' Cases In
Marketing

edited by
Hanne Hartvig Larsen

*
CE *MS
*



Cases in Marketing



* Community of

*
CE MS Rrikconim
* Schools

EUROPEAN MANAGEMENT SERIES

The European Management Series derives from a unique collaboration,
the Community of European Management Schools (CEMS), which was
formed in 1988 and integrates both academic and corporate members.
Together they develop and disseminate a shared body of European
knowledge in the field of management and award the CEMS Master’s
degree.

With particular emphasis upon meeting the needs of management
students for high-quality European-based material, the series aims to
bring to international management education a strongly European
perspective. Prepared by CEMS faculty, it includes textbooks, case
studies and other volumes that examine key European and international
management issues.

EDITORIAL BOARD

Wemer Clement, Wirtschaftsuniversitit Wien, Austria

Wemer Delfmann, Universitit zu Koln, Germany

Rolf Dubs, Universitit St Gallen, Switzerland

Pierre Dussauge, Groupe HEC, Paris, France

Frgystein Gjesdal, NHH Norges Handelshgyskole, Bergen, Norway
Stephen Hill, London School of Economics and Political Science, UK
Jordi Montana, ESADE, Barcelona, Spain

Niels Chr. Nielsen, Copenhagen Business School, Denmark

Nicole de Fontaines, CEMS Office, Paris, France



Cases in Marketing

edited by
Hanne Hartvig Larsen

SAGE Publications
London ¢ Thousand Oaks ¢ New Delhi



Introduction and editorial arrangement © Hanne Hartvig Larsen 1997
Chapter 1 © Pamela Adams 1997

Chapter 2 © the estate of Bjarne Bakka 1997

Chapter 3 © Christian Belz, Thomas Rudolph and Hermann Schindler 1997
Chapter 4 © Per Andersson, Staffan Hultén and Bengt G. Mdlleryd 1997
Chapter 5 © Axel Faix, Susanne Schwamborn-Epple and Richard Kohler 1997
Chapter 6 © Bernard Dubois 1997

Chapter 7 © Jean-Jacques Lambin and Inge Vanfraechem 1997

Chapter 8 © Josef A. Mazanec 1997

Chapter 9 © Celia Phillips 1997

Chapter 10 © Jean-Jacques Lambin 1997

Chapter 11 © Ron J.H. Meyer and Ad Th. Pruyn 1997

First published 1997

All rights reserved. No part of this publication may be reproduced, stored in a
retrieval system, transmitted or utilized in any form or by any means,
electronic, mechanical, photocopying, recording or otherwise, without
permission in writing from the Publishers.

Every effort has been made to trace copyright holders of case material, but if
any have been inadvertently overlooked, the publishers will be pleased to
make the necessary arrangement at the first opportunity.

SAGE Publications Ltd
6 Bonhill Street
London EC2A 4PU

SAGE Publications Inc
2455 Teller Road
Thousand Oaks, California 91320

SAGE Publications India Pvt Ltd
32, M-Block Market
Greater Kailash — 1
New Delhi 110 048
British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library.

ISBN 0 7619 5569 0
ISBN 0 7619 5570 4 (pbk)

Library of Congress catalog card number 97-68581

Typeset by Photoprint, Torquay, Devon
Printed in Great Britain by Redwood Books, Trowbridge, Wiltshire



Contents

Acknowledgements
Notes on the Contributors

Introduction
Hanne Hartvig Larsen

1

llly in Germany
Renewal of distribution agreements
Pamela Adams

Norsk Hydro Fertilizers in the United States
Entering a highly competitive market
Bjarne Bakka

Case A: 1970-1975

Case B: 1980-1995

MediaMarkt
The price-active market entry into Switzerland
Christian Belz, Thomas Rudolph and Hermann Schindler

Mobile Telephone Network Operators
Adapting to rapid changes in the market
Per Andersson, Staffan Hultén and Bengt G. Mdlleryd

WILO GmbH
Dealing with a subsidiary in crisis
Axel Faix, Susanne Schwamborn-Epple and Richard Kohier

Collective de I'Or
Evaluating an advertising campaign
Bernard Dubois

Honeywell in St Petersbﬁrg
Establishing a strategy for an undefined market
Jean-Jacques Lambin and Inge Vanfraechem

International Tourism Marketing
A multifactor portfolio model
Josef A. Mazanec

vii

17

32

50

75

92

101

115



vi

9

10

11

Cases In marketing

Guardian Properties 142
The management of a local and an international

shopping centre

Celia Phillips

Godiva Europe 170

The standardization versus customization dilemma
Jean-Jacques Lambin

Saatchi & Saatchi Worldwide 191

Does a ‘global marketing’ concept make sense?
Ron J.H. Meyer and Ad Th. Pruyn



Acknowledgements

A pan-European book like this would not have been possible without the
collaboration of a large number of people. I wish to thank not only the
authors of the cases, but also all the members of the Community of
European Management Schools (CEMS) Interfaculty Group on Marketing:
Professors Renato Fiocca of the Universita Commerciale Luigi Bocconi; Ad
Pruyn of Erasmus Universiteit Rotterdam; Carlo Gallucci of Escuela Super-
ior de Administracion y Direcciéon de Empresas (ESADE); Bernard Dubois
of the Groupe HEC (Hautes Etudes Commerciales); Richard Kohler of the
Universitdt zu Koln; Celia Phillips of the London School of Economics:
Jean-Jacques Lambin of the Université, Catholique de Louvain; Sigurd V.
Troye of the Norwegian School of Economics and Business Administration,
Bergen; Christian Belz of Universitdat St Gallen; Lars-Gunnar Mattsson of
the Stockholm School of Economics; and Josef Mazanec of the Wirtschafts-
universitdit Wien; all of whom spent a great many hours discussing the
approach and content of this book.

A special thank you to Celia Phillips and Carlo Gallucci for their extra
contribution as sparring partners on editorial matters.

There are no doubt a number of people at all the CEMS schools who
helped in preparing the cases that make up this book. Although I do not
know them all by name, I would like them to know that their work is very
much appreciated.






Notes on the Contributors

Pamela Adams. PhD, Yale University (USA), is a member of the Marketing
Faculty and is Director of the MBA programme, SDA Bocconi, Milan, Italy.
She teaches courses on International Marketing and Internationalization
Strategies at Bocconi University.

Per Andersson is assistant professor at the Stockholm School of Economics.
He has participated in research projects on industry dynamics and industrial
distribution, focusing. for example. on the automotive industry, mechanical
engineering and biotechnology.

Bjarne Bakka (1927-1994) was associate professor at the Norwegian
School of Economics and Business Administration (NHH), where he taught
International Marketing and Business Strategy. Prior to joining the faculty at
NHH in 1968, he was Senior Vice-President of Marketing at Denofa-
Lilleborg, a Norwegian subsidiary of Procter & Gamble. He served on
several corporate boards.

Christian Belz is Professor of Marketing at the University of St Gallen,
Switzerland, and manages the Research Institute for Marketing and Distribu-
tion, with 30 employees. His recent publications include Strategic Direct
Marketing (1997), Industrial Performance Marketing (1997), Competence
for Innovation in Marketing (1997), Sales Management (1996), Relations
Management (1994). He is also editor of the largest Swiss journal on
marketing, THEXIS.

Bernard Dubois, PhD, is Professor of Marketing at HEC. France. He is a
member of the Editorial Board for the European Journal of Marketing and
Administrator of the Association Francaise du Marketing. His areas of
interest are consumer behaviour, international marketing and marketing of
luxury goods.

Axel Faix, Dipl.-Kfm., is assistant professor at the Seminar fiir Allgemeine
Betriebswirtschaftslehre, Marktforschung und Marketing, Universitat zu
Koln.

Hanne Hartvig Larsen is full Professor in Marketing at Copenhagen
Business School, chairman of the international committee at CBS, member
of CEMS Executive Board and member of the CEMS Interfaculty Group on
Marketing. She has participated in several research projects on retailing and
distribution.



X Cases in marketing

Staffan Hultén is associate professor at Stockholm School of Economics.
His major research interest is the transformation of transportation systems
and telecommunication technologies. He is also visiting professor at Labor-
atoire Stratégie & Technologie, Ecole Centrale, Paris.

Richard Kohler, who received his doctor’s degree at the Mannheim
Business School, is full Professor of Marketing and director of the ‘Market-
ing Seminar’ at the Universitat zu Koln. He was previously professor at the
Technical University of Aachen. He has been a visiting professor at Keio
University, Tokyo, and has taught marketing accounting at the Free Uni-
versity of Berlin. He has written on the subject of marketing management
and edited the Handbook of Marketing (in German) and the two-volume
Handbook of German Business Management (in English). He has been a
member of the CEMS Interfaculty Group on Marketing since 1990.

Jean-Jacques Lambin is Dean of Lovanium International and Professor at
the ‘Institut d’ Administration et de Gestion’ (IAG) of Louvain University,
Louvain-la-Neuve, Belgium, where he teaches Strategic Marketing, Market-
ing Management and Marketing Research. He has been Visiting Professor at
Cornell University, USA, Sherbrooke University, Canada and INSEAD, and
he is currently Visiting Professor at the LETI-Lovanium International
School of Management in St Petersburg, Russia. He is the author of several
books translated into numerous languages and he has published many
articles in academic and professional journals.

Josef A. Mazanec is full Professor of Business Administration and director
of the Institute for Tourism and Leisure Studies at Vienna University of
Economics and Business Administration.

Ron J.H. Meyer is Assistant Professor of Strategic Management at the
Rotterdam School of Management, Erasmus University, the Netherlands. He
teaches strategy development and internationalization and recently co-
authored a book with Bob de Wit entitled Strategy — Process, Content,
Context: An International Perspective.

Bengt G. Molleryd is a PhD candidate at the Stockholm School of
Economics, Department of Marketing, Distribution and Industry Dynamics,
where he is a member of the project: ‘Telecommunications: An Industry in
Transformation’. His research concerns the interplay between institutional
conditions and entrepreneurship in mobile telecommunication.

Celia Phillips, PhD, is Lecturer in Social Statistics at the LSE and Senior
Tutor in the Interdisciplinary Institute of Management. Her research interests
range from media research on satellite TV and the development of shopping
centres to studies of violence in the workplace. She is the LSE representative
of the IFG in Marketing on the CEMS programme. Her recent publications
include Violence at Work: Issues, Policies and Procedures — a Case Study of
Two Local Authorities, with J. Stockdale (1991).



Notes on the contributors xi

Ad Th. Pruyn is Associate Professor at the Marketing Department of the
Rotterdam School of Management, the Netherlands. He currently teaches
courses in consumer behaviour, advertising and personal selling. His re-
search topics are in the area of time and consumer behaviour, queuing and
social dilemmas.

Thomas Rudolph, PhD, is Assistant Professor of Marketing at the Uni-
versity of St Gallen, Switzerland, where he teaches retail management. He
leads the competence centre ‘Internationale Handelsdynamik’. His recent
publications include: Successful Positioning and Differentiation Concepts for
Retailing in Europe (1994), Buying Behavior in Retailing (1996) and
Differentiation Strategies (1997). His present research project concemns
integrated marketing management.

Hermann Schindler, Dipl.-Kfm., studied at the University of Bayreuth. He
is research assistant at the Research Institute for Marketing and Distribution.
He is working on a thesis about price marketing in retailing.

Susanne Schwamborn-Epple, PhD, was assistant professor at the Seminar
fiir Allgemeine Betriebswirtschaftslehre, Marktforschung und Marketing,
Universitdat zu Koln. She is now a consultant with St Gallen Consulting
Group, Cologne.

Inge Vanfraechem was a student at the LETI-Lovanium International
School of Management in St Petersburg, Russia, at the time the case study
was carried out. She has now graduated and is working in Moscow,
Russia.






Introduction

Hanne Hartvig Larsen

A profound need of up-to-date relevant European cases to support courses in
marketing is a fitting description of the origin of this case book. At every
CEMS school, teachers in marketing felt that it became increasingly
unacceptable to rely upon American cases with which few students can
identify. The principal aim of the project undertaken by the CEMS Inter-
faculty Group on Marketing was to produce a comprehensive collection of
high-quality cases sufficiently diverse to support a wide range of marketing
courses.

The book aims to show a ‘European’ marketing dimension. While it is
impossible to define completely what we mean by ‘European’ marketing, we
think it is typified by the idea of diverse markets and consumers. Our
examples are also many and varied. They range from luxury chocolates and
jewellery to heating systems and mobile telephone networks. They span a
local base — shopping centres and the infiltration of Italian coffee to the
German market — and the international base, illustrated by the Saatchi &
Saatchi case. From students’ and teacher’s point of view, the skills required
are also various and indicative of those needed in the life of a creative
researcher and practitioner in the area. Questions of strategy are debated
and elaborated in five cases: MediaMarkt, WILO, Illycaffe, Norsk Hydro
Fertilizers and Mobile Telephone Network Operators. The need for data to
inform decisions is illustrated and focused on (although within a theoretical
framework) in the cases of Honeywell in St Petersburg, Collective de I'Or,
Guardian Properties and International Tourism Marketing. The tourism case
study offers computer software to enable teachers and students to develop
their information systems skills in a marketing framework. Finally, two case
studies focus particularly on the issue of globalization: Saatchi & Saatchi
Worldwide and Godiva Europe.

The case book, in conjunction with Jordi Montana (ed.), Marketing in
Europe: Case Studies, hopefully provides a complete picture of European
marketing. The book is targeted on or aimed at graduate or third level
students working individually or in teams. A separate Teaching Guide is
available from the publisher on request.

Distribution channel decisions are among the most important strategic
issues for most companies. Taking full advantage of market potentials over
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time often requires reconsideration of the distribution structure used accord-
ing to altered competitive positions. The Illy in Germany case, written by
Pamela Adams (Bocconi), focuses on the aspects of the decision process on
whether or not to renew the distribution agreement with the present
distributor in Germany. Illycaffe is a small family-owned Italian company
producing a line of high quality espresso coffee which it sells primarily in
cafes and restaurants. In the 1990s the company began to enter the home
consumer segment (through the food distribution channel) and the office
segment (supplying pods for coffee machines). Since 1978 a major player in
the German coffee industry, Hag, have had the responsibility for the
distribution of Illy’s espresso coffee to bars and restaurants throughout
Germany. Questions posed are: Would it be possible to export the com-
pany’s domestic strategy for market penetration into the German context?
Would it be possible for Illy to develop a strategic position in Germany
through an agreement with Hag or with another distributor? The questions
are of general interest whenever renewal of distribution agreements is
focused on.

In entering highly competitive markets, small and medium-sized enter-
prises (SME) in particular might benefit from a strategy of cautious, long-
term and stepwise approach instead of challenging established operators
head-on. Norsk Hydro Fertilizers in the United States, written by Bjarne
Bakka (Norwegian School of Economics and Business Administration),
provides a basis for evaluating pros and cons of such an approach. Thus the
case — separated in two parts — focuses on the strategic essence of a firm’s
long-term internationalization. In the first part case-specific problems are
raised, in the second part the students receive information on how the
problems were actually solved by the company and are asked to develop
alternatives and evaluate the choices made against these alternatives.

Category killers, retailers who concentrate on one or very few product
categories, experience success in many countries. The challenges from this
new market entrant faced by the competitors and market participants in a
country are analysed in MediaMarkt: the price-active market entry into
Switzerland, written by Christian Belz, Thomas Rudolph and Hermann
Schindler (Universitédt St Gallen). MediaMarkt is Europe’s largest electronic
retailer. The case deals with European marketing as seen from the per-
spective of the competitors and market participants in a country. Inter-
national marketing means more than internationalization or expansion into
new markets abroad, but also implies successfully asserting oneself in one’s
own market vis-a-vis new international competitors. The case provides the
background for discussing questions such as: How successful will the new
market entrant be in Switzerland? How will the market structure and the
rules of competition change? Should suppliers of consumer electronics
supply this new customer? How can the existing retailers react against this
new competitor?

Rapidly changing industries often require alteration of strategic choices
made by the market participants. In Mobile Telephone Network Operators,
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written by Per Andersson, Staffan Hultén and Bengt G. Molleryd (Stock-
holm School of Economics), the focus is on several strategic issues faced by
Telia Mobitel, a subsidiary of Telia, the former state monopolist of tele-
communications operations in Sweden. The questions of choice of new/
divestment of old technologies, of strategic decisions concerning network
technologies and problems concerning decisions about vertical integration in
distribution are raised. Although dealing with a Swedish company in
Sweden, the case illustrates how the rapid changes in the technology, in the
regulatory structure and in the market structure characteristic for all Euro-
pean markets require important strategic decisions.

The challenge related to international marketing (‘think global, act local’)
is addressed in the WILO case written by Axel Faix, Susanne Schwambom-
Epple and Richard Kohler (Universitdt zu Koln). The case study deals with
the situation of EMB-Pumpenbau AG in the Swiss market. EMB, a
subsidiary of the internationally operating WILO GmbH, offers heating
pumps in this market. EMB is confronted with a difficult crisis comprising a
rapidly declining market share due to inadequate coordination between
WILO and EMB and failure on the part of EMB to adjust to changing
market demands. The students are asked to draft a systematic marketing plan
for the Swiss market which will enable EMB to overcome the crisis. The
plan must make allowances for the fact that EMB is expected to perform a
special role as part of an internationally operating company.

Whilst the cases mentioned so far focus on strategic issues, some cases are
more focused on the use of marketing data to inform decisions of a more
limited or tactical character. The application of traditional analytical tools to
real-life-problems offers students the chance to improve their analytical
skills.

The difficulties in isolating the effects of a special communication effort
from other variables influencing sales and attitudes are highlighted in the
Collective de I’Or case written by Bermard Dubois (Groupe HEC). The case
aims at evaluating a gold jewellery advertising campaign conducted over a
three-year period, thus providing an input to the decision of the national
jewellers’ and goldsmiths’ association on whether or not to continue the
campaign. The case offers rich opportunities to use several market research
tools.

Before setting up a marketing strategy several steps have to be taken. For
example, description of the market is needed, as is a description of the
potential customers and their needs and attitudes. The Honeywell in St
Petersburg case, written by Jean-Jacques Lambin (Université Catholique de
Louvain) and Inge Vanfraechem, addresses the problems faced by an
international company wanting to introduce an existing product in a new
market which is in many ways different from the ‘known” Western European
markets. As very little is known about the actual situation of potential
customers in St Petersburg, the importance of segmentation prior to the
development of a marketing strategy is one of the issues demonstrated in the
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case. Students are also asked to perform a traditional SWOT analysis as an -
input for the strategic consideration of Honeywell.

Multifactor portfolio models represent another analytical tool and the case
written by Josef A. Mazanec (Wirtschaftsuniversitit Wien) on Inter-
national Tourism Marketing aims to train students in applying this tool to
a real-world problem. Taking the viewpoint of the management of a
National Tourist Organization (NTO), the case offers a method for the
computation of attractiveness of the ‘markets’ (i.e. the tourism-generating
countries) and the competitive position occupied by the respective receiving
country. The first CEMS marketing case book (ed. Montaiia, 1994) pre-
sented a growth-share portfolio model for evaluating the generating coun-
tries relevant to a country’s inbound tourism. This case is the next step.
Having performed the analyses recommended, the students are asked to
make policy recommendations for the NTO as to which generating countries
should be given priority in allocating promotional funds.

Making students aware of the kinds of data used in a research programme
sharpens their ability to decide what information is needed, and to be critical
towards the methodology used is an important part of preparing them for
problem-solving in practice. The case written by Celia Phillips (London
School of Economics) gives these opportunities. Guardian Properties: the
management of a local and an international shopping centre gives the
results of a research programme carried out over a number of years in two
shopping centres owned by Guardian Properties. It highlights the different
problems faced by these centres, the first being a new centre in a strong local
shopping area, and the second a shopping centre in a major tourist area.
Special emphasis is given to the question of targeting customers. By
comparing data from the two centres students should be able to outline the
different strategies at hand for each centre.

Among the cases in this book, two specifically focus on globalization — an
issue highly debated among managers and researchers today. The standard-
ization versus customization dilemma is a main topic in the Godiva Europe
case written by Jean-Jacques Lambin (Université Catholique de Louvain).
The president of Godiva Europe has received an outline for an international
advertising campaign which seems to fit the United States but not Europe
and specifically Belgium - the birthplace of chocolates and Godiva Europe’s
largest single market. The focus of the case is on Godiva’s advertising
strategy and message, but important issues related to product policy, pricing
strategy and distribution practices are also addressed. Based on information
on consumer purchasing behaviour and consumption in the chocolate praline
market and the major differences observed among countries, the students are
asked, among other issues, to evaluate the idea of a single global advertising
campaign.

Also the Saatchi & Saatchi Worldwide case, written by Ron J.H. Meyer
and Ad Th. Pruyn (Erasmus Universiteit, Rotterdam), provides a platform to
discuss globalization. Saatchi & Saatchi Advertising Worldwide, the second
largest advertising group in the world, was highly successful until it faced
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near bankruptcy in 1990. The history of the company from 1970 to 1991 is
reconstructed, so that the reader can form an opinion on the company’s
globalization. The case ends in 1991 with two key strategic questions that
need to be answered. First. does Saatchi & Saatchi’s ‘one-stop communica-
tion shopping’ concept make sense, or is there little added value to having a
wide range of communication services within one corporation? Second, does
Saatchi & Saatchi’s ‘global marketing™ concept make sense, or are there too
few customers who are really in need of global campaigns”?

It can be seen that some of the cases deal with global marketing strategies
while others examine the use of different strategies for different markets.
Together and in combination with the cases in the first volume (ed.
Montaiia), they give a good idea of the kind of marketing taking place in
Europe.

It is worth discussing whether there is such a thing as Europcan market-
ing. The members of CEMS Interfaculty Group in Marketing have debated
this for years without reaching a clear conclusion to date. We hope that the
cases presented here, as well as the cases in the first volume, offer a basis for
the reader to draw his or her own conclusion on the issue of European
marketing versus marketing in Europe. Our aim is that students and teachers
will find they can use this book constructively both inside and outside a class
and seminar framework. and at different levels of detail. In many cases. of
course, we expect that students will approach these cases as group projects,
where they replicate a marketing team. However. sufficient guidelines have
been given for individual study and work where conditions suit this
approach more readily.



1
llly in Germany

Renewal of distribution agreements

Pamela Adams

A central theme in international marketing concerns the choice of entry
mode in foreign markets. This issue is particularly relevant for small and
medium size companies in the initial phases of the internationalization
process and when restructuring and rationalization is required. The choice
of entry mode for each country must be coherent with a company’s
strategy, objectives and resources. As resources become increasingly
scarce, interest is growing in entry modes based on strategic alliances
with other partners.

Illycaffé is a family-owned company in Italy seeking to export its pre-
mium quality espresso coffee to sophisticated consumers around the
world. The case questions whether a distribution alliance with another
coffee company is more efficient and more coherent with the marketing
strategy than the development of its own salesforce in the German
market.

In 1990, Riccardo Illy, grandson of the founder of Illycaffé and Marketing
Manager of the company for the home market of Italy, was given responsi-
bility for sales and marketing in Illy’s foreign markets. Since joining the
family company in 1977 at age 21, Riccardo Illy had successfully im-
plemented a strong marketing programme in Italy for Illycaffe’s line of
espresso coffee; between 1983 and 1990, in fact, company sales had
increased from 21 billion lire to 67 billion lire.

One of the first items on his agenda for the international division in
November of 1990 was to renegotiate the distribution agreement that the
company had established in Germany with Hag, a major player in the
German coffee industry. This cooperative agreement, which dated back to
1978, gave responsibility to Hag for the distribution of Illy’s espresso coffee
to bars and restaurants throughout Germany. Although this agreement had
produced a steady growth of sales over the years, the competitive position of
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both companies had changed quite significantly since the original signing of
the contract: Illycaffé had grown while Hag had come under the wing of the
Philip Morris group, which also controlled one of Illy's international
competitors, Jacobs Suchard. Riccardo Illy, therefore. had to decide whether
or not to renew the distribution agreement and. if so. under what condi-
tions.

Company background

Illycaffe was founded in Trieste. a large city in the northeast of Italy. by
Francesco Illy in 1933. Francesco Illy was a true gourmet who sought to
provide his customers with the highest quality espresso coffee. He developed
advanced systems to select and roast the coffee beans. but he soon
discovered that he also needed to find a way to protect his product from long
exposure to oxygen and humidity as it was being transported from Trieste to
other parts of Italy and the world. His solution was an airtight can and a
pressurization system that utilized nitrogen and inert gas for closure. To his
surprise, the pressurization system he developed to protect the packaged
coffee and maintain freshness actually worked to improve the taste and
aroma of the coffee during the first few weeks as well. This packaging
concept, along with Francesco Illy’s dedication to the pursuit of excellence,
formed the foundations of the corporate culture and company strategy of
Illycaffe.

By 1990 Illycaffe had a total of 150 employees. It was a family-owned
company whose shares were divided between Emesto Illy, his wife, and
their four children, all of whom occupied various management positions
within the company.

While other Italian coffee producers eventually added espresso coffee to
their product lines of mocha and filter coffee, Illycaffe distinguished itself by
producing only espresso coffee. Although the espresso market in Italy was
smaller in absolute terms than the market for mocha coffee. it had grown
steadily in the 1970s and 1980s. The other coffee segments had suffered
slight declines during the same period. In 1990 Illy sold 1,750 tons of
espresso to the CHR segment, 750 tons to the home segment and 50 tons to
the office segment.'

What is espresso?

Italy is well known for its history, art and culture. but Italian wine and
cuisine are also part of the country’s attraction for people from around the
world. Espresso coffee is an essential element of that cuisine: it is for many
a symbol of the Italian culture.

It must be appreciated that espresso is very different from other types of
coffee. Essentially there are two ways to extract flavour and aroma from the
ground coffee bean: steeping and percolating. In the first case, the ground
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coffee is mixed directly with boiling water and is allowed to steep for
several minutes. A filter is then used to remove the grinds from the liquid
beverage. In the sccond case (percolation), boiling water is passed rapidly
through fine ground coffee powder. There are several methods to percolate
coffee: the “filter’ or ‘napolectana’ method lets the weight of the water itself
(gravity) pull it through the coffce powder: the ‘mecha’ method creates
steam pressure to push the water through the coffee; the ‘espresso’ method
uses water at 194 degrees fahrenheit and 9-10 atmospheres of pressure. The
higher the pressure. the less time it takes for the coffee to percolate: the filter
method requires several minutes, while the mocha method requires one
minute and the espresso method only 30 seconds. The different methods also
result in different levels of caffeine in the cup of coffee: the filter method
(largely diffused across the USA and in Northern Europe) results in 90--125
mg of caffeine per cup. while the espresso method produces a cup with only
60-120 mg of caffeine.

Coffee consumption around the world

Coffee is probably the leading beverage in the world. Coffee drinking has
been adapted over the years to the culinary traditions of different countries,
with variations not only according to the blends. but also according to
preparation methods and drinking habits. Where coffee was made through

Exhibit 1 Threats and opportunities in the world market for
espresso coffee, 1990

Opportunities

I An increase in per capita income

2 A consumer orientation towards quality products that are not harmful to one’s health
3 Anincrease in the number of meals eaten outside the home

4 More request for “personatized” products

S Mobile youth, with higher incomes and more concern for health
6 Growth of food boutiques

7 Diffusion of food products as status symbols

8 Growing consumer interest in caffeine content of coffee brands
9 Development of bar and restaurant chains and franchising

0 Growing consumer information

Threats

1 Increase in size of older age groups that drink less coffee and go out to eat less often

2 Coftee not yet regarded as healthy part of diet

3 New competitors enter the market with production of pods for espresso systems

4 Producers using colorants may provoke anti-coffee campaigns by consumer groups

5 Growing strength of consumer groups claiming caffeine is bad for health

According to Article 85 of the Treaty of Rome. lllycafté cannot control the selling
price of Illy espresso coffee in a distribution channel. Nor can Illy limit the distribution
activities of its distributors in third countries. except in cases in which these
distributors were to establish permanent sales subsidiaries in these third countries

=)}

Source: lllycaffe
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the filter method using considerable amounts of water (particularly in
Scandinavia). it functioned as a thirst quencher. even during meals; this
accounts for the high consumption rates in these countrics. In other countries
coffee was consumed more for its stimulating properties. Those who drank
espresso normally coupled it with food only at breakfast.

Exhibit 1 lists a number of threats and opportunitics in the world coffee
industry identified by Riccardo Illy as factors that might have affected world
demand for espresso coftee.

The llly way

Company culture at Illycafte was based on two basic elements: the desire to
maintain lllycaffé as a family-owned and -run business and the conviction
that the company produced an absolutely superior product. The company
invested considerable encrgy into consolidating a high level of identification
with the company and its dedication to quality throughout all levels of the
organization. As one sales agent remarked. ‘the company image and strategy
was clearly defined and was reflected in all aspects of the business. The
employees of Illy understood the tocus on quality. felt a part of it. and
therefore worked hard to make it a success.’

The basis of Illycafte’s strategy of differentiation from its competitors
was precisely the dedication to producing a quality product. In order to
maintain high standards, the management focused not only on the packaging
system, but also on the careful selection and control of the coffee beans used
in production.” Illycaffé employed only 100% Arabic beans in production
and had contributed to the invention of sophisticated machinery that was
able to eliminate any defective beans from each batch used in production.®
The company also dedicated 3% of sales annually to research and quality
control.

The advertising and promotion policies of Illycaffe in ltaly also focused
on the quality of the product, linking it to the brand name in order to
increase brand loyalty. It was difficult for producers to cnsure that coffee
served in cafes was identified by brand. However. because most consumers
believed coffee made in bars and restaurants was better than that made at
home, a strong presence in the CHR segment could help a brand’s retail
image in the home segment. Illy reinforced its brand name in cates by asking
the owners to display Illy signs and logos both outside the bars to attract
customers and inside the bars to recall the brand name. The marketing
policies adopted by the management helped Illy to get a premium price for
its cof fee, often cven double the price of the next highest competitor in this
market.

But Illy’s premium price policy presented specific problems in the CHR
segment. In Italy consumer prices for coffec in bars and public places were
fixed by the industry association and all bars abided by this agreement.
Therefore, the higher the price that bar operators had to pay for coftee. the



