This copyrighted document is intended solely for use in Jared Harris and Michael Lenox’s Business Strategy
Specialization on Coursera. Any other use is prohibited. For copies of the full, unabridged version of this case,
please contact Darden Business Publishing at permissions@dardenbusinesspublishing.com.

DARDEN ﬁil‘! UVA-BP-0562

Business PusLisHING
UNIVERSITYs VIRGINIA

Piaggio (Abridged)

Establishing Piaggio’s presence in international markets would be only one of several accomplishments
Giovanni Alberto Agnelli achieved during his first three years as chairman of the Italian motorbike
manufacturer. He heavily invested in product development, increasing Piaggio’s model range. Indeed, Agnelli
steered the lagging business from a loss of approximately USDG60 million! in 1993 to earnings of USD11 million
in 1995.

But even as the company was celebrating this success—and the 50th anniversary of its popular Vespa
scooter—significant competitive concerns threatened Piaggio’s future. Japanese manufacturers continued to
threaten its dominance in this market. Also, Italian competitor Aprilia had quickly increased in popularity
through adaptation to fast-changing customer preferences, which mandated increasingly broad product ranges
and faster product introductions.

Keeping an eye on the competition, Piaggio faced the decision of whether to invest in a new engine plant.
The plant would produce “green” engines designed to meet increasingly stringent regulatory requirements and
appeal to environmentally conscious consumers. Although the plans for the new engine plant were in place,
would sales of the engine bring a sufficient return for the time and investment?

Industry and Market Overview

Powered two-wheelers (PTWs) gained popularity in Europe after World War II by providing an
inexpensive alternative to automobiles. After a major decline that began in the late 1960s, usage in Europe
started to increase in the mid-1990s. The year 1996 was expected to be a year of strong growth for the European
market.

Most industry experts agreed that there were two main forces driving the resurgence of the scooter market.
First, increased gridlock in many major cities made these inexpensive and maneuverable vehicles the first choice
for many commuters. Second, classic scooter models held great fashion appeal. Buyers’ demand for hipness
affected the types of models being offered—from Japan to Italy, fashion-fresh designs were created, including
Honda’s cabin scooter that had a roof and wipers on the windshield.?

Sports motorbikes bought by enthusiasts and leisure riders made up the largest percentage of sales in the
motorbike market sector. In 1994, these sales accounted for 39.1% of the total market.? The scooter and moped
sector was expected to increase from 12.5% to 13.6% of the market by the end of the decade.

1USD = U.S. dollars. ITL = Italian lira.
2 “Growth Cycle,” Marketing Week (September 27, 1996).
3 “Growth Cycle.”
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Sales targets for PTWs varied according to engine capacity. Mopeds and small motorcycles (including
scooters up to 125cc) were targeted toward teenagers and urban commuters. Their sales were a function of
demographics and economic conditions, as well as weather patterns and traffic regulations. In contrast, large
motorcycles were mainly used for sport and touring. Their diffusion was essentially linked to economic
conditions; the largest numbers were sold in countries with high purchasing power (Germany and Switzerland).
Collectively, however, PTW sales were linked to overall economic conditions, because they were not purchased
as a substitute for cars. In Italy, more than 50% of car owners also owned a moped or a motorcycle.

Demand

In 1996, world demand for mopeds and motorcycles was estimated to be 14 million vehicles per year. The
European market accounted for 12% of world demand, or about 1.7 million vehicles. The number of scooters
sold in Europe had increased dramatically since 1991. Sales volume in units doubled over the five-year period
to 866,000 and quadrupled in Italy alone, to reach 470,000.*

Demand in Asia (Japan excluded) accounted for 70% of the vehicles sold. China alone accounted for 30%
of worldwide sales, and represented significant potential for growth. Only three out of 1,000 Chinese owned a
motorcycle compared with 420 owners per 1,000 inhabitants in Taiwan. This low density, combined with
China’s large population, made it the world’s largest motorcycle market.

In 1996, European producers were virtually absent from the Asian market, while Japanese firms had already
gained a strong foothold. By the year 2000, the world market was expected to grow to more than 18 million
vehicles. This growth was expected to take place entirely in China and Southeast Asia, while European demand
was expected to remain steady.

Production

By global standards, even the largest EU firms were considered only moderately sized, compared with
Japanese firms. One of the largest problems for the European manufacturers was structural overcapacity; they
did not enjoy the cost advantages and the large-scale production structure that their Japanese counterparts did.
Considering that the minimum scale dimension for an automated engine plant was 400,000 pieces a year, the
1.7 million unit Buropean market was too small to sustain so many competitors and so many models.

The European PTW manufacturers also suffered because of the lack of availability of competitive
component suppliers. For a number of key components, EU manufacturers were entirely dependent upon non-
EU technology. Moreover, most component suppliers within the EU were relatively small firms that did not
have the production efficiencies of larger firms. The resulting higher costs were transferred to end
manufacturers, damaging their global competitiveness.

Italy was the second-largest producer of motorcycles behind Japan, and it dominated the European moped
and motorcycle market with about 46% of value added, followed by Germany (19%) and France (16%). In
terms of units manufactured, Italy maintained its leadership with 52% of the EU’s production, followed by
France (24%) and Spain (18%). Three companies accounted for approximately 60% of EU moped and
motorcycle productions: Piaggio, Peugeot MTC (France), and MBK (France). Experts estimated that Japan
controlled about 15% of total European production through license agreements and financial holdings in local
plants. Assembly operations of Honda, Yamaha, and Suzuki accounted for one-third of Spanish production
alone.

4 Chatles P. Wallace, “The Next Mr. Fiat?,” Fortune, October 14, 1996, 182-86.
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Changing market requirements

By the year 2000, the European Union was expected to implement a program for harmonization of
manufacturing and specifications for PTWs in Europe. Improved standards were needed, in particular because
of the increasing traffic and pollution problems throughout Europe.> And the problem was further complicated
by people’s desire to continue using their own transportation.® The first phase of implementation for the new
requirements would include changes in the areas of pollution and emission standards. Many manufacturers
were creating environmentally sound parts in anticipation of the new standards. Although the technology to
produce a low-pollutant engine was already available, manufacturing costs for the “green” engine were very
high and had, thus far, translated into a higher market price. Industry experts agreed that the availability of an
affordable green engine would shape competition in the next 10 years. Several manufacturers were making
plans for the production of these engines.

Piaggio

Piaggio was best known in Italy and throughout the world for the creation of the Vespa scooter. The idea
for the Vespa came from Enrico Piaggio, the son of a leading military aircraft maker to develop a scooter and
provide a cheap means of transportation. He enlisted top design engineer Corradino D’Ascanio to bring the
new project to life. The revolutionary model that resulted was the Vespa. Italian for wasp, the name fit the
buzzing of its engine and the rear-end swellings of its pressed-steel frame. By 1956, the Vespa was the best-
selling scooter in 114 countries and was built under license in Belgium, Brazil, Britain, France, Germany, India,
and Spain. And in the 50 years since the first Vespa was unveiled, 15 million had been sold; 200,000 Vespas
were sold in 1996 worldwide. In addition to being an inexpensive transportation option, the Vespa became
popular with adolescents looking for a symbol of their freshly discovered freedom. Finally, the Vespa was used
by urban commuters looking for ways to beat traffic jams.

A lack of focus within Piaggio had placed it close to bankruptcy during the 1980s, when it had expanded
into everything from robots to car mats. Competition from Japanese manufacturers intensified, and by 1993,
Piaggio’s financial position was perilous, with an annual loss of (Italian lira) ITLI91 million (about USD60
million); however, under new leadership, the company began to turn around that year. By 1996, Piaggio was
again the leading scooter manufacturer in Europe, capturing 45% of the estimated USD2.8 billion European
scooter market and 32% of the European two-wheeled vehicle market. But it was fourth worldwide behind
Japanese manufacturers Honda, Suzuki, and Yamaha.

Leading the redesign efforts was Giovanni Agnelli, Piaggio’s 32-year-old chairman. Agnelli was interested
both in meeting market trends and spearheading responsible development of the market, even when the two
conflicted. As an example, Agnelli spoke out against kits sold to scooter owners, which allowed users to increase
travel speeds to 100 km/h (rather than the 45 km/h for which Vespas were designed) as a less-than-positive
image for the scooters.”

In 1996, five out of six Piaggio scooters were sold in Western Europe. But Piaggio had plans to further
expand into rapidly growing international markets. In 1993, Piaggio had created a joint venture with the Fosti
Motorcycle Company in China’s Guangdong Province. Piaggio sold more than 130,000 mopeds in the Shanghai

5> Tom Buerkle, “Bumpy Road for Europe Traffic,” International Herald Tribune, July 23,1996, 1.

¢ Buerkle, “Bumpy Road for Europe Traffic.”

7 Chatles P. Wallace, “Scooters on a Roll Again; Vespa Leads the Way as the Cheap and Cheerful Machines Return in Style—and to Record Sales,”
Time International, September 23, 1996, 38.
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market in 1994, and in 1996 expanded into the provinces of Jiangsu, Shandong, and Zhejiang.® But this
expansion proceeded much more slowly than anticipated when the central government initiated a credit
squeeze, and the government banned the sale of mopeds and motor scooters in some parts of China. Sales in
China in 1995 totaled USD36 million. Piaggio had fared better in its venture with an Indian company, which
brought USD200 million in sales in 1995 and anticipated production of 250,000 scooters in that facility in 1996.

In the European market, Piaggio had responded to the market upswing with a range of new products. Since
1995, Piaggio had launched 35 new models, from the basic 50cc scooter to the trendy Typhoon Benetton. In
further efforts to connect to the trend of scooters as fashion items, Piaggio launched a sponsorship deal with
Miss Selfridge and C&A (fashion stores) in 1994.

In 1996, after a USD21 million investment and three years of development, Piaggio launched new 50cc
and 125cc Vespa models. The 50cc model ran on the world’s first fuel-injection, two-stroke engine and was the
first and only scooter to meet 2000 EU requirements for exhaust and noise emissions. And while the original
Vespa barely reached downhill speeds of 40 mph, the 125cc model could easily reach speeds of 60 mph. Piaggio
hoped to sell 50,000 to 60,000 of these models in Europe in 1997.

Piaggio also planned to launch a new version of the 50cc Vespa with a revolutionary green engine in 1997.
The engine was powered by an innovative direct-injection system, internally developed by Piaggio engineers.
Piaggio estimated that the engine would reduce fuel consumption by 30% and pollution by 70%, but would
translate into a 15% price increase of I'TL.500,000 or USD350.

Production

Piaggio’s manufacturing process was almost completely vertically integrated. Its practice had always been
to develop the entire scooter design internally. A team of 700 engineers (out of a total of 5,000 employees)
would typically be involved in the design of any single piece of the scooter.

When Piaggio began manufacturing scooters, it possessed all of the technical capabilities in-house, and the
component-suppliers market did not exist. As demand grew, however, Piaggio fostered the development of an
Italian component-suppliers sector. This group of small companies was largely clustered around Pontedera.

Because Piaggio was the only large manufacturer purchasing from these small suppliers, the bargaining
relationship had always been clearly unbalanced in favor of Piaggio. Piaggio evenly granted its orders among
the suppliers to protect against the risk of component unavailability. Piaggio also limited its risk by forcing slack
capacity onto the component suppliers when sales were low.

While Piaggio purchased its low value-added components, such as shock absorbers, brakes, headlights,
speedometers, and seats, it maintained production of all of the key strategic components. Piaggio was one of
the few European manufacturers with the skills and scale to produce its own engines, which typically accounted
for approximately 30% of the overall manufacturing costs. Although the engine was not a differentiating factor
for customers, and the European engine models were of similar quality, Piaggio believed that the risk of
purchasing a pootly performing engine could seriously damage its reputation.

Piaggio’s strategy for new products had been to produce only a few carefully designed models that would
last several years. Because of its heavy investment in design, Piaggio’s success was linked to sales volume. The

8 “China: Motorcycle Maker Plans Accelerated Expansion,” China Daily, December 14, 1998.
9 Wallace, “The Next Mr. Fiat?”
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current plan to build its own green engine would place an even larger burden on Piaggio to maintain or increase
sales and to sell the new engine to its competitors.

Aprilia

Piaggio’s most recent competitive threat had not come from Honda or Peugeot, as might have been
expected, but from a small motorcycle maker based in Noale, Italy, 18 km from Venice. In 1996, Aprilia was
the second-largest motorcycle, moped, and scooter manufacturer in Europe and distinguished itself as the only
European firm to cover the entire range of two-wheelers, from 50cc scooters to 1000cc open-class motorcycles.
Further, Aprilia was the fastest-growing motorbike company in Europe, taking on bigger rivals such as Italy’s
Piaggio, France’s Peugeot, and Japan’s Honda. In 1996, the company was expecting sales of USD500 million,
a 400% increase over sales in 199210 and sales volume had increased from 55,000 to 165,000 from 1992 to
1995.

One company spokesperson noted: “|The] sense of wonder is Aprilia’s ability to surprise in everything we
do; whether it is with new models, innovative design, performance, or racing success.”!! Company owner Ivano
Beggio added that high-quality production and teamwork among all involved—from creators to shop floor
workers—were key.12

Aprilia engineers relied heavily on external suppliers, co-engineering the model, and outsourcing all of the
components. Resources that other competitors used for the manufacture of parts went instead to design,
marketing, and assembly. The result was one of the best examples in Europe of lean, network manufacturing,
or the “empty factory” as it was called by Italian organization experts. Aprilia worked closely with some 150
outside suppliers who furnished everything from engines and headlights to spokes and frames. Aprilia
purchased an engine manufactured by Minarelli under license from Yamaha. These engines had proved reliable
and relatively cheap and were produced on a very large scale.

In the past 10 years, Aprilia had brought more than 40 different models to market—sometimes in as few
as 12 months from initial concept. No other European or Japanese manufacturer had the capability to bring
motorcycles into full production that quickly. Aprilia’s ability to launch models when opportunities were
perceived and carefully target a niche segment of consumers provided a significant competitive advantage. In
1996 alone, Aprilia sold 18 models, each a top seller in its category.

One of Aprilia’s top-selling models was the Scarabeo 50cc scooter. Designed by an in-house team to
address the commuting needs of young urban professionals, the Scarabeo quickly became the best-selling motor
scooter in Italy after it was introduced in 1993. It smartly combined functionality for the dense traffic of Italian
city centers with a nostalgic look, which contributed to the transformation of the scooter into a fashion item.
Its success was so great that large manufacturers, Piaggio included, reacted quickly by introducing old-
fashioned-looking models.

10 John Rossant, “Aprilia’s Leader of the Pack,” BusinessWeek, June 10, 1996.
1A Sense of Wonder: Aprilia’s Voyage of Discovery,” Dealernews, February 1998.
12%A Sense of Wonder: Aprilia’s Voyage of Discovery,”
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Japanese Manufacturers

Japanese manufacturers had gained control of the scooter market in the 1980s with the introduction of
high-tech models that suited a larger percentage of market requirements. Japanese “global products” were
developed based on identifying the homogeneous needs across world markets and then building on those
common points to offer a mass-produced product with superior quality and low manufacturing costs. The
reduced manufacturing costs often translated into competitive prices or higher margins. Further, the focus on
“global products” led to a longer product life than that of the niche products. And the broad range of models,
from mopeds to motorcycles, helped to establish customer loyalty. Younger customers, who were happy with
their purchase of less-expensive bikes, were more likely to return to the same company for their next purchase.

This global strategy for both markets and products also allowed Japanese manufacturers to gain substantial
economies of scale in the production of their models. A Japanese model was regarded as successful after it
passed the 140,000 units-per-year mark, whereas a European model was a hit after 50,000 units per year.

More than 50 kinds of motorcycles sold in Europe were imports, mainly from Japan (56% of 1994 imports).
The percentage of imports from Japan was declining largely because Japanese manufacturers had transferred
productive assets for large motorcycles to the East Asian newly industrialized countries. Mopeds and scooters
had a low unit value that did not justify the transportation costs of the finished product. Consequently, three
Japanese manufacturers—Honda, Yamaha, and Suzuki—had developed European manufacturing and
assembly facilities, both through ventures with local manufacturers and fully owned plants.

Experts estimated that Japan controlled about 15% of total European production through license
agreements and financial holdings in local plants. Assembly operations of Honda, Yamaha, and Suzuki
accounted for one-third of Spanish production alone. Most successful Piaggio competitors in Italy (Aprilia,
Malaguti, etc.) purchased 50cc engines produced by Italian manufacturer Minarelli, under license from Yamaha.

Yamaha also controlled French manufacturer MBK and produced components in cooperation with other
companies. Announcing an agreement to manufacture starter motors with Ducati Energia (an Italian
motorcycle company) in 1995, the CEO of Yamaha Europe noted, “This is the first step in our strategy of
transferring production of components from Japan to Europe.”!3

Similarly, Honda owned and managed a facility in southern Italy and owned a 25% share of Peugeot MTC.
In June 1996, Honda announced it was establishing Honda Europe Motorcycle in Rome to “oversee its
motorcycle production and marketing operations in Europe.”'* The company would also manage R&D
activities for European operations. In 1995, Honda began producing 50cc and 100cc scooters at a rate of 34,000
vehicles pet year. Throughout 1996, the company added four additional scooters in the 250cc to 650cc range,
and Honda planned to double production to 94,000 units in fiscal year 1996.15

The Decision

During 1996, Piaggio had devoted its resources to the development and engineering of an engine with low
pollution and affordable manufacturing cost, and resources had already been committed to build a new
automated plant for the engine’s manufacture. The introduction of this green engine seemed the likely key
element to beating the competition. Still, there were some doubts about whether internal production of the

13 Ruth Sullivan, “Yamaha Drives for Expansion in Europe,” Eurgpean (June 2, 1995): 24.
14 “Honda Targets Enhanced Presence in European Motorcycle Market, ” Nikkei English News, June 25, 1996.
15 “Honda (7267) Expands European Scooter Business, ” Nikkei English News, December 10, 1996.
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engine was the best use of the company’s resources. The sales forecast for the Vespa (in Europe) was for around
350,000 units per year—a figure less than the minimum production required for the engine’s profitability.
Piaggio’s competitors were already beginning to equip their scooters with a similar Yamaha engine, signaling
that Piaggio would have to quickly decide whether to follow through with its current plan.
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