public and to governments and to do so it must attract media coverage.  The theory of the media in Chapter 3 can be used to assess the likelihood that its Brent Spar actions will be covered and how they will be treated.  Environmental issues attract an instant audience particularly in Northern Europe, so the audience interest is present.  The issue of the deep-sea disposal of oil platforms is complex, so the news media may treat the issue fairly objectively.  However, Greenpeace members will be given the opportunity to express their concerns about damage to the environment and to present their conclusions, so the treatment of the issue will serve Greenpeace’s objectives.  

To fully characterize Greenpeace’s strategy, it is useful to draw Figure 4-2 listing the steps Greenpeace took to get its messages to the public and to government officials in Europe and worldwide. Attracting the media was central to its strategy, and to do so it positioned itself not only as a low-cost source of information but it also staged events to make the story more newsworthy and attractive to audiences.  To reduce the cost to the media, Greenpeace not only broadcast from its ships and from the Brent Spar, but it also brought along journalists to film and view the events.  The events were attractive to television viewers and newsworthy.  Greenpeace demonstrated courage and resolve, and small rubber dinghy’s bouncing on the high seas under chase from Shell’s boats made great footage for the television cameras 

The messages that Greenpeace conveyed were simple.  It had studied the issue of the disposal of oil platforms and concluded that deep-sea disposal would harm the environment.  Moreover, it was able to portray Shell as indifferent to the harm that its littering of the ocean bottom would cause.  Casting Shell’s plans as something that ordinary citizens were not allowed to do was quite effective.  In contrast to some of Greenpeace’s other campaigns, the messages were simple and easy for substantial segments of the public to accept.  

Shell was unable to convey effectively its side of the story.  It had two natural disadvantages.  First, its side of the story was complex and technical and not easily presented on television (although it was presented in newspapers).  Moreover, a long discourse on the reasons for Shell’s choice would have been boring to most viewers.  Second, deep-sea disposal was considerably less costly than were the alternatives, and skeptical journalists and audiences would naturally wonder if Shell had made its BPEO decision based on cost rather than environmental considerations.  

Shell’s culture also limited its ability to respond to Greenpeace’s messages.  Shell had traditionally been a quiet company and did not communicate directly with the public.  In the Brent Spar episode a BBC executive told me that they had to “beg Shell to tell its side of the story.”  She added, “When they told it, they told it clumsily.”

Shell’s response of shooting water cannons at Greenpeace’s helicopter not only created vivid visual images for television viewers, but it also created a story within the story.  That is, it cast Shell as big business beating up on the little guys in their small helicopter and rubber boats.  This also extended the story.  Greenpeace’s call for a boycott of Shell products also extended the story and gave it a life of its own.

At this point it is useful to ask why the reaction in Germany was much stronger than in the United Kingdom and to present the answers in terms of Figure 3-2 and the audience interest and societal significance dimensions.  One explanation is that the public is more environmentally sympathetic in Germany that in the UK, as evidence by the recycling required in Germany and its recent generous subsidies for solar and wind power.  Moreover, Germany has a Green Party, which in 1998 joined in the government with the Social Democrats.  Germans also are major contributors to Greenpeace’s budget.  Importantly, Germany has no North Sea oil production, whereas the UK has substantial production.  In Figure 3-2 Germany would be toward the upper right corner, whereas the UK would be located down and to the left.  A follow-up question could be where Norway would be on these dimensions.  The answer is that it likely would be further down and to the left, due to the importance of North Sea oil to its economy.  

Greenpeace had been beset by an internal disagreement between the “rubber suits” and the technocrats.  The rubber suit contingent wanted to dramatize what they viewed as egregious actions harmful to the environment.  The technocrats preferred to participate in public processes to find creative solutions to environmental problems.  In this case, the rubber suits prevailed.    

Another question is whether Shell was particularly vulnerable to the type of actions taken by Greenpeace and whether it was vulnerable to a boycott, as indicated by the list in Figure 4-1.  The answer is that it is highly vulnerable—less so in the United Kingdom and more so in Northern Europe.  Shell is a company with a brand name, and consumers can easily switch to other brands.  Shell also has a reputation that can be damaged just as Exxon’s was as a result of the Exxon Valdez oil spill in Alaska.  It also operates in an interest group-rich environment in Europe.  As considered in more detail below, it was also a highly decentralized company, so an issue that could spill over to other parts of the company could go unrecognized until it is too late.  

One issue that is taken as given in the case is that Shell was the first company to attempt to dispose of a large deep-sea platform in the North Sea.  But, why was Shell first.  An Amoco manager told me that Amoco was ready to dispose of the Northwest Hutton platform but feared going first because of the possible protests.  Amoco chose to continue to operate the platform at a loss rather than go first.  Amoco continued to operate the platform and recently sold it to a company that may attempt to dispose of it. 

What went wrong?  

This question can be addressed to the decision regarding the disposal of the Brent Spar and to Shell’s response once Greenpeace had launched it campaign.  The disposal decision involved both Shell and the UK government, and the processes in both were relatively closed.  In preparing the BPEO, Shell generated the disposal alternatives internally and evaluated the alternatives itself with the assistance of consulting companies.  Shell viewed the Brent Spar as a unique facility and focused on its disposal.  There is no evidence that Shell was thinking of the broader issue of the disposal of a series of North Sea oil platforms.  Instead, it viewed decisions as made on a case-by-case basis.  Shell also focused on the UK, since the UK had sole jurisdiction over the disposal.  The PowerPoints characterize Shell’s decision-making process and what was missing from that process in the context of Figure 2-4. 

In particular, Shell UK did not consult with other Shell operating companies about the disposal of the Brent Spar.  Shell is a highly decentralized company with operating companies responsible for their own function and/or region.  Shell UK worked with Shell Expro but not with other operating companies.  This decentralized organization structure stood in the way of detecting a potential reaction outside the UK.  Information within Shell tended to flow up to the holding companies and then down to the operating companies, rather than directly between the operating companies.  

The government approval process was also closed.  First, note that due to UK law the Department of Energy was responsible for approval of the BPEO and not the Department of the Environment.  The latter department was held in low regard in Prime Minister John Major’s government.  Second, the process was closed with consultations held only with officially designated parties such as Scottish Heritage and the Nature Conservancy.  These also included legitimate users of the seas such as the fishing industry and British Telecom (undersea cables).  Public hearings were not held nor was there apparently any opportunity for public commentary.  Instead, the approval process focused on technical feasibility and hazards to the environment and to workers.  The notification of other governments about the Department of Energy’s approval of deep-sea disposal as the BPEO was made at the ministerial level (i.e., bureaucrats rather than politicians).  Since the UK government had sole jurisdiction, the ministries in other countries did not object.  Note that the reaction of politicians, particularly when the public protests began, was markedly different.  

What is most remarkable about this episode is that after the protests on the continent and in the UK and after other European heads of state had asked the UK government to halt the disposal at sea, Shell began to tow the Brent Spar to its disposal site exactly when it had planned to do so.  It is important to recall that towing Brent Spar to its disposal site would take four weeks, giving Greenpeace many opportunities to reboard.  

The protests escalated rapidly as Greenpeace successfully landed two of its people on the Brent Spar.   It is also perplexing that after the first set of protests the head of Shell Germany did not attempt to intervene with Shell UK.  Instead, the issue had to be resolved at the top of the Company.  

Once Greenpeace had launched its campaign, the issue had advanced to the point in Figure 2-3 at which Shell was in crisis management mode. Shell was certainly experienced with crisis management and had well-established procedures for dealing with an oil spill or refinery explosion, for example.  For whatever reason, there is little evidence that it had a crisis management plan for its nonmarket environment.  One possible explanation is that Prime Minister John Major had publicly backed Shell’s decision, and if Shell had postponed or reversed its decision when protests erupted, it would have left the Prime Minister hanging out on a limb all alone.  Once Shell did back down, it publicly and privately apologized to the Prime Minister.  

In evaluating the BPEO process Shell completed, it is useful to ask four questions.  “Is this an energy issue or an environmental issue?”  “Is this a Shell UK issue or a Royal Dutch Petroleum/Shell Transport issue?”  “Is this a Royal Dutch Petroleum/Shell Transport issue or an oil industry issue?”  Is this a UK issue or is it a European or world issue?”  The answers suggest how this type of issue should be handled.  

A different approach to the issue of what went wrong is to ask whether Shell should have anticipated this.  The answer is probably yes, but it more instructive to ask a related question, “Why was Shell first?”  One answer is that it did not recognize the possibility of a reaction, but the better answer may be that Shell was first because no other oil company was willing to be first.  Amoco had completed its BPEO before Shell completed its BPEO, but Amoco recognized the possibility of a reaction and chose not to be first.  Not only did no oil company want to go first, but after Brent Spar no oil company wanted to go second.  Amoco operated the NW Hutton platform for the next five years at a substantial loss because it did not want to be second.  The same was true for all oil companies that had an oil platform that should be disposed of.  A change resulted in 2001.  Amoco sold NW Hutton to Oryx Petroleum, which planned to dispose of the platform by dismantling it in Norway and recycling the top of the rig.  Oryx apparently bought another field and was preparing to dispose of another platform. 

The following questions can be used to conclude the discussion:






1.  Should Shell have backed down or gone through with its plan to sink the Brent Spar in the North Atlantic?

2.  Once it had backed down, what should it do to develop a new BPEO?

3.  How should issues in which there is a risk of spillover to other nonmarket environments be handled in the future within Shell?

Developments: 

The process used by Shell to develop a new BPEO is summarized in the PowerPoints as is the final disposal of the Brent Spar.  As indicated, the new Labour government of Tony Blair gave the Department of the Environment a role in the approval of BPEOs.  The UK Department of the Environment announced that all future disposals would be on land. 

Lessons are included in the PowerPoints as is an example of a confrontation between Greenpeace and BP.  
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Nike in Southeast Asia

PowerPoints are available for this case.

Nike is known worldwide for its distinctive “Swoosh” symbol and its extensive advertising and promotional activities.  Nike has also earned a reputation as an aggressive and combative company whose objective is to beat its rivals.  Nike’s “edge” is reflected in Phil Knight’s comments such as “blasts from the media about our practices abroad,” his comment that workers in suppliers’ factories were earning more than they used to, his argument that Nike was good for the countries from which it obtains its shoes and apparel, and his offer to let the Congress members tour the factories.  Nike was also the dominant company in the footwear industry and had grown rapidly.  Nike was an obvious target for activists and organized labor.  

Nike was also a big target.  It had 350 overseas suppliers employing 500,000 workers with 180 suppliers in Asia employing 350,000 workers.  This also meant that it was a formidable task to ensure that at each facility the working conditions met appropriate standards at all time.  More importantly, what should those standards be?

Nike had never produced its own shoes, relying on a set of contractors with whom it maintained long-term relationships.  Its principal contractors were Korean and Taiwanese companies, and its shoes had been produced in those countries.  As those countries developed, labor costs increased and its contractors moved production to low-wage counties, primarily China, Indonesia, and Vietnam.  Many of its suppliers’ factories produced only for Nike.  The footwear and apparel industries are competitive, and there is considerable pressure to keep costs down.  To accomplish this, productivity must be high and wages low.  Nike’s suppliers’ factories were efficient.  Moreover, most of the factories were modern.  The criticism of Nike’s practices centered on the wage level, the employment of children, and abusive practices.  

Employment of children is customary in many low-income countries.  Levi Strauss & Co. sources much of its apparel in East Asia and has been a leader in developing and implementing policies to ensure acceptable standards at its suppliers’ facilities, yet its guidelines allow employment of children as young as 14 if the law allows it.  The development of Levi Strauss & Co.’s policies is considered in Chapter 22.

Concerns about the conditions in the factories of overseas suppliers began to mount at the beginning of the 1990s particularly as the recession in the United States highlighted the movement of manufacturing jobs to countries in East Asia.  The principal activists were human rights groups such as Global Exchange and labor unions.  The human rights groups were concerned with the abuse of labor rights of workers. Labor unions were also concerned about labor rights but were  perhaps more concerned about protecting jobs for their members in the United States.  The movement of production from the United States to East Asia resulted in the loss of union jobs, and the unions sought to stem the flow.  One way to do so was to raise the costs of overseas production.  The labor unions thus focused on wages and health and safety conditions.  Women’s activist groups were also involved because most of the employees were women.  The human rights organizations, women’s groups, and organized labor were aligned on this and other issues.  Members of Congress also supported the critics.   

Three issues were central to the criticisms.  The first was the abusive treatment of workers, such as the well-publicized incidents described in the case.  The second was health and safety standards in the factories.  The activists and labor unions argued that the same standards applied in the United States should be maintained in factories that produced for export to the United States.  The third was wages with activists and labor unions arguing for a “living wage” rather than the market wage or the minimum wage set by the government.  

The media was attracted to the issues.  The level of audience interest was moderate, but the issue of abuse of rights and unfair treatment of workers earning a few dollars a day to produce shoes that sold for $140 in the United States was viewed as high on the societal significance dimension.  The news media treated these issues in its roles of protector of the people and exposer of injustice.  Incidents of abuse and protests as at the Indonesian and Vietnamese factories increased the drama and criticism.  The label given to the factories by critics and the media was “sweatshops,” and the revelation of sweatshops employing legal and illegal immigrants in the United States added to the audience interest in the issues.  

Throughout this period Nike had taken some modest steps to address the issues, but the arena of public sentiment and media coverage was largely left to its critics.  Nike left a vacuum that its critics filled by framing the issues and using the worst conditions and events as examples.  Nike contended their allegations, and the facts remained in doubt.  Nike’s response was generally reactive and confrontational, rejecting the claims and arguing that its sourcing of shoes and apparel in Southeast Asia was good for the countries and the workers.  

Explanations for Nike’s approach to these issues centered on its aggressive corporate culture and on its past experience in dealing with activists and media criticism.  Nike had come under attack from the Reverend Jesse Jackson and Operation PUSH for not employing enough African-Americans and purchasing enough from African-American companies.  Nike rejected the allegations and fought Jackson, as described in the case Nike and Operation PUSH in the second edition of this book.  Nike had also come under attack for promoting its shoes in the inner city, and activists alleged that children were spending large sums to have the latest styles of shoes.  A journalist wrote a sensational story of an inner city youth who killed another youth for a pair of basketball shoes.  It was subsequently revealed that the journalist had fabricated the story.

Nike also adopted a series of measures to address the substance of the issues.  It developed a code of conduct for its suppliers.  It hired Ernst & Young to audit the working conditions in its suppliers’ factories, but results of the audits were not made pubic as activists had developed.  As a result of the audits Nike took a number of steps, including canceling contracts with four factories in Indonesia.  Factory supervisors responsible for the abuse of workers were promptly fired.   Nike also established a Labor Practices Department to monitor and improve conditions.  (Nike personnel are generally assigned to suppliers’ factories to monitor the quality of goods produced, so it was not ignorant of the conditions under which its shoes were produced.)  However, revelations of incidents such as at the Vietnam factory, the withholding of wage increases in Indonesia, and the leaking of an Ernst & Young report about hazardous levels of chemicals at a factory overshadowed the steps Nike was taking.  Nike’s hiring of Andrew Young to inspect suppliers’ factories and make recommendations for improvements, and Nike’s pledge to follow through on those recommendations, seemed to fuel rather than quench the flames of criticism.   

Teaching the case:

The basic approach to teaching the case is to utilize the frameworks in Chapter 4 and the earlier chapters.  Figure 4-1 can be used to assess how good a target Nike is and how effective a boycott is likely to be.  The framework in Figure 4-2 can be used to characterize and analyze the strategy of the activists in their efforts to advance these issues.  The theory of the new media can be used to assess how extensively these issues will be covered and the treatment they are likely to receive.  The nonmarket life cycle can be used to assess the development of these issues and to assess where Nike was in dealing with the issues.  The final part of the discussion can focus on what Nike should do to resolve these issues and whether it should change its market strategy.  For example, should it negotiate with the activists and labor unions?  Should it make substantial changes in its practices, and if so, what should it do?

Discussion questions:

1.   Are the allegations against Nike serious?  On moral grounds?  On other grounds? 

2. What are the motivations of Nike’s critics?  

3. What role has the news media played in the development of these issues and their progress through their nonmarket life cycle?  How much coverage are these issues and events likely to receive and why?  What kind of treatment will the news media give them?  

4. Are these issues largely in the realm of public relations as Knight suggests at the end of the case?  

5. Are these issues likely to affect Nike’s sales?  Is Nike susceptible to a boycott?  Is a boycott likely to be effective?

6. Has Nike dealt effectively with these issues?

7. What should Nike have done?  At what stages of their life cycles should Nike have addressed these issues?

8. Should Nike negotiate with its critics?

9. Should it make public the results of the Ernst & Young audits?

10. Should Nike open its suppliers’ factories to independent inspections by non-governmental organizations?  

11. Should Nike own the factories that produce its products, so as to have better control over the working conditions?  Should it change its market strategy?  

12. How should Nike resolve these issues?

13. Suppose President Clinton asked Nike to join with other companies, activists, labor unions, and others to develop a voluntary set of standards for the working conditions in suppliers’ facilities.  Should Nike participate knowing that the activists and labor unions would push hard for a living wage and for U.S. health and safety standards?  

14. If it accepts President Clinton’s invitation, what approach should it take in the group’s deliberations?

Developments:

Nike accepted President Clinton’s invitation, and the group, known as the Apparel Industry Partnership (AIP), worked and battled for two years before finally reaching an agreement in 1998 on a code of conduct for the working conditions in suppliers’ facilities.  This is discussed in Chapter 23 and will not be discussed in detail here other than to note that the code did not include a provision requiring a living wage.  The Union of Needletrades, Industrial and Textile workers resigned from the AIP in protest over not including a living wage requirement in the code.  The AFL-CIO and the Retail, Wholesale and Department Store Union, which were not part of the AIP, also rejected the agreement. The AIP agreement called only for the Department of Labor to conduct a study on the issue of a living wage.  Nike pledged to follow the code.     

Participants in the AIP established the Fair Labor Association (FLA) to provide independent monitoring and reporting of working conditions in suppliers’ factories.  In response to protests by college students over the working conditions in factories producing their school’s licensed merchandise, the FLA allowed colleges and universities to affiliate with it and added one seat to its board to be selected by the affiliated schools.  The FLA also established a College/University Advisory Council.  The FLA has evolved since its founding, and information on the FLA can be found at www.fairlabor.org and in Chapter 23.  The PowerPoints provide additional information. 

In 1998 Nike changed its approach to the issues. It voluntarily announced a policy at the National Press Club that its suppliers would not hire anyone under the age of 18 in its footwear plants and 16 in its apparel plants.  (In contrast, Levi Strauss & Co. allows its contractors to employ children as young as 14 if that is permitted by the law.)  Knight also announced that it would require all shoe factories to monitor air quality for chemicals and to meet U.S. standards.  (This issue had been identified by Ernst & Young in its audits.)  Knight said that he wanted to eliminate “the cloud that has been over Nike’s head.”  “The Nike product has become synonymous with slave wages, forced overtime and arbitrary abuse.  I truly believe the American consumer doesn’t want to buy products made under abusive conditions.”
  

Nike was also affected by the worldwide campaign of environmental activists to eliminate the use of polyvinyl chloride (PVC).  In August 1998 it announced it would end the use of PVCs in the production of its shoes, although it would take some time to find a replacement.  Greenpeace heralded Nike’s decision.  

Nike has taken a variety of other measures as indicated in the PowerPoints.  By the early 2000s Nike was considered the leader in working to implement high standards in its suppliers’ factories. See Chapter 23.

In the quarter ending May 31, 1998, Nike reported its first quarterly loss in 13 years.  The loss was due to a $130 million restructuring charge and to a sharp decline in sales in Asia and particularly Japan as a result of the Asian economic crisis.  How much the boycott hurt Nike is not known.

In an important case with potential widespread implications in 2002, the Supreme Court of California ruled in a 4-3 decision that Nike could be tried for allegations of fraud because its speech discussing its working practices in overseas factories was commercial speech and hence not given the full protection of the First Amendment.  An individual had filed a lawsuit alleging that Nike’s statements about its practices were fraudulent.  Nike argued that its speech was protected by the First Amendment and appealed through the California courts.  The majority wrote, “Because the messages in question were directed by a commercial speaker to a commercial audience, and because they made representations of fact about the speaker’s own business operations for the purpose of promoting sales of its products, we conclude that these messages are commercial speech for the purposes of applying state laws barring false and misleading commercial messages.”
  The court did not rule on the merits of the case but instead was only concerned with whether the case could go to trial.  The decision of the majority went so far as to write that a statement could be viewed as commercial speech even when mixed with statements about noncommercial subjects.  In a dissenting opinion Justice Ming Chin wrote, “While Nike’s critics have taken full advantage of their right to ‘uninhibited, robust, and wide open’ debate, the same cannot be said of Nike.”  If this ruling were to stand, it could have a profound effect on companies’ communication with the public on nonmarket issues.  As an indication of the potential importance of the case, Nike’s side was supported in a brief by the American Civil Liberties Union as well as the Chamber of Commerce, whereas the plaintiff’s side was supported by briefs from the California attorney general, the Sierra Club, and the state AFL-CIO.  

This case is discussed in Chapter 22.  In short, the case was settled out of court.  

The Anatomy of an Activist Campaign:

Rainforest Action Network and Citigroup
PowerPoints are available for this case

The purpose of this case is to consider an activist challenge to a firm and the firm’s nonmarket strategies for dealing with the challenge.  A companion case, Strategic Activism: The Rainforest Action Network, is available from the Stanford Business School and from the Harvard Business School case services. This case describes the organization and strategy of RAN.

The (A) and (B) cases can be used for a group negotiation exercise. One group can assume the role of Citigroup and the other RAN. The assignment would  be open-ended of the form: Citigroup calls RAN just before the annual meeting, asks for a truce, and expresses a willingness to negotiate. Or the assignment could be given more structure by giving the group instructions to address specific issues such as those identified in the (A) (B) and (C) cases. The (A) and (B) cases could also be used for an in-class role-playing exercise. 

The (A) and (B) cases can be discussed together or sequentially. The following questions can be used in leading a discussion of the (A) case.

The following are three exhibits that may be distributed with the (A) case.  (Copyright © 2004 by the Board of Trustees of the Leland Stanford Junior University.  All rights reserved.  Reprinted with permission. )  Following the three exhibits for the (A) case are two exhibits for the (B) case. (Copyright (C) 2004 by the Board of Trustees of the Leland Stanford Junior University. All rights reserved. Reprinted with permission.)

Exhibit 1

RAN’s Introductory Letter to Citigroup

April 10, 2000

Dear                      :

As one of the world’s largest and most dynamic financial institutions, the influence of Citigroup on the global environment and communities is tremendous. Because the private financial industry has such a pervasive global reach, Citigroup has an unprecedented ability to influence all the sectors of the economy.  Our civilization is at an urgent juncture and Citigroup may choose to drive the world further down the path of environmental devastation and social breakdown or set a new course toward a healthy and equitable world for our children.

Research into a multitude of environmentally and socially destructive projects and financial activities around the globe has repeatedly revealed Citigroup’s involvement. Fierce addiction to fossil fuels continues to pollute our atmosphere and alter the climate of the Earth alarmingly. Our primary forests dwindle as mining, oil exploration, and the archaic use of ancient trees for construction materials decimate a global treasure. Hydropower technology that we no longer accept in our own country is enthusiastically exported to developing nations.  The impacts of this behavior are well known: extinction of species; entire ecosystems damaged; poverty and starvation around the world.

To demonstrate true integrity in leadership, the individuals of Citigroup must immediately embody the values of a democratic society. Citigroup people must achieve environmental and social progress throughout all aspects of their business.  For example: Citigroup will have to extract itself from unsustainable investments in fossil fuels to move its capital support into renewable energy; they will have to cease funding destruction of primary forests for timber or mining or oil exploration and transition that support to alternative building supplies and paper materials; every financial decision must exhibit a larger commitment to basic human rights and modern environmental values.

The recent outcry against financial and trade institutions demonstrates the level of public dissatisfaction with current standards of commitment to environmental and social concerns. Even the so-called best practices standards (e.g., the World Bank’s) are blatantly ineffectual. The onus lies with you as the industry leader of the largest economy in the world to pioneer a new model for commerce. A new economic ethic has emerged and it is clear that the public will no longer tolerate the status quo.

Sincerely,

Kelly Quirke

Executive Director
 Exhibit 2

Graphic from Ad Printed in Wired Magazine, May 2000 


The graphic was also passed out as a postcard at Citigroup’s shareholder meeting, with the following text on the back: 



Exhibit 2 (continued)

Ad Printed in Mother Jones, December 2000 


Teaching the case:

RAN chose Citigroup as the first target in its global finance campaign not only because it was the industry leader and the worst offender but also because it had large consumer banking and credit card businesses that could be harmed by a campaign.  

What leverage does RAN have over Citigroup? 


If they respond “yes,” ask if they have leverage against all the project finance banks. 

If Citigroup refuses to participate in the financing of a project, will it be easy to find replacement financing?  Will that replacement financing be more costly?  

As Citigroup can these standards impair your relations with host country governments where you hope to operate?  That is, a government wants a project financed, but Citigroup either refuses to participate in financing it or requires costly changes in the project if it is to provide funding. 

RAN wants to bargain/negotiate with Citigroup.  How does it tell the difference between bargaining and discussions?

The case mentions “democracy in the marketplace.”  Is that what is going on?  That is, is RAN bringing democracy to the marketplace? 

After Citigroup received the letter from RAN, can it begin to work with a less aggressive environmental group and have RAN back off?  To answer this, first ask if the other environmental group is likely to be willing to work with Citigroup knowing it has been targeted by RAN.  The answer may be “perhaps not.”  Even if a group were willing to collaborate with Citigroup on this issue, that is unlikely to deter RAN because it sets very aggressive or extreme objectives which may not be shared by the other environmental group.  (For example, in its campaign against Ford RAN set the objective of getting Ford to achieve 50 mpg by 2010, whereas more moderate groups like the Sierra Club, which had also targeted Ford, had set a goal of 40 mpg.  RAN deliberately chose 50 mpg because it was maximum of what activists believed might be achievable with currently available technology.)  Given the RAN was unlikely to back off and other environmental groups understood that, finding another group with which to work would not solve Citigroup’s problem.  As indicated in the (C) case below, Citigroup joined with three other banks to address the environmental issues associated with project finance. This did not deter RAN.

RAN engages in civil disobedience.  This frequently involves violating laws and usually those laws are just and legitimate.  Is it acceptable to break laws, such as trespass, in conducting their campaign?  

With regard to legal actions, are its claims in its letter to Citigroup and its advertisements truthful, distorted, irresponsible, etc.?   

Is RAN correct in its assertions?  Does it matter?   

Discussion questions:

1. It is the spring of 2000 and you (Citigroup) receive a vague letter from RAN and Ran speaks at your annual meeting. What is it that RAN really wants?

2. Why didn’t RAN target the project companies; i.e., the construction companies, the oil companies, the mining companies?

3. Why did RAN think Citigroup was a good target? Isn’t Citigroup the largest, most-profitable, and perhaps the most powerful bank in the world?  

4. If Citigroup stopped financing these projects, would not some other bank step in and provide the financing?

5. What harm can this campaign do to Citigroup?  

6. Will the campaign attract much media coverage?

7. How will RAN try to get leverage on Citigroup?  Will it work?

8. Should Citigroup wait them out? Stall?

9. Should Citigroup negotiate with them?

10. If Citigroup did what RAN has demanded, will it be rewarded in the marketplace?  Why didn’t RAN offer a carrot rather than a stick?

11. If Citigroup were to negotiate an agreement with RAN, would it want its competitors to also reach the same agreement with RAN?

12. Is this introducing democracy into the marketplace?

13. Is this non-violent civil disobedience or is it coercion and intimidation?

RAN and Citigroup (B)    

Citigroup has been weakened by scandals and lost more that a quarter of its market value in two days.  This and Weill’s desire to leave a legacy may have provided RAN with the opportunity for success.  
RAN’s objective of stopping destructive projects may be worthy, but are the tactics employed in its campaigns acceptable?  Is it acceptable for RAN to break laws such as trespass? 

Taking the role of RAN, you are about to mount a protest at the Citigroup 2003 annual meeting and you receive a call from Citigroup proposing a truce.  Do you agree?  Under what conditions?

Do you say no unless something tangible is done to show good faith; e.g., promise to negotiate?  Announce publicly that you will stop financing a pipeline project in South America?

In the negotiations will you seek to write an enforceable contract with Citigroup?  As Citigroup would you agree to an enforceable contract?  How close to enforceability are you willing to go?  A policy approved by the Board of Directors?  

What kind of agreement would you as RAN accept?  

What dimensions/items would you like covered?

What standards would be acceptable?

What monitoring and enforcement arrangements would you accept?  Suppose Citigroup pledged to report on the projects it financed in its Social Responsibility report.  Would that be sufficient?

How can RAN enforce an agreement with Citigroup? 

Can RAN rely on reports from local groups in the project countries?

What is it that RAN wants the public to do in its campaign?

In the Shell, Greenpeace, and Brent Spar case switching costs were very low—just drive to a service station of another oil company.  In the case of Citigroup the switching costs of changing an account from Citibank to another bank are fairly high in terms of a person’s time.  In the case of a person setting up an account for the first time, the switching costs are low since banks are fairly close substitutes.  The switching costs associated with a credit card are quite low.  For someone with multiple cards all that is needed is scissors.  For someone with only one card, if there is such a person, the costs are somewhat higher because it would be necessary to apply for another card.   

Wrap-up questions:

1. Would the banks have adopted these policies in the absence of pressure?

2. Would public politics have resulted in such an outcome?  If so, how long would it have taken?

3. Would moral suasion have resulted in this outcome?  How would they have gotten Citigroup’s attention?

4. If neither of these is likely to lead to change, will activists increasingly turn to private politics?

5. Will the public support these groups?  Financially?  With participation?

RAN and Citigroup (C): 

As a result of the Enron and WorldCom scandals, Citigroup’s reputation was damaged.  The new CEO Chuck Prince pledged to repair the damage and prevent further damage.  As indicated below,  this was only partly successful.  Alan Murray, writing in the Wall Street Journal, explained the responsiveness of the large banks to RAN's global finance campaign: “the real secret of RAN's success is that the big banks have neither the courage nor the credibility to stand up to the group.  That is the price paid for three years of scandal.”

Bargaining with activists can be hampered by language and hostility barriers, since a firm may have difficulty understanding the activist and its demands.  To help it understand RAN and facilitate its discussions, Citigroup hired a former Greenpeace member who had subsequently earned an MBA.  (Similarly, Weyerhaeuser hired a facilitator to help in its discussions with RAN.)

Once Citigroup and Ran have reached an agreement, should Citigroup expect any further demands from RAN?  Is so, what are those demands likely to be?  RAN said that it has additional demands, and Citigroup knows that they would follow.  The first is for Citigroup to stop financing companies that engage in illegal logging, particularly in Southeast Asia.  There is a question of what qualifies as “illegal” logging.  One obvious candidate is logging that does not have the explicit approval of the property owner, if there is one, or the government.  Governments can easily be corrupted, however, so a logging operation that has a government permit could still be deemed illegal in RAN’s view.  The companies doing the illegal logging in Southeast Asia are primarily Asian companies, and RAN has difficulty getting any traction against them.  Cutting off funding is one possible way to put some pressure on them.

Can RAN really be successful if some other bank steps in and provides the financing of the projects?  RAN has targeted the principal U.S. banks and may be able to get them to agree to principles similar to Citigroup’s.  It will be much more difficult, however, to target Asian banks.  At a minimum RAN’s success with the U.S. banks will raise slightly the cost of financing for the projects.  This means that for success RAN wants to get all project finance banks to impose environmental standards in their project finance. 

Developments:

In the Citigroup campaign RAN consulted with, but did not join, other groups, including the World Wildlife Forum, Friends of the Earth, Trillian Asset Management, and CERES, that were concerned about project finance.  RAN differed from these groups in that its demands were more aggressive and in that it told Citigroup what its policy should be.  In the end RAN did not achieve everything it had demanded.      

Brune and Hogue negotiated for 8 months with Citigroup.  RAN was unable to get its full set of demands and had to compromise somewhat on the matter of sustainable energy policy.  It did achieve its demands on forest protection.  RAN told Prince that Citigroup was far from supporting only sustainable activities.  In the negotiations Randy Hayes was involved and Brune sent the first draft of Citigroup’s policy and the final agreement to the entire board, but the intermediate drafts were sent to only three or four board members for their thoughts.  The Citigroup board did not approve the policy, and Brune did not know whether it had been discussed at the board level.  

In April 2004 RAN met with CEO Chuck Prince to discuss implementation of their new policy.  They agreed to meet quarterly to discuss progress and to report formally annually.  In addition to the implementation RAN and Citigroup reached a “no surprises” agreement.  Citigroup agreed to notify RAN if they planned to violate its policy, and RAN agreed to give Citigroup warning if it was planning to criticize Citigroup.  Brune said that Citigroup, along with Kinko’s, Home Depot, and Lowe’s were the best in terms of their commitments.  

Prince had earlier offered to call Chase and BOA to urge them to follow its lead on an environmental policy.  He made the calls.  He certainly had an incentive to call, since Citigroup may have been at a disadvantage competitively in project finance.   

Citigroup understood that RAN might make future demands.  The next demand could be that Citigroup stop financing Asian companies that are doing illegal logging in Southeast Asia. 

RAN gave “the liquidators” a deadline of April 22, 2004 for a draft policy.  I visited RAN that day, and Brune stated that the Fed Ex packages were pouring in.  Every bank sent a draft policy.  In addition, Brune had an email from Chase asking for comments on its draft.  Brune commented that the ones he had looked at were not very good.  

The Equator Principles are a major accomplishment.  The Equator Principles are discussed in Chapter 23.

The Next Steps in the Global Finance Campaign

After concluding the campaign targeting Citigroup RAN turned its attention to Bank of America and JP Morgan Chase.  The letter to Bank of America is included below as an exhibit in the Anatomy of a Corporate Campaign: Rainforest Action Network and Citigroup (C).  Bank of America quickly told RAN that it would go further than Citigroup had, and within a month or so it issued its new environmental policy.  RAN was pleased and hailed it as another victory.  

JP Morgan Chase did not act, however, and RAN launched a campaign similar to the Citigroup campaign, including a Day of Action on April 11, 2005.  Shortly thereafter JP Morgan Chase issued a new environmental policy that went beyond Citigroup and Bank of America.  RAN praised JP Morgan Chase and hailed it as another victory. 

 After the JP Morgan Chase victory, RAN wrote on its Web site, “Meanwhile investments of mass destruction are still being produced by other global financial institutions.”  RAN listed the logos of the remaining Liquidators:  Credit Suisse/First Boston, Goldman Sachs, Merrill Lynch, Morgan Stanley, Wachovia, and Wells Fargo.   

The following are two figures from the (B) case.
Exhibit 1

Ad Printed in The New York Times, November 2002


Exhibit 2

Picture of the “Wanted” Poster of Sandy Weill


Anatomy of a Corporate Campaign:

Rainforest Action Network and Citigroup (C)

Ilyse Hogue, campaign manager for the Global Finance Campaign, said that RAN started gaining traction with Citigroup when the stars aligned in the summer of 2002—Citibank was vulnerable from the criticism resulting from the Enron and Grubman scandals, and RAN had reached its height of effectiveness (the activist base was educated and aware).  RAN took advantage of the situation and increased the pressure in the Global Finance Campaign.  By the spring of 2003, action at universities had increased, particularly at Columbia, and the campaign became personal as activists canvassed Citigroup CEO Sandy Weill’s hometown.  Adding to Citigroup’s vulnerability, Weill was on the verge of retiring from the CEO position.  RAN believed that the attention generated by its campaign could jeopardize Weill’s legacy and reputation. 

Negotiations

RAN planned protests at Citigroup’s April 15, 2003 annual meeting, marking the three-year anniversary of its initial challenge to Citigroup.  Citigroup knew that RAN was planning protests.
  Hours before the annual meeting, Citigroup asked RAN for a cease-fire—during which RAN would stop campaign activities and Citigroup would start negotiating.  RAN agreed to a three-month cease-fire.  

During the cease-fire, negotiations started with a joint review by Citigroup and RAN of various policies and best practices to protect against ecosystem destruction.  Input from Citigroup’s clients and investors was also taken into consideration.  Citigroup’s vice president of community relations had become very knowledgeable about environmental issues and become more involved in the day-to-day negotiations with RAN.  By July RAN reported that progress had been made regarding forest protection, global warming, and the rights of indigenous people.  RAN extended the cease-fire for another 45 days, giving Citigroup more time to develop a policy.

The Equator Principles—A Step Forward or a Blow to RAN?

In June in the midst of the Citigroup-RAN cease-fire, 10 banks, including Citigroup, voluntarily adopted the Equator Principles (EPs). The EPs were developed by the World Bank’s International Finance Corporation (IFC) and established environmental and social impact standards applicable to project finance.  (The IFC had had safeguard policies in place for many years but had only recently worked with private banks to develop the EPs.)  The banks participating in the EPs provided $9.1 billion in funds for infrastructure projects in 2002.

Non-governmental organizations (NGOs), including RAN, praised the participating banks for taking steps to address the environmental and social problems, but they also said the EPs were inadequate.  Hogue said, “We’re glad to see banks responding to pressure that’s been brought on them.  But I think that you’ll find broad consensus around the NGO community that the Equator Principles don’t go far enough.  The loopholes are wide enough for bulldozers to move through.”
  Some of the specific criticisms by the NGOs included:

· The NGOs concluded that the EPs, although pointing in the right direction, fell short.  For instance, the EPs did not impose any “no-go” zones (or “red lights”) for endangered ecosystems deemed critical.

· The EPs would be monitored by the IFC, but the NGOs believed that the IFC, with only 30 environmental staff, had a poor track record of implementing its policies.  For instance, the Oleoducto Crudos Pesados project in Ecuador had been funded although it did not meet IFC standards.

· The EPs had loopholes—projects under $50 million were not subject to the EPs and projects had to be generally consistent, but not strictly comply, with the EPs. 

· The EPs did not include disclosure rules, so there was no way to ensure that banks were actually abiding by the EPs—and if they were not, there was no way to enforce the EPs (especially since compliance with the EPs was voluntary).

· NGOs worried that the EPs, while a step in the right direction, would be seen as sufficient and would actually hinder the adoption of best practices.

Citigroup’s New Environmental Initiatives

RAN continued to press Citigroup to go beyond the Equator Principles.  Negotiations continued and shortly after the EPs were announced, both RAN and Citigroup drew up initial drafts of a new set of policies.  

Hogue said, “RAN and Citigroup did not speak the same language, so we often misunderstood each other.”  To help the negotiation process, Citigroup hired Matt Arnold, who had worked at Greenpeace and earned an MBA at Harvard.  Although Arnold was originally hired as a contractor to deal with the negotiations, he later helped Citigroup with implementation of the new policies.  

On January 22, 2004, following further negotiations (and shortly after Chuck Prince became Citigroup CEO), RAN and Citigroup announced that Citigroup had adopted new environmental initiatives (Appendix I).  These initiatives went further than the EPs—for instance, Citigroup’s policy included certain rules to protect “high caution zones”—areas of significant ecological value.  These rules, among other things, ensured that projects that would significantly degrade critical natural habitats were not funded (e.g., Citigroup would deny funding for commercial logging in tropical rainforests).  In addition to defining and protecting the high caution zones, Citigroup’s initiatives covered illegal logging, investing in ecologically sustainable development (e.g., renewable energy), and climate change.  The new initiatives went beyond project finance funding to include general corporate loans where proceeds were directed toward destructive activities or projects.

RAN had a policy of publicly thanking its targets when an agreement was reached.  Exhibit 1 presents a congratulatory advertisement placed by RAN in The New York Times.  Other than the threat of restarting its campaign, however, RAN had no hold over Citigroup.  

As part of the agreement with RAN, Citigroup pledged to report on the progress on its initiatives in an annual Corporate Citizenship Report, and to report confidential data quarterly to RAN.  Citigroup would also report on the greenhouse gas emissions from power projects in its project finance portfolio.  In 2002 Citigroup first reported energy usage in the over 10,000 buildings it leased or owned globally.   

The liquidators

Although the Global Finance Campaign initially targeted only Citigroup, the goal was to move the entire financial sector.  In the spring of 2004, Mike Brune, executive director at RAN, said, “We have a toehold, but the campaign is far from over.  We need most of the major world banks to deny funding for a whole class of projects—whether to protect mangrove forests or prevent against over-fishing or irresponsible energy production.”

On January 23, 2004, RAN wrote to 10 other U.S. banks, which RAN dubbed “The Liquidators,” for “liquidating the Earth's most valuable natural assets to post short-term profits at a long-term cost to the world.”
  The Liquidators were JPMorgan Chase, Bank One, Bank of America, Fleet Boston Financial, Wells Fargo, Goldman Sachs, John Hancock, Wachovia, U.S. Bancorp, and SunTrust.  RAN challenged The Liquidators to “meet or beat” Citigroup’s policies.  Not all of The Liquidators had Citigroup’s consumer presence, so it was unclear if RAN would find success using the same tactics it had used against Citigroup.  Pursuing The Liquidators would also consume a portion of RAN’s limited resources.

The initial focus was on two banks, Bank of America and JPMorgan Chase, both of which had pending mergers.  The first sentence of the letters from RAN to them read, “Congratulations on your pending merger...”  (See Exhibit 2 for the letter to Bank of America.)

SOURCE: Research Associate Erin Yurday, Cornell MBA 1998, prepared this case under the supervision of David P. Baron.  This case would not have been possible without the help of Mike Brune and Ilyse Hogue of Rainforest Action Network.  Copyright © 2004 by the Board of Trustees of the Leland Stanford Junior University.  All rights reserved.  Reprinted with permission.  

Preparation Questions

1.  Should Citigroup have adopted its new policy?  How should it implement that policy? 

2. How should RAN enforce and monitor Citigroup’s compliance?  Is Citigroup’s reporting pledge adequate? 

3.  Should Citigroup be prepared to expect RAN to make further demands?  

4.  Should RAN attempt to establish a regular forum for meeting with Citigroup to monitor compliance?  If RAN makes such a request, should Citigroup agree to it?

5.  What strategy should RAN use to obtain agreements with The Liquidators?

6.  How should The Liquidators respond, if at all, to RAN’s challenge?  How should Bank of America and JPMorgan Chase respond to RAN’s letters?

Appendix I


Citigroup’s New Environmental Initiatives



Introduction

Protecting natural systems while lifting two billion people out of poverty and advancing economic development are the world’s greatest challenges. These three foundations of sustainable development are central to the UN Millennium Goals, to national governments, to companies and to civil society. Citigroup has a broad array of policies and programs addressing environment, poverty and the economy. In 2004 we announced a new set of policies and programs focused on sustainable development.

New Initiatives

1. High Caution Zones

Consistent with its responsibilities under and the requirements of the Equator Principles and led by its project finance business, Citigroup will carefully evaluate requests for project finance loans where the borrower’s proposed use of proceeds would directly fund activities that Citigroup determines could adversely impact a critical natural habitat.

Citigroup will ensure that the appropriate Citigroup bankers throughout the world are aware of and alert to this new Equator-based approach. Citigroup will periodically engage with various stakeholders and evaluate its experience with these policies in a year with stakeholders and report annually in our Corporate Citizenship Report. Citigroup will not finance any project or provide general corporate loans to any project (where the use of proceeds is known) if the project or use of proceeds is located within critical natural habitats, unless the sponsor or borrower, as appropriate, has demonstrated to Citigroup’s satisfaction:

The project sponsors have considered economic and technically feasible alternatives to avoid such areas and have addressed these issues in the publicly available EA;

The project will not significantly degrade
 or convert
 the critical natural habitat;

Appendix I (continued)

Citigroup’s New Environmental Initiatives

Project management has adequate capacity and willingness to ensure biodiversity protection and respect for the rights of indigenous communities whose livelihoods or cultural integrity could be adversely impacted;

Indigenous peoples
 impacted by the project, whether directly or by induced impact, have the opportunity and if needed, culturally appropriate representation, and have access to the information to engage in informed participation;

The governmental authorities at the local, regional or national level have provided mechanisms for the affected communities to be represented or consulted, and international and local laws have been upheld
; and

An Environmental Impact Assessment has been prepared that takes into account such consultations and is publicly available.

Categorical Exclusions

In accordance with the Equator Principles, Citigroup will follow International Finance Corporation Safeguards in effect at the time Citigroup becomes engaged in a project, including the following:

Citigroup will not finance commercial logging operations or the purchase of logging equipment for use in primary
 tropical moist forest
.

Citigroup will finance only preservation and light, nonextractive use of forest resources in forest areas of high ecological value.

Citigroup will finance plantations only on nonforested areas (including previously planted areas) or on heavily degraded forestland.

Citigroup will not finance projects that contravene any relevant international environmental agreement which has been enacted into the law of, or otherwise has the force of law in, the country in which the project is located.
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Citigroup’s New Environmental Initiatives

2. Illegal Logging

Citigroup recognizes that illegal logging is increasingly a threat to forests worldwide. We appreciate that forests provide humanity with precious natural resources. As expressed in numerous international forums including the G8, The UN Forum on Forests and the World Summit on Sustainable Development, illegal logging is a significant contributor to the degradation and loss of critical forest ecosystems in many regions around the world. Citigroup recognizes the menace to valued ecosystems and forest community livelihoods posed by illegal logging. We recognize that violations of logging laws around the world can have irreparable damage in fragile forest ecological networks where such illegal activity occurs. 

Illegal logging causes a number of adverse environmental, economic, and political or social impacts such as depriving national and local governments of related tax revenue, as well as forest owners and local communities of significant revenues and benefits, and acts as a disincentive to sustainable logging. In some countries the corruption associated with illegal logging undermines the rule of law. As evidenced by recently enacted United Nations Security Council sanctions, illegal logging has been associated with civil wars and, is considered a conflict commodity in various battle zones, funding and sustaining violent upheavals. 

In this context Citigroup understands illegal logging to take place where timber is harvested in violation of local and national laws intended to stop illegal logging.
 Illegal logging includes: a) using corrupt means to gain access to forests, b) extraction without permission or from a legally unauthorized area, c) the cutting of protected species or the extraction of timber in excess of legal limits or in violation of legally approved forest management plans. 

Consistent with Citigroup’s Code of Conduct, all employees of the company and its subsidiaries are expected to act in accordance with the highest standards of personal and professional integrity in all aspects of their employment, and to comply with all applicable laws, regulations and company policies. As such, we will not make loans to companies whom we know to be in violation of local or national laws regarding illegal logging. Citigroup is committed to contributing to the fight against illegal logging and preventing the flow of funds to illegal logging actors. This battle presents new challenges. Successful participation in this fight requires global cooperation by governments, the private sector and civil society.

Citigroup will pursue four policies and programs regarding illegal logging:

Request Citigroup customers seeking loans related to the extraction or processing of forest resources to make appropriate representations regarding compliance with applicable law. This means that a customer will represent to Citigroup that it will comply with all applicable laws including national and local laws regarding illegal logging. Representation in this context is a binding and documented assurance which, if false, could constitute an event of default. Documentation includes all of the documents required to secure a loan including government authorization as necessary.

Appendix I (continued)

Citigroup’s New Environmental Initiatives

Take the following steps to combat illegal logging as appropriate 1) engage government and industry forums on trade and governance, 2) participate in on-going forums on illegal logging, and 3) support civil society organizations to advocate for forest law enforcement and policy reform.

Ensure that our businesses and risk management throughout the world are aware of and alert to the issue of illegal logging.

Deepen our collaboration with knowledgeable stakeholders to strengthen our collective efforts to help prevent illegal logging. Better information on the extent of the problem is a prerequisite to developing practical and effective countermeasures.

3. Investing in Ecologically Sustainable Development

Citigroup has developed a program to invest in sustainable forestry and renewable energy. Citigroup has identified experienced resources to screen and evaluate potential investments in the sustainable forestry and renewable energy industries to ensure that investment opportunities in these two sectors get exposure and an evaluation consistent with all other investments on an ongoing basis. 

We see immediate opportunities in three areas:

A. Investments in independently certified sustainable logging – Citigroup is evaluating specific investment funds dedicated to FSC certified forest products located in emerging markets. Portfolio companies in these funds are committed to low impact logging, maintaining ecosystem function in the forest lands, and marketing branded sustainable product. Their financial success will protect more forests and employ more local people in sustainable commerce. Citigroup will have the capacity to evaluate these investments on an ongoing basis.

B. Investments in renewable energy – Citigroup will identify experts to evaluate investment funds dedicated to renewable energy technologies such as wind, solar, hydrogen, biomass etc. Investments in these companies reduce the environmental footprint of the energy sector.

C. Residential Clean Energy Financing - Citigroup will explore existing programs to offer consumer financing for solar panels, residential wind turbines and fuel cells, and other forms of clean energy or energy efficiency fit for residential consumers. Citigroup will offer and market a Fannie Mae energy efficient mortgage product by the first quarter of 2004.

Appendix I (continued)

Citigroup’s New Environmental Initiatives

4. Climate Change

The Intergovernmental Panel on Climate Change (IPCC)-a United Nations panel of 2,000 of the world's top climate scientists-agree that human activities are changing the climate. As a global company, Citigroup is taking a proactive stance on this important issue. Citigroup will play a role in the financial sector to reduce greenhouse gas emissions from its own operations, and assist customers to develop financial solutions that help reduce emissions in the value chain and invest in renewable energy.

Citigroup published its first ever report on energy used in 2002 in the over 10,000 buildings it leases or owns globally. This process has engaged 150 employees, and is building Citigroup’s understanding and capacity in greenhouse gas emissions reporting and energy use reduction. 

Beyond its own direct emissions, Citigroup will report the greenhouse gas emissions from the power sector projects in its project finance portfolio beginning the latter half of 2003 and going forward. This report will occur annually in the Corporate Citizenship report. This is the first time that a private bank will offer such data, which will be produced with methodologies peer reviewed with experts and NGOs. As reporting methodologies become standardized for other sectors, Citigroup may expand the report.

Finally, the above-mentioned program to identify investments in renewable energy and energy efficiency will help reduce emissions in Citigroup’s chain of activities, by adding customers and business partners with an explicit focus on greenhouse gases and energy efficiency.

Exhibit 1

Ad Printed in The New York Times, January 2004



Exhibit 2

RAN’s Letter to Bank of America

January 22, 2004 

Mr. Kenneth D. Lewis

Chairman and Chief Executive Officer

Bank of America Corporation

100 North Tryon Street

Charlotte, NC 28255

Dear Mr. Lewis,

Congratulations on your pending merger with Fleet Boston Financial.

I am writing to invite you to join Rainforest Action Network in the global effort to preserve the world’s last remaining old growth forests and their traditional inhabitants and to confront global warming as one of the most pressing ecological issues of our time. Today, Citigroup, the world’s largest financial institution, raised the bar as the world’s first major bank to commit to a global policy addressing the crisis in the world’s forest and climate.  This landmark announcement clearly signals a sea change in how the financial sector commits itself to these challenges.  Prohibitions on destructive investments in endangered ecosystems will shift the way the worldviews business as usual.  However, our global society cannot fully enact the necessary protections until your company takes decisive action. 

According to the World Resources Institute, more than three-quarters of the world’s old growth forests have been destroyed or degraded, much within recent decades.  The New York Times reported in a January 9 article that leading scientists recently concluded global warming will become the number one cause of species extinction in the next 50 years, affecting up to 37% of species around the world.  Private financial institutions over the last decade increased 700% to dwarf public finance as the determinant factor in mega development projects in the developing world.  This offers leading banks a unique opportunity to offer solutions that will help to assure the long-term stability of Earth’s environment.  Bank of America has long been the bank of choice among the top companies in the logging industry, including such notorious players as Sierra Pacific Industries, Asia Pulp and Paper, and International Paper.  Bank of America’s leading role in the domestic oil and gas industry also indicates a lack of forward thinking driving your business practices. 

These issues are all too familiar to an increasingly concerned public.  The general public—in overwhelming proportions—is impatient for strong leadership from your industry.  According to a 2001 poll in the Los Angeles Times, 9 in 10 Americans favor protection of remaining wilderness areas.  This powerful concern for endangered forest protection is manifest in the marketplace, where more than four hundred companies, including many of your clients, are now working to help endangered forests, rather than harm them.  According to an April 2003 Gallup Poll, 7 in 10 Americans believe that the effects of global warming have already begun to occur or will occur in their lifetimes. 

Exhibit 2 (continued)

RAN’s Letter to Bank of America

While Bank of America once prided itself on being the environmental leader, we are dismayed by the lack of action your company’s has displayed to stay ahead of these critical issues.  How many species must be threatened with extinction before your company ends its participation in the destruction of our last endangered forests?  How many indigenous communities and forest-dependent people will be marginalized and adversely affected?  How many deaths from unpredictable weather are required before we start to reverse the climate crisis?  With the world’s largest financial institution taking action, how long will Bank of America wait to assume full responsibility for your investments?

We ask that your company take the following steps immediately:

1. phase out all funding and investment for extractive industries (oil, gas, mining, logging) in endangered ecosystems;

2. commit to support the right of indigenous and local populations to have free and prior informed consent to projects on their land;

3. cease funding for all logging projects unless chain of custody certification can prove legality;

4. provide funding for sustainable alternatives, such as Forest Stewardship Council certified logging projects and clean energy sources such as solar and wind power;

5. provide competitive market incentives for consumers to utilize existing opportunities in renewable energy through energy efficient and energy improvement mortgages;

6. document the carbon emissions that are associated with your company’s facilities and investments, and commit to reduce those emissions across the company’s portfolio over time, in accordance with the prevailing international scientific recommendations of the reductions that are necessary to curb global climate change.

Acting now to address the crises in our forests and our climate will help us build an ecologically sustainable economy in our lifetime.  With the pending FleetBoston merger, Bank of America is in a perfect position to seize this opportunity to create a more ecological business model that meets the environmental expectations of your customers. Without prompt attention to incorporate environmental and social policies into your core business, your company will increasingly come under scrutiny and pressure from a global marketplace that demands social and environmental ethics from corporations.  If scientific and moral arguments do not persuade your company to act, perhaps economic and public pressure will. 

Please, work with us to face this historic challenge now.  We are available to meet within the next couple of weeks to discuss these issues in more detail.  Please call me directly or have one of your staff contact our Global Finance Campaign Director, Ilyse Hogue, at the number below to confirm a date and time.

Sincerely, 

Michael Brune

Executive Director
Chapter 5

Crisis Management

Dealing with a crisis is an altogether too common challenge for firms and their management.  This chapter considers the origins and nature of crises, with a focus on those that become public knowledge either because the company makes it public or because an outside party makes it public.  The development of crises and the factors that resolve it are the focus.  The chapter provides a framework, based on the nonmarket issue life cycle, that both reminds a reader about the origins and development of crises and provides an approach to managing in an environment in which crises can occur.  The framework has five components: avoidance, preparedness, response, root cause analysis, and resolution.  Avoidance is the most important, but when not all possible crises can be avoided, preparedness becomes paramount.  Having a crisis management team and a crisis management plan can be crucial in dealing with a crisis in a responsible manner and in mitigating adverse consequences.  If a crisis occurs, the plan should be implemented, but since the details of the crisis matter, there can be a myriad of things that are not covered by the plan.  A response thus depends on the nature and details of the crisis.  Effective communication can be crucial at this stage.  Once a crisis has developed and an effective response has been implemented, attention should turn to root cause analysis.  That analysis both helps identify problems that need to be corrected before the crisis can be resolved and lays a foundation for measures to avoid future crises.  

The chapter cases are intended to develop sensitivity to possible crises of management’s creation and to provide opportunities to make decisions as a crisis unfolds.  The Buffalo Savings Bank case focuses on readjusting home mortgage interest rates upward during difficult economic times.  Its objective is to assess how likely the readjustment is to create a crisis.  The Mattel case provides an opportunity to make managerial decisions as a crisis involving lead paint on toys unfolds.  The case is presented in segments, or episodes, that require a sequence of decisions.  The Merck and Vioxx case is organized similarly and focuses on whether the company should take Vioxx off the market as new evidence is developed on its side effects.   

Cases
Buffalo Savings Bank (A)

This case provides an opportunity to assess whether the market action of calling the loans is likely to become a nonmarket issue that develops into a crisis. In addition, the case also provides an opportunity to apply the framework presented in Figure 2-4.  This case is also discussed in Chapter 21 and can be used as an example of the role of the media in Chapter 3.  In the context of Figure 5-1 the case centers on avoidance and response.  Prior to the discussion, students should be told that at the time of the case no other banks were calling home mortgages and refinancing them at sharply higher interest rates.

Mr. Kenzie was profiled in articles in The Wall Street Journal, April 23, 1982 and in Fortune, February 21, 1983. Mr. Kenzie had been executive vice-president at Merrill, Lynch, but resigned upon being passed over for a promotion when Donald Regan left to join the Reagan administration.  He had a reputation as a hard-nosed manager who took the Buffalo Savings job to make his mark by saving and growing the struggling bank.  He planned to make a series of acquisitions to create a large and successful bank.  (By 1983, he had tripled its assets, and Buffalo Savings had become the second-largest savings bank in the nation.) Calling the loans and refinancing them at a higher rate would provide funds needed for the acquisitions.  If the loans were refinanced at 14%, the additional income to the bank would be approximately $1.3 million per year (($355 - $230)x12x900).

The case takes place at a time of rapidly rising interest rates.  The bank made mortgage funds available when other lenders were out of the market.  (At the time of the case, lenders were starting to make fixed-rate loans with balloon payments due in three years, for example, as a means of forcing refinancing at the market rate at that time.  That is, mortgage loans were made at a fixed interest rate with the principal due at the end of three years.  The lender would then refinance the loan at market rates.) At the time of the case, other banks were thus not yet forcing refinancing.  Buffalo Savings Bank was out front and alone on this issue.  The first issue is whether the bank should call the loans.

Many students are likely to argue that the bank should call the mortgages because fiduciary responsibilities require that it do so. Furthermore, it has a granted (contractual) right to do so.  Some students will also argue that it is possible to explain the bank’s decision to the mortgagees and to the public.  Others will be concerned about the public’s reaction and/or the burden on the mortgagees. This provides the potential for a lively discussion.

Data that might be useful in the discussion follow. Real income in the United States increased by only 3.5% over the previous five years as inflation soared.  The CPI increased from 170.5 in 1976 when the loans were taken out to 272.4 in 1981.  In real terms, a mortgage payment of $230/month in 1976 was equivalent to $367/month in 1981.  (Of course, the mortgagees had anticipated a decrease in the real cost of the payments.) An interest rate of 14% thus does not represent a large increase in the real cost relative to 1976. As indicated below, this is largely irrelevant.

Teaching the case:

The discussion is best channeled by asking those who want to call the mortgages how they would actually implement the call.  This would involve asking questions such as the following.  At what interest rate would you refinance the mortgage?  How would you notify the mortgagees?  Would you call a meeting of all of them?  What would you tell them when you notify them?  Do you treat them all the same or do you, for example, apply a means test?  Do you negotiate the monthly payments or decide them unilaterally?  Will you make the new loan callable?  What will you do if a mortgagee is unable to meet the higher payments?  What relief, if any, would you give the mortgagees?

Some students may argue that rather than raising the monthly payments, the term of the loan should be extended.  This would ease the monthly payment burden on the mortgagee but the gain to the bank would be negligible, since dollars received twenty or twenty-five years in the future have a negligible present value when interest rates are nearly 20%.  For example, stretching the payments of $230 per month from year 25 to infinity when discounted at 18% has a present value of $170. In comparison, refinancing a loan with a $230 monthly payment at 18% has a present value gain of $14,500, whereas at 14% the gain is $7,900.  Students may also propose a variety of sharing arrangements, but none of them provides much income to the bank.

The next step in the discussion might be to ask how the mortgagees are likely to react to the call.  Some may not recall that they had known of the call provision, whereas others may have known but simply hoped that the mortgage would never be called.  In all likelihood, the bank had notified them of the call provision, and the mortgagees were likely to have been represented by a lawyer, since a lawyer was required for home purchases in New York. Furthermore, even if there were some mortgagees who had not fully understood the terms of the loan, they would likely have accepted the mortgage terms even if they had understood, since the mortgage was offered at below market rates and other lenders were out of the market.

Regardless of what they had understood, the mortgagees will be angry when notified of the call and the refinancing offer.  They are likely to act, for example, by taking their plight to someone who might be able to help them. They might turn to a politician, a union leader, or the news media.  Whatever they do, the media is likely to be attracted to the issue, as considered in Chapter 3.

Role playing is one means of drawing out the differences in the perspectives of the bank and the mortgagees.  One student can be asked to play the role of a lending officer of the bank and another a mortgagee who has come in to discuss the terms of the refinancing.  Having the mortgagee be an unemployed steelworker will illustrate the difference in perspective.

Another role playing opportunity is to ask one student to assume the role of Mr. Kenzie and another to assume the role of a correspondent of a local TV station who will interview Mr. Kenzie for the evening news. Role playing is particularly effective if the person playing the role of the journalist asks hard questions such as “Why are you doing this when you are making a profit?”  (Mr. Kenzie then has the task of trying to explain to a TV camera the difference between the operating profit and the reported profit.)  “Some of the mortgagees say they had never been informed of the call provision.  Is that true?”  “Do you realize that some of the mortgagees may be driven from their homes?” “Why can’t the bank spread out this cost among all its depositors?” The correspondent then can interview the mortgagee standing with his or her family outside the home they may lose. Sentiment will clearly be with the mortgagees.  At the end of the role playing, the person playing the bank official might be asked how effective his or her efforts were.  Then, the class might be asked the same question.

If the media role playing goes well, the message should be that even though the bank has a reasonable story to tell, the mortgagees also have a reasonable story.  Furthermore, the mortgagees have the more sympathetic side of the story, and viewers are likely to side with them.  The analogy to the Citibank example in Chapter 2 should be apparent.

The focus of the discussion then should turn to what the mortgagees can do about the call.  This is basically a collective action problem of the type discussed in more detail in Part II of the book.

The principal lessons from this case are 1) that a firm may lose control over a straightforward market issue (calling loans) if that issue moves into the nonmarket arena and 2) that it is essential that managers attempt to predict what actions those in its environment are likely to take in response to a firm’s actions.  The failure to predict in this case caused the bank to make a mistake.  The importance of the analysis stage in Figure 2-4 should be emphasized. 

The following (B) case can be distributed in class to continue the discussion. 

Buffalo Savings Bank (B)

After much soul-searching the bank decided to call the 900 mortgages and offered to refinance them at 14 %.  As a bank official explained, “It is not prudent to allow an unprofitable loan to exist when you can call it in.”

The reaction was immediate.  Not only did the issue attract the attention of the national media over the weekend, but locally the mortgagees formulated plans to picket the bank’s branches and to urge the bank’s depositors to withdraw their deposits.

Bank officials recognized that the mortgage was a binding legal contract and that the borrowers had been informed of the call provision at the time, so a successful legal challenge was unlikely. Joseph Leto, however, had stated to the local press, “I saw the clause and questioned it.”  They said, “Don’t worry, we’ve never called one in before, it’s just a formality.  I have talked with other people who say they weren’t even told.  How could 900 lawyers all misunderstand that clause?”

Faced with these threats, President Ross Kenzie had to decide what to do next.  One alternative was to explain to the press and the residents of Buffalo that when the mortgages were extended it had been made clear to the borrowers that the loans were callable after five years and that the present operating losses of the bank were serious and had to be dealt with.  Bank officials also reasoned that the bank could show the public the amount of the benefit that the borrowers had received during the five years that the mortgages had been outstanding.  The other principal option, as the bank officials saw it, was to rescind the call of the mortgages and to allow them to remain outstanding at the 8.5 percent interest rate for the full term on which the monthly payment had originally been calculated.

The outcome:

The pressure on the bank caused it to rescind its call and leave the mortgages outstanding at the original interest rates.  The inability to explain its position to the public through the media and the media advantage of the mortgagees had convinced the bank officials that it was better to concede than fight.  It should be pointed out that if there were many banks calling mortgages at the time, the bank would likely have had far less difficulty in calling the loans.

As was the case with many savings institutions, Buffalo Savings Bank, which had changed its name to Goldome, failed and ceased to exist in May 1991.  The bank was split between First Empire Corporation of Buffalo and Keycorp of Albany.  At the time of its bankruptcy it was New York state’s largest savings institution and the 13th largest in the United States.

Mattel: Crisis Management or Management Crisis

This case is designed to be taught in a sequence organized as events—information about product safety problems—unfold.  To some extent this information is endogenous; i.e., it results from heightened investigations by Mattel management, but it is also to an important extent due to the normal pace of meeting delivery schedules.  As written the case has three stages: the first dealing with the initial discovery of lead in the paint on toys, the second dealing with the discovery of lead in the paint on “Sarge” toy cars, and the third dealing with the revelation about lead in the plastic in some components of Mattel’s toy medical kit.  The case also raises issues of social responsibility with respect to possible harm to customers or their children.  The case includes reputational concerns and private and public politics pressure on the company and the toy industry.  

The “climate” during which these events occurred involved what seemed like weekly revelations of tainted and sometimes unsafe products from China.  It was clear that a significant number of Chinese companies were cutting corners, or worse doctoring their products, to improve their profits.  Melamine, for example, was apparently used because it is not easy to detect. 

Mattel management could also have become overconfident about the ability of the company’s policies and procedures to avoid product problems.  In part, inspections of suppliers’ factories may not be as effective as one might expect, as discussed in Chapter 23.  Moreover, suppliers are often under pressure to meet tight deadlines and may cut corners to meet those deadlines.  (As discussed in Chapter 23 Nike sought through better scheduling for deliveries to relieve pressure on its suppliers as a means of reducing the amount of mandatory overtime imposed by factory managers.)     

Because of the findings of unsafe products the Chinese government came under considerable pressure to address the problems.  Initially the government refused and blamed others, but at some point it decided that the problems had to be dealt with in a manner that would restore confidence in products made in China.  The U.S. and EU governments were also under pressure to act to protect consumers.
Phase I

Mattel discovered the problem in-house, which means that it was not yet under the scrutiny of the media.  It, however, could not delay because if it were to issue a recall, it needed to do it soon before more product reached retailers’ shelves.  In terms of Figure 5-1 Mattel’s objective should be to get to a resolution quickly with as little impact on the company as possible.  Then its emphasis should be on avoidance of future problems.  

The ostensible root cause of the crisis is a failure to follow procedures, but those procedures themselves may be part of the cause.  Mattel maintained long-term relationships with its direct suppliers but relied on those suppliers to ensure that subcontractors and suppliers were providing goods that met standards.  This delegation could be at the root of the problem.  More fundamentally, suppliers have incentives to cut corners and shirk on meeting standards, and some suppliers will succumb to those incentives.  Mattel could also lessen those incentives or make the penalties for violating standards more severe. 

To get the issue behind it and resolve the impending crisis, the product has to be recalled.  The recall should be sufficiently broad, so that it does not find itself in a position in which it has to make a series of recalls.  The dilemma for Mattel is that it needs to act quickly on the identified products and may not yet know whether other products will need to be recalled.  One thing that Mattel can do is identify the product lots on which the lead paint was used and at the least recall all those product lots.  (As the case reveals Mattel issued several more recalls through September.)  As Mattel identifies the root causes on the problem, it must deal with the causes.

The following decisions need to be made, and these can be used to guide the discussion.

1. Should Mattel recall the products?  What are the risks if it does not do so?  (It should be clear that Mattel has a moral obligation to recall the product or at least let the CPSC make the decision.  If it does not, it risks not only harming children but also having the lead paint detected by some outside party.  Regardless of whether it recalls the product, it will face products liability lawsuits.  If it does not recall the product, however, it could be found to be negligent, as considered in Chapter 12.)  

2. Should Mattel issue a voluntary recall or should it let the CPSC make the decision of whether to recall the product?

3. How broad should the recall be?

4. In whatever public announcement is made, should Mattel name the suppliers and explain what had gone wrong?  (RC2 had not named the suppliers when it made its product recall.) 

5. Should Mattel fire the supplier?

6. Should Mattel strengthen its quality control standards and procedures?  If so, what particularly should it strengthen?

7. What should Mattel say to consumers and how should it say it?  Should a rebate or refund be offered to people who had bought the product?

8. What should Mattel do with respect to retailers who have bought the products? 

9. Should Mattel own more of the factories that supply its toys? 

Crisis Phase II:

The decisions here are the same as for Phase I with the addition of new information pertinent to whether to reveal the names of the suppliers.  Also, this recall means that the root cause is something fundamental and not a one-time occurrence.  

After discussing the decision and aftermath, the following questions could be asked: 

1. Should Mattel have apologized in China?

2. Should Mattel investigate the “brutal conditions and illegal practices” allegations by China Labor Watch?

3. Should Mattel attempt to influence the decision in the EU regarding mandatory testing?  (Note that Mattel prefers mandatory testing.)  Or should it attempt to persuade the Toy Industries of Europe Association to change its position?

4. Should Mattel actively lobby in the United States to support mandatory testing?  Should it oppose the Senate bill? 

5. What should be done with the recalled products?  Should they be sold in other countries that tolerate lower standards?

Phase III Management Crisis

The article in Consumer Reports raises another dimension of the toy safety issue.  Hard plastic is used in hundreds of products, and embedded in the plastic could be toxic or hazardous chemicals.  Whether this is a significant health concern is not clear, and it is not even clear that it is a concern at all.  What is clear is that safety and health activists are working to make it a concern and to require the elimination of the possible or imagined risks.  (The issue here is similar to the precautionary principle used in the EU where a product or substance could be banned if it might pose a health risk.  That is, the burden of proof is on the manufacturer to demonstrate that the product or substance is safe.)  This issue surfaced in North America when Canada considered banning plastic bottles made with bisphenol, a chemical used to make the plastic shatterproof.  Activists in the United States called for a ban, and people who are nervous about their health turned away from the bottles.  In October 2008 Canada banned the chemical bisphenol used in hardening plastic.  According to the FDA the risk was negligible.  
The potential hazard from lead in the plastic in the toy cuff is quite different from that of lead paint.  Since young children put objects in the mouths and like to suck on those objects, there is a risk that lead from paint could find its way into the body.  Sucking on hard plastic, however, does not pose the same risk.  

 With respect to the public politics associated with the hard plastic issue, there will be many companies that use the plastic that would oppose any regulation or ban.  It seems unlikely that the Congress will act on this issue in the absence of a crisis.  Nevertheless, Mattel should be attentive to those legislators who signed the letter.  It should meet with them to discuss the issue and provide whatever information it can.   

Discussion questions:

1. Should Mattel make a broader recall?

2. Is it risking products liability lawsuits? (See Chapter 12.) 

3. What should it do in response to the letter from the member of Congress?

4. Formulate a comprehensive crisis management policy for Mattel for dealing with possible health and safety risks associated with its products? Should it seek more aggressive regulation by the CPSC?   

Developments:

As a result of the problems encountered by Mattel and other toy manufacturers, in 2008 the United States enacted legislation requiring testing of toys by third-party laboratories.  Mattel supported the legislation because it would protect children and protect the collective reputation of the industry against free-riders than skimp on safety precautions.    

Mattel reported a 15 percent increase in its fourth quarter profit.  CEO Eckert said in a conference call with analysts, “we have a lot of litigation around the world on things related to product recalls, and we’ve got a significant case coming to trial this year.” 

Draft legislation was published in the EU in January to improve toy safety.  The chair of the European Parliament’s consumer protection committee Arlene McCarthy commented, “This new law must take into account new toy risks and the fact that 90% of our toys are imported from China and other non-EU countries.  It must stand the test of time and meet our demands that toy imports meet the highest standards.” 

Sidney To, an executive with the toymaker Playmates Holdings Ltd. of Hong Kong, said his company had developed long-term relationships.  He explained the company’s approach to its suppliers, “It’s always better to work with the devil you know than the devil you don’t.  You would like to work with them to solve any issues that come up rather than just cut and run.”
   

The CSPC had opposed a larger budget and stronger enforcement powers—due to the Bush administration’s opposition to broader regulation.  Legislation enacted in 2008 increased the budget for the CPSC.   

In February 2008 the federal government indicted two Chinese companies and the U.S. importer that had intentionally falsified export licenses that allowed the wheat gluten tainted with melamine to be imported.  The U.S. dog food manufacturers that included Menu Foods and Proctor & Gamble were not indicted because they were unaware that the wheat gluten had been contaminated.

Safety problems with products made in China continued through 2008.  In October several babies died in China and tens of thousands of others were sickened because melamine had been added to milk in China.  That milk was also used in a variety of products, including candy and other foods.  This forced the recall of many products by producers such as Cadbury and Unilever.  

Merck and Vioxx

This case focuses on an evolving crisis that threatens one of Merck’s most profitable drugs.  The principal decision to be made is whether the drug should be withdrawn from the market.  Much is still unknown about who knew what and when, so the discussion must proceed cautiously.    

The case is written in segments giving a history of some of the decision points.  A discussion could proceed segment by segment, as new information became available to Merck, the FDA, and the public.  The case identifies a tension between self-interest and societal well-being, although any conclusions have to be made with qualifications.  Moreover, any examination of the episode involves hindsight, and hindsight was not available at the time the decisions were made.

The following discussion tracks the progression of the episodes.

Initial Marketing

The pain reliever market is huge, and patients with chronic pain would use an effective pain reliever on a regular basis.  If the potential market were restricted to patients with gastrointestinal problems, sales would be low, and the corresponding profits would be moderate.  Using DTC advertising would result in much larger sales and high profits.  The margin on a patented pharmaceutical typically is 80-90 percent, so profits on Vioxx sales of $2.5 billion would be $2 billion or more.  Self-interest would be served by marketing the drug broadly with heavy DTC advertising.  This strong an incentive was probably difficult to pass by, particularly because Merck had a strong incentive to catch up quickly to Pfizer which had shortly before received approval to market its Cox-2 inhibitor Celebrex.
  Moreover, there are always risks associated with any new drug.  

Having said that, some commentators believed that DTC advertising was a culprit in increasing demand beyond the point warranted by cost-benefit analysis.  That is, when patients demand a drug by brand name, doctors are under pressure to prescribe it.  Some will succumb to that pressure, when the drug is not needed.  This means that the drug is used more broadly than warranted by its therapeutic value.

Not blocking the Cox-1 enzyme loses a cardiovascular benefit as with aspirin.  This meant that there could be greater risk of cardiovascular events with Vioxx than with aspirin.  The test against a placebo, however, had shown no statistically significant effect on cardiovascular risk.    

The incentives to limit initial use of the drug and to conduct a clinical test on cardiovascular risk comes from the liability system, which as considered in Chapter 12 is a institution of society intended to align private and societal interests.  If Merck evaluated the liability risks and concluded that the profits from sales outweighed the liability cost, a study would not be justified.  The utilitarian calculus, however, is improved by enabling people to make informed decisions about their health care, so conducting a test and providing information would seemingly be justified.  Utilitarianism seems to call for conducting a test.  Note that this may establish a right of patients to have the information on risks.  That right would be instrumental.  (A more detailed analysis of rights is provided in this Manual in the context of the Chapter 21 case Reporting of Clinical Trial Results.) 

Prudence may also suggest that clinical tests be run to determine if there is a risk of cardiovascular events.  Merck decided to conduct a clinical study, although not one to assess cardiovascular effects.

Success

Vioxx was a huge success, and much of that success was due to DTC advertising.  The VIGOR study was intended to establish the effectiveness of Vioxx for patients with gastrointestinal problems.  The data indicated twice as high a rate of cardiovascular events with Vioxx compared to the control of naproxen.  Since naproxen was believed to have beneficial cardiovascular effects and the initial Vioxx tests against a placebo found no difference, a plausible conclusion was that the difference was do to the benefits of naproxen.  Still, the other hypothesis could not be rejected that Vioxx use caused a higher incidence of adverse cardiovascular events.  The Merck press release entitled, “Merck Confirms Favorable Cardiovascular Safety profile for Vioxx” clearly seems unjustified.  That Merck would issue such a press release suggests that it is basing its decisions on self-interest.

A reasonable approach for Merck would be to work with the FDA to determine not only what information should be incorporated on the label but also whether doctors and patients should be notified of the results.  Reducing its DTC advertising would sacrifice self-interest for a possible reduction in as yet an unknown risk.  If DTC advertising were to continue, the risk of cardiovascular events should receive greater mention.  

Conducting a clinical trial to study cardiovascular risks certainly is more warranted given the results of the VIGOR trials.  

APPROVe Study

Criticism of Vioxx began in August 2001 and continued in conferences and in The Lancet.  The FDA sharply criticized the Merck press release.  Merck did not take this criticism as a reason to alert patients and doctors of the results of the APPROVe study.

Merck decided not to conduct clinical trials on cardiovascular risk, and this may be a reasonable decision if those risks could be identified using data from the APPROVe study that was already underway.  It is interesting, however, to note that Merck had decided to conduct trials for a new indication for Vioxx and not to conduct a trial for the possible risk identified in the VIGOR study.  This again suggests that decisions were being made based on self-interest rather than utilitarianism.  If the liability system provides sufficient incentives for care, acting on self-interest is justified in the utilitarian framework. 

When during the APPROVe study Merck should have gone to the FDA and warned patients and doctors is not clear.  The role of its outside safety review board is also not clear.  It is interesting to note, however, that it was the board that continued to point to the higher rate of cardiovascular results. 

Certainly by September 2004 Merck had to act.  Whether withdrawing the product form the market was required is not clear.  At a minimum DTC advertising and push by Merck’s detail (sales) force had to be stopped.  Moreover, doctors and patients had to be notified. 

The Lancet Article

Meta analysis is quite controversial because it collects studies of apples and oranges and treats them the same.  In this case, Merck’s criticism of the article seems warranted.  The meta-analysis showed nothing not contained in the earlier studies.  Merck should provide a critique of the article, and let it go at that.

The article, however, is symptomatic of the feeding frenzy that occurred around the recall.  Merck needs to be prepared to deal with the additional scrutiny and to recognize that it will now be conducting its affairs in the eye of the media.

Congressional Hearings

Congressional hearings are to be taken seriously if for no other reason that they provide an opportunity for critics to air their criticisms before the committee and the news media.  The study by Dr. Graham was based on epidemiological data and used statistical analysis to estimate the effects.  The FDA traditionally does not give much weight to such studies.  Instead, it puts its confidence in controlled trials.  It is not surprising that Graham’s study was referred to as junk science and said to be irresponsible.  For example, suppose that Kaiser represented 1 percent of patients and that 2.7 million took Vioxx.  Graham’s estimates then indicate a death rate of 1 percent of Vioxx users.  Such a rate seems far too high, given the result of the controlled trials.  Moreover, 27,785 deaths had been caused by Vioxx, someone would surely have noticed and notified the FDA or the news media.  

Nevertheless, Merck has to take the hearings and Graham’s study seriously, since at a minimum they attract media attention.  It should conduct informational lobbying with Congress members and provide a careful critique of Dr. Graham’s study.  

Conclusions 

The bottom line is that utilitarianism does not require that Vioxx be withdrawn from the market, since it provides important pain relief for many patients and the additional risk of cardiovascular events is low.  What utilitarianism commands is that the risk be fully disclosed, so that patients and doctors can make their own decisions about benefits and costs based on the available information.  Since DTC advertising results in use beyond that warranted by the therapeutic benefits of Vioxx, that advertising should be withdrawn or restricted.  Indeed, DTC advertising about the possible risks associated with Vioxx might be warranted because of the overuse of the drug.  

Developments

The hundreds of lawsuits filed against Merck for deaths and injuries were consolidated into a class action to be tried in federal court in New Orleans.  The many shareholder lawsuits filed against the company were consolidated in a federal court in Trenton, New Jersey.  Merck set aside $765 million for legal costs.  

Vioxx provided an easy target for fraudulent lawsuits against Merck.  The company sought dismissal of a lawsuit filed by a woman who claimed that her husband died of a heart attack caused by Vioxx.  Merck upon investigation found that the prescription for Vioxx had never been filled and that the free samples she claimed her husband had taken had not been manufactured until six months after his death.  The judge refused to grant a dismissal. 

In February 2005 documents were revealed indicating that Merck had organized and was prepared to launch a major cardiovascular study in 2002 but had abruptly cancelled it because it would have involved “high-risk patients.”  The study was scheduled to be completed by March 2004.  If that study had been conducted, the increased risk might have been identified earlier. 

In October 2004 a study was halted that was testing whether Celebrex and naproxen reduced the risk of Alzheimer’s disease revealed that patients taking naproxen had a 50 percent higher incidence of cardiovascular events compared to a placebo.  This seems to contradict the belief of Merck in the VIGOR study.

Also in February 2005 Wellpoint, a large health care insurer reported that a study of its patient data showed a 20 percent higher risk of heart attacks and strokes with Celebrex and Vioxx and 50 percent with Bextra.  The study had compared people over 40 who had taken one of the drugs for over 18 months with people over 40 who did not take any of the three drugs.  

In May 2005 Merck CEO Raymond V. Gilmartin resigned on the day congressional investigators disclosed documents indicating that the company had told its sales force not to mention the results of the VIGOR study but to emphasize the previous message that Vioxx protected the heart.  Merck had argued that the study results were due to the beneficial effects of naproxen. 

In additional to congressional investigations Merck was under investigation by the Department of Justice and the Securities and Exchange Commission.  

The congressional investigations also focused on the FDA and its procedures for reviewing post-marketing data.  An FDA official acknowledged that there were “lapses” in its reviews.  The Bush administration had added $5 million to the FDA’s budget to increase its scrutiny of post-marketing data.  The FDA established an advisory committee to review the safety of already approved drugs.  

In February 2005 an FDA panel voted 17 to 15 that Vioxx could be sold to some patients but with strong warnings.  

Merck decided to withdraw Vioxx from the market.  
Merck fought the lawsuits and won 11 of the 18 Vioxx lawsuits that went to trial, and in the most celebrated decision in Texas for the plaintiff the judge reduced the award from $253.4 million to $27.2 million.  The court decisions strengthened the bargaining power of Merck.  A total of 47,000 lawsuits alleging heart attacks or stokes from Vioxx had been filed, and under the auspices of a federal district judge Merck and 6 attorneys from around the country negotiated a settlement for $4.85 billion.  The terms of the agreement required that 85 percent of the plaintiffs sign up for the settlement.  A total of 44,000 signed up, allowing the settlement to take effect.  The average settlement was expected to be $100,000.    
Merck has not reintroduced Vioxx.  Pfizer has never withdrawn Celebrex from the market.
Part I Integrative Case

Wal-Mart: Nonmarket Pressure and Reputation Risk (A)

The two principal questions in this case are (1) what Wal-Mart should do regarding the social pressure it faces and (2) whether it should adopt a different approach to its nonmarket environment.  The first question pertains to the short-run, and the second question is longer-run, although a change could be implemented quickly.  

A prior question that could be asked is how Wal-Mart came to be in the position it is in. Wal-Mart experienced spectacular growth through the 1990s, following a strategy of providing value through low prices.  It was able to provide low prices and obtain high profits because of its efficiency and its buying power.  Wal-Mart had focused its growth in small towns and suburbs.  Wal-Mart also provided opportunity for advancement within the company, and opportunities were plentiful as it continued to open more stores.  The company hired young and old, many of whom were saving for college or supplementing their household or retirement income.  Wal-Mart became the second largest employer after the federal government and provided value to many millions of consumers.  

Those benefits came at some cost, however.  Wal-Mart caused many small stores to go out of business, and along with shopping malls harmed the traditional downtown areas in some towns.  Some critics claimed that it was affecting the culture in small towns.  Wal-Mart was also criticized for low wages, for not providing benefits to its employees, and for its aggressive opposition to the unionization of its employees.   Many of the criticisms were strategic in the sense that they reflected the self-interested advocacy intended to harm Wal-Mart before the public.  For example, Wal-Mart paid low wages, but those wages were not lower, and may have been higher, than those paid by other mass retailers.  Moreover, its benefits packages were probably comparable or better.  Wages and benefits were probably higher than those paid by small retailers, including those that went out of business because of Wal-Mart. Many of its young employees received benefits through their families, and many of its older employees received benefits under Medicare.  Some of its employees were receiving Medicaid, which was also the case with a number of other employers in low wage industries.    

This raises another question: Why was Wal-Mart the target and not Home Depot or Target or another big box retailer.  One answer is simply that Wal-Mart is the biggest and hence the natural target.  Another is that it has had the greatest impact along the lines raised by its critics.  A third, as indicated in the case, is that it threatened union jobs in the supermarket industry.  Home Depot and Target did not provide a threat to unions.  It also unleashed NIMBY movements as it modified its store opening strategy and began to target large cities.  Other big box stores also generated NIMBY opposition.    

Most of the social pressure on Wal-Mart comes from private politics.  In the case of the national campaigns against the company, the private politics is well-organized and well-financed.  The motivation for the private politics campaigns is primarily the threat to unionized supermarket employees resulting from Wal-Mart’s importance in the grocery market.  The unions have also had no success in recruiting Wal-Mart employees.  The SEIU and UFCW set up and staffed Wal-Mart Watch and WakeUpWalMart.com.  This is also an opportune time, since Kerry had lost the election leaving a number of Democrat operatives with nothing to do.  The SEIU also financed the Center for Community and Corporate Ethics that focused on Wal-Mart.  The unions also financed the media campaign against the company.  With this leadership others that had complaints about Wal-Mart saw this as an opportunity to advance their agenda.  The teachers’ unions jumped on Wal-Mart to oppose the support of school voucher programs.  Other interest groups including MoveOn.org and ACORN also joined the fray.    

The opening of stores in large cities faces opposition of two types.  The first is from unions that often are stronger in large cities than in the small towns and suburbs were Wal-Mart had concentrated its store openings in the past.  The second is from NIMBY movements.  This was not particularly a strong force in Chicago, but it was in Inglewood, California and in New York City.  The Chapter 7 case Wal-Mart and Its Urban Expansion Strategy addresses the issues surrounding Wal-Mart’s attempt to open two stores in Chicago.  

The private politics campaign poses two kinds of problems for Wal-Mart.  First, it may cause some of its current customers to stop shopping at its stores.  How big this effect would be is not clear, since many of its customers will still want value.  Second, it may harm Wal-Mart’s market strategy of seeking customers with bigger wallets who would buy higher margin items such as consumer electronics.  These consumers have more discretionary income and could easily not go to Wal-Mart for an HD television, for example, even though they would have to pay more elsewhere.      

The public politics threats are also important.  The Wal-Mart bills are of concern in states in which unions are strong and Democrats are in control of the legislature and governor’s office.  The Republican governor in California vetoed the bill.  The other institution to control these bills is the courts.  The courts overturned the bill in Maryland, as I recall, on the grounds that it did not provide equal protection to the companies subject to the provisions of the bill.  

Wal-Mart’s nonmarket strategy had two components.  One was to counter the information, or misinformation in its view, provided by its opponents.  The second was to develop a nonmarket strategy to address a set of fundamental issues, such as the environment and sustainability, that might establish a stronger reputation for social responsibility.  This could appeal to current customers and particularly to potential customers with bigger wallets and greater discretion regarding their purchases.  Some steps to address social issues such as the environment and the topical issue of health care benefits could appeal to the new customers it sought to attract.  

Some responses were out of the question.  Wal-Mart had no reason to raise the wages it paid or provide more generous benefits, nor change its working conditions, although it should make sure that it is not violating the employment laws.  The large number of applicants for jobs at Wal-Mart speaks volumes to the critics.  Moreover, Wal-Mart employees are generally happy with their jobs.  Wal-Mart certainly did not want to make it any easier for unions to sign-up its employees.  The public does not particularly like unions, and many union members shop at Wal-Mart despite its opposition to unionization.  Wal-Mart also does not want to assume the kinds of responsibilities that General Motors assumed after WWII.  As CEO Scott said, retailing cannot play such a role.  His reasoning was probably that retailing is very competitive and margins are thin, which makes it difficult to pay wages and provide benefits higher than required by the labor market.  

Another important characteristic of its operations was revealed in the leaked memo.  After a year on the job store employees do not become more productive.  This means that Wal-Mart can operate by attracting short-term employees rather than those who envision a career with the company accompanied by rising real income.  (The exception is those employees who enter management.)  This also means that Wal-Mart can position itself in the labor market as providing a second income to a household.  This may be a lower-cost alternative than some of the measures, such as higher wages and more generous benefits, its critics call for.  

Little information about Wal-Mart’s market strategy is provided in the case, although many students will be familiar with its strategy.  The two aspects that might be the focus of a discussion are its urban expansion strategy and its goal of attracting shoppers with larger wallets.  The latter group could be influenced to some extent by Wal-Mart’s reputation and public image.  The opposition to opening stores in urban areas can be lessened by taking some steps, but another way to lessen opposition is to essentially buy off the opposition.  Wal-Mart attempted to do this, for example, by providing local businesses with opportunities to locate near its stores and to provide free advertising on Wal-Mart’s in-store communication system.  More would likely be required to eliminate the opposition by local merchants.  

An integrated strategy involves a nonmarket strategy to reduce the pressure and improve its reputation, and the potential reward is both from its current customers and from enabling a market strategy designed to attract customers with bigger wallets.  

The following questions can be used to lead the discussion.

Discussion questions:

1. Why has Wal-Mart become the target of this nonmarket pressure and why did it happen when it did?

2. What should Wal-Mart do about the private politics campaigns?  Should it fight back, bargain with the groups supporting the campaigns, or concede to their demands?

3. What should Wal-Mart do about the public politics campaigns?  

4. Should Wal-Mart drop its opposition to unionization?  

5. Formulate an integrated strategy for Wal-Mart. 

Developments:

The details of Wal-Mart’s new strategy are presented in the Chapter 19 case Wal-Mart: Nonmarket Pressure and Reputation Risk (B): A New Beginning.  As that case indicates Wal-Mart adopted a very aggressive social responsibility policy, particularly with respect to the environment.  This policy had some effect, although it is difficult to assess its full impact.  It led the organizers of one of the campaigns to call off their campaign.  To illustrate the effect, in September 2007 I chatted with a first-year MBA student at Stanford University who was interested in the environment and corporate social responsibility.  She said that she and other students with similar interests had been discussing whether they could make a greater impact working for an NGO or working for Wal-Mart.   

With the economic slowdown in the summer of 2008 many retailers experience a decrease in sales.  Wal-Mart’s sales, however, increased, as cautious customers turned to Wal-Mart value.  In October 2008 after the Dow Jones Index was just above 8,000 the only company in the Index whose value had increased during the past year was Wal-Mart.    
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