As Global Economy Shifts, Companies Rethink, Retool

By BOB DAVIS 

WASHINGTON—When leaders of the world's largest economies gather for a summit in Seoul this Thursday, their mantra will be "global rebalancing."

The idea is to change the world economy so that it relies less on American consumers and more on shoppers in China, Germany and other countries with big trade surpluses. The aim is to build a firmer foundation for global growth and avoid financial instability.

But it's far easier for politicians to talk about rebalancing than to achieve it. Over the weekend, Germany's finance minister Wolfgang Schäuble lashed out at the U.S., telling a German publication, "There are many reasons for America's problems—German export surpluses aren't one of them."

While government policies—exchange rates, interest rates, taxes, trade barriers—play a role, rebalancing depends critically on decisions made in corporate boardrooms.

CEOs are scanning the globe constantly, trying to discern whether American consumers are truly becoming thriftier, whether Chinese economic strength is sustainable and whether Europe is destined for slow growth. At the most practical level, rebalancing hinges on their success in selling more goods in lower-consuming nations such as China and Germany. 
"They are central to rebalancing," says University of Chicago economist Raghuram Rajan, a leading theorist of rebalancing. "They are the agents carrying it out."

A look at three companies—Briggs & Stratton Corp., a 102-year-old U.S. lawn-mower manufacturer; German luxury car maker BMW AG; and Gap Inc., the iconic U.S. apparel retailer—shows why rebalancing is bound to be slower, more complicated and riskier than finance ministers and their economic advisers suggest.

"How do you convince people to change behavior?" asks Friedrich Eichiner, BMW's chief financial officer. "It's very difficult." 
The Group-of-20 nations pledged last fall in Pittsburgh to rebalance growth, but so far there is scant evidence of fundamental change. Rather than shift to domestic consumption, China and Germany are reporting big gains in exports through August, though their trade surpluses are roughly comparable to 2009's recession-year trough. The U.S. trade deficit, meanwhile, is up 40% from last year.

BMW sales in China nearly doubled this year. The car maker is wary of relying too heavily on Chinese sales.

For companies, the global math is daunting. The U.S. consumer is such a large portion of the global economy that freer-spending consumers elsewhere won't easily make up any shortfall. Each percentage-point reduction in the annual savings rate in Germany and China—two countries with particularly big surpluses that have pledged to boost spending—would increase consumer spending by a total of just $42 billion.

By contrast, each percentage-point increase in the U.S. household savings rate reduces spending by $100 billion, estimates McKinsey Global Institute, the think tank of the consultancy. U.S. consumers now save 6% of their after-tax income, compared to just 1% in 2005. 
Each of the three companies finds rebalancing tricky, illustrating the scope of the challenge. 
For Briggs & Stratton, shifting business to China is hard because the Chinese buy few of the items it makes for Americans. Germany, meanwhile, is a small market for U.S.-style lawn mowers.

For the Gap, expanding in the competitive German market and in the fast-expanding Chinese market simultaneously requires different strategies and relentless trial and error.

For BMW, the challenge is maintaining balance: Its cars are such a hit in China that the German company's executives fear they are vulnerable to government interference or a bursting of a China bubble.

The Limits of Culture
Briggs & Stratton is looking to China, Germany, India and anywhere the grass grows to make up for lost U.S. lawn-mower sales. "It drives me crazy when I see people [overseas] on their hands and knees cutting grass" without power mowers, says the company's chief executive, Todd Teske.      

But the company's products are so tightly woven into the fabric of U.S. suburbia—what's more American than mowing the grass on a Saturday afternoon?—that Briggs & Stratton faces steep cultural hurdles to expand abroad. The emerging Chinese middle class live in apartments, not single family homes, so few need lawn mowers. German homeowners have smaller lawns, on average, than Americans, and don't need the powerful gas-driven mowers that are Briggs & Stratton's specialty.

The lesson: It's hard for many companies to quickly shift sales overseas because foreign consumers have very different tastes and needs.

When the real-estate market burst, so did Briggs & Stratton's U.S. sales. Earnings fell short of consensus estimates in 12 of 14 quarters between March 2005 and June 2008, according to FactSet Research Systems, a market research firm.

Briggs & Stratton has scaled back its hopes for U.S. growth. It figures the market for its lawn mower and other small engines will be just shy of 8 million engines this year compared to estimates of more than 11 million before the recession.

To cope, the company has slashed expenses, cutting its global work force to 7,000 by eliminating 2,500 U.S. jobs since 2005 and shifting output from unionized Wisconsin to southern college towns, where it could hire students as part-time, nonunion workers.

In theory, big growth could come from the lawns of Europe and the developing world, but American-style mowers aren't the rage overseas. While about one fourth of Briggs & Stratton's $2 billion in revenue now come from abroad, those sales have barely budged since 2006.

China does beckon—but not for lawn mowers. Briggs & Stratton has set its sights on the agricultural market, banking on Beijing spending heavily to mechanize farms as part of the next step in China's development. The American company has reworked engines that it produces in its Chonqqing factory, so they could be used in rice harvesters and planters.

Although Briggs & Stratton has a city-based network of dealers in China to sell generators and mowers, it needs a new set of rural distributors. The task is so daunting, Briggs & Stratton is looking for a Chinese partner that knows the rural market and also has an in with the government. Farmers who buy machinery endorsed by the government can receive subsidies of as much as 90% of equipment costs.

"The Chinese market won't move the needle one iota in the next two years," from current sales of less than $75 million, says Mr. Teske. "In three to five years, it could be a big business."

Two Markets, Two Strategies

The Gap tried to expand to Germany once before, but it failed and shut its 10 stores there in 2004. Now it's set to re-enter, only this time via the Internet instead of with bricks-and-mortar stores, hoping to save money.

The lesson: rebalancing is risky and expensive because of entrenched competition in many sectors, so many companies move cautiously. 
"Where do we find growth?" says Art Peck, the company's executive vice president. "We need to monetize our brands across economies and geographies." That's because in the U.S. sales have dropped by about 15% since the recession and, Mr. Peck says, American consumers remain "twitchy."

To help compensate, the Gap is embarking on a two-speed overseas strategy. It is going slow in Germany and other European countries, where it is improving its website so European shoppers can order in their own language and pay in their own currency. Relying on technology, the Gap figures, limits its financial risk in a slow-growth, high-competition market.

It makes sense to "gauge consumer interest" before investing more heavily in stores in Europe, where it long has had more than 100 outlets in Britain, France and Ireland, says Mr. Peck, a slim 54-year-old executive vice president, who dresses for work in Gap jeans and sports shirts.

Retailers have a notoriously difficult time succeeding overseas because they must learn to deal with different tastes, regulations and market quirks. They have a special role in global rebalancing, inducing consumers overseas to spend more through special deals and glitzy marketing.

Germany, one of the big hopes for rebalancers, is an especially tough market. Not only is it chock full of established competitors, but German consumers also aren't given to splurges. 
In Munich, Uta Juergens, a 43-year-old bookstore employee, and her 20-year-old daughter, Sabrina, stopped to chat outside an H&M department store, one of the Gap's big rivals. Mrs. Juergens doesn't own a credit card. Her daughter has one she limits strictly for Internet purchases. 
"When I don't have money, I can't spend it," Sabrina says approvingly. Neither show much interest in the Gap when they hear it will only be available online because they like to try on clothes before buying them, they say.

Wary of expanding more in Germany, the Gap is pushing hard in China, where it is opening four new stores in Shanghai and Beijing starting this week.

The Gap realizes it is facing plenty of competition already in China, including its global rivals H&M and Zara. It hopes to differentiate itself by offering an "Asian fit," with fewer curves, and undercut competitors on price on some items. Many Western retailers simply translate their U.S. or European prices into yuan, or mark them up further, turning jeans and blouses into luxury purchases for consumers who earn far less than their Western counterparts.

But even if the Gap and other retailers are a hit, it is unclear it will make much difference in the idea of turning China into a consumption-led economy.

A study by University of British Columbia economist Keith Head and two others of the impact of four Western retailers in China—Walmart of the U.S., Carrefour of France, Metro of Germany and Tesco of the U.K.—suggests that the stores actually increased Chinese exports. The retailers are such demanding buyers that their Chinese suppliers become more productive and better able to compete internationally.

Too Much of a Good Thing

For BMW, rebalancing is occurring more rapidly than it expected. But the car maker's top executives aren't celebrating: They worry about becoming too dependent on China.

The lesson: Fearing arbitrary government actions, companies are wary of relying too much on China.

Since the beginning of the year, BMW sales in China have nearly doubled to 114,000 vehicles, making it BMW's third-largest market. Meanwhile sales in the two larger markets, U.S. and Germany, have increased just 5% to a total of about 330,000 cars after falling sharply from pre-recession levels. That is precisely the kind of pattern that rebalancers have been hoping for.

China is now BMW's largest market for its largest and most profitable sedans. Bernstein Research estimates that 50% of BMW's operating profits come from China; BMW says that the profit number is a "lower two digit number."

"It's kind of a windfall," says Mr. Eichiner, BMW's 55-year-old CFO, in his Munich office. "But our strategy isn't to rely on that development. If you do, you lose your focus in the U.S. and Europe."

Overall, consumer spending makes up just 40% of China's gross domestic product, compared to 70% in the U.S. and 56% in Germany, and Chinese households save more than 25% of their disposable income.

The country's affluent class, though, spends freely, making luxury-goods makers big winners. Chinese who earn more than $100,000 are four times more likely than Americans with the same income to buy luxury cars, according to Bernstein Research.

Wealthy Chinese also hunt for high-end fashion, bags, shoes, perfume and other department store items. Chinese purchases of those items will grow 30% this year, to about $13 billion, according to the consulting firm Bain and Co., which says China will become the world's third-largest market for luxury goods, behind the U.S. and Japan, in the middle of the decade.

BMW's senior management says 100% growth is unsustainable, but how much should BMW plan on—20%? 30%? If it overestimates, the company fears getting hammered in a bust.

Even more daunting is the political risk of doing business in an autocratic government whose policies can change suddenly. Mr. Eichiner says he is especially concerned Beijing may want to give domestic small-car producers a boost by crippling imports of BMWs and other larger vehicles through fuel-efficiency regulations or taxes.

So, BMW is downshifting. While it makes one big sedan especially for the Chinese market, it isn't ramping up production enough to fill all its Chinese orders. It wants to make sure it has sufficient supply for the U.S. and Germany.

The company is also counting on the U.S. to rebound more quickly than doom-and-gloomers think, making rebalancing less necessary than the leaders gathered in Seoul believe. It is even reconsidering its decision to cancel a new large SUV, which was meant mainly for U.S. buyers.

"I don't think the U.S. savings rate is sustainable at a level of 6% or 7%," says Mr. Eichiner. Once Americans feel confident again, they'll spend, he says. "It's how Americans are coined."
