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Exhausted, frustrated, and overwhelmed, Cecilia Levine was unable to fall asleep.  It was now the summer of 2005, and the past few months had been some of the most tiring and difficult of her life.  She reflected on how her company, MFI Intl., had gone from an initially promising prospect of producing pantyhose for Sara Lee, the largest pantyhose supplier in the United States, to looming bankruptcy.  The most frustrating part about the situation, she thought, was that her company was not at fault.  Sara Lee Corporation simply would not honor the terms of its contract with her.  


Levine thought about the crippling loans she had taken out to pay for equipment—specifically for this contract—her employees whom she genuinely cared for, and her children who had always looked to her for guidance. If Sara Lee did not uphold the contract, her company would go bankrupt within months.  The company Levine grew from a one room, one employee maquiladora
to a multi-million dollar manufacturing company would be destroyed.  Twenty years of blood, sweat and tears would be for nothing.  Levine tossed in her bed, thinking of how she could compel this multinational American corporation to uphold their agreement.  Levine knew the endeavor was daunting and possibly unattainable, but this was not the first time she had experienced adversity.  She had to make this happen.  Her employees and family were depending on her.
Company Background

Cecilia Levine and her husband moved to West Texas in the late 1970s.  She was a talented seamstress and began earning a little extra money while staying at home and caring for her family.  Levine began sewing garments for plus-sized women.  After she and her husband divorced, Levine was forced to provide for herself and her four children.  Even though she had never started or managed a business, her experience producing custom garments became invaluable.  Levine knew she could provide a living for herself and children by producing clothing.

Levine returned to her hometown of El Paso, Texas, with her children and started her own sewing business, MFI Intl.  She proceeded to manufacture her first line of maternity nightgowns and clothing for plus-sized women. At first, Levine was the only employee of the company.  She solely produced all of her garments in a small room with one sewing machine.  As her reputation in the community grew, Levine gradually received larger and larger orders from customers.  Levine realized she would need to hire additional employees to sustain her company’s growth.  She decided to do this by taking advantage of her Mexican heritage and creating a maquiladora across the border in the town of Juarez, Mexico.  A maquiladora is a Mexican assembly plant that imports materials on a duty and tax-free basis for assembly or manufacturing and then exports the finished product back to the originating country.  This allows the producer to take advantage of low-cost Mexican labor.


There were several Mexican regulations that constrained the additional hiring of employees.  Mexican labor law requires employers to pay employees for at least 46 hours a week regardless of need and makes firing employees difficult and costly.  Hiring more employees meant Levine had to find a more consistent flow of business in order to keep her company afloat.

Levine’s business experience was limited.  She was not only unsure of how to grow her business in a sustainable manner, but she also did not know how to write a business plan or create financial projections.  Levine would not allow these obstacles to impede her company’s success, however.  She suggested, 

It was my desire to succeed that pushed me through.  I just knew I had to make money to support my children.  My business was for my livelihood.


Levine knew that her determination, vigilance, and self-sacrifice had to be enough.  The combination of Levine’s hard work and business integrity allowed her to secure consistent contracts with large U.S.-based manufacturers producing jeans and various garments.

Relationship with Employees


The relationships that existed between Levine and her employees could be a model for any company.  Levine genuinely cared for her employees; and they, in turn, cared for her.  Levine always treated her employees fairly and with respect, and regarded them as family.  When Levine walked through her plant, she could name all 400 of her employees and knew each one on a deeper level.


The sincere relationship that existed between Levine and her employees was exemplified daily by the two parties’ interactions.  One example of the trust and care between Levine and her employees occurred when the power went out one day in Juarez.  On that particular day, MFI Intl. had a contract to make 18,000 slippers per week.  She was required to ship her weekly slipper production every Friday.  Once the shipment left Levine’s warehouse, the slipper customer would simultaneously pay her.  It was imperative that Levine met this deadline because her ability to pay her employees’ weekly salaries was contingent upon the Friday shipment being sent out.

On that Friday afternoon when the power was out, the employees waited for the lights to come back on; but after hours in the dark, Levine finally decided to give up and call the slippers company.  She had decided to tell them that her company would not be able to make the deadline that week.  She told all of her employees to go home.  However, her employees were not willing to give up just yet.  They told Levine that they would stay and wait for the electricity to come back on.  Furthermore, they told Cecilia she did not even have to pay them for the idle time they would endure while waiting for the electricity to be restored.  Levine’s employees knew the importance of this deadline and how it would affect Levine’s company if the shipment were not sent out on time.


Everyone waited in the dark until the electricity finally was restored, and then they got back to work.  Despite the time crunch, they were able to get the shipment together by the appointed time that evening.  The completion of the shipment was met with the employees’ cheering, laughing and singing as the truck rolled away.

Contract with Sara Lee


MFI Intl. grew steadily from the late 1980s into the 1990s.  The profits of MFI Intl. and other maquiladoras began attracting the attention of large U.S. based manufacturers.  The largest U.S. apparel manufacturer at the time, Sara Lee, approached MFI Intl. in​​​​ 1997 with a request for the company to manufacture 95,000 pairs of pantyhose over the course of five years.  Levine was excited but cautious about the opportunity offered to her company.  She knew MFI Intl. would need to take on a significant amount of debt to expand and purchase the required equipment for the contract.  MFI Intl. drew up a contract in which MFI Intl. would purchase the manufacturing equipment needed to produce the pantyhose. However, the contract provided that if Sara Lee were to terminate the contract, the American corporation would cover the debt of the equipment.  With the backing and assurance of an American contract, Levine’s company purchased the equipment from Sara Lee for nearly $1 million and began production.

Unfortunately, problems began almost immediately.  According to Levine, the purchased equipment was “garbage equipment,” and her company had to fix it before production could begin.  Once the equipment was fixed, MFI Intl. began production.  Levine soon implemented a continuous improvement program as a part of the production process. Sara Lee was very pleased with MFI Intl.’s manufacturing process and began using its production specifications and layouts for their other plants.

Maquiladora Industry


According to a report filed by the Government Accountability Office (GAO) of the United States, Mexico’s Maquiladora Program had been a central feature of the U.S.-Mexican border.  The U.S.-Mexican border was nearly 2,000 miles long and included four U.S. states (Arizona, California, New Mexico and Texas) and six Mexican states (Baja California, Chihuahua, Coahuila, Nuevo Leon,Sonora, and Tamaulipas).  Figure 1 below shows the U.S.-Mexican border, including all U.S. and Mexican border-states, some Mexican border-cities with varying concentrations of maquiladora plants, and some ports of entry on the U.S. side of the border.

The GAO report also reported on the population growth along the border.  During the 1990s, the population along both sides of the border had significant growth.  On the U.S. side, the population increased 21 percent, considerably more than the overall U.S. population, which grew by 13.1 percent.  Yuma, Arizona, and McAllen, Texas, respectively, were the third and fourth fastest-growing metropolitan areas in the United States.


Population on the Mexican side of the border increased even faster, growing by 32 percent between 1990 and 2000.  The majority of the border’s residents lived in communities along the border that were composed of twin cities—a city on each side of the border—such as San Diego/Tijuana and El Paso/Juarez.  The San Diego/Tijuana area had a combined population of about 4 million, and the El Paso/Juarez area had a population of over 1.9 million.


In 1965, the government of Mexico established the Maquiladora Program as part of the Border Industrialization Program (BIP).  Under the BIP, Mexico encouraged foreign corporations and entrepreneurs to establish operations along the northern border to provide employment opportunities for Mexican workers displaced after the termination of a temporary cross-border work arrangement known as the Bracero Program.  Also known as “in-bond” plants, maquiladoras were allowed to import temporarily, on a tax-free basis, raw materials and components for processing or assembly by Mexican labor and to re-export the resulting products, primarily to the United States.

The maquiladoras evolved over the next four decades.  In the mid-1960s, maquiladoras were primarily basic assembly operations taking advantage of Mexico’s low labor costs.  By the 1980s, U.S. multinational corporations representing various industrial sectors had established maquiladora plants along the U.S.-Mexican border.  Japanese and European companies also established maquiladora plants in Mexico to compete in the U.S. market.  Since the 1980s, some firms have moved from low-skilled assembly work to more advanced manufacturing operations. Researchers from Mexico’s Colegio de la Frontera and San Diego State University noted that the number of “technical workers” employed by maquiladoras increased significantly from the early 1980s to the 1990s.  Some maquiladoras employed workers in development and design as well as manufacturing.  For example, Delphi Automotive in Juarez, the largest private employer among maquiladoras in Mexico, is a sophisticated research and development center that employed hundreds of highly skilled workers and engineers.


Over the decades, as maquiladoras evolved and expanded, the term maquiladora was used loosely to refer to almost any subsidiary plant of a foreign company involved in export from Mexico, particularly those located along the U.S. border.  Firms were required to register with the Mexican government to be considered maquiladoras.  Once registered, they were eligible for several key benefits, such as preferential tariffs on inputs and machinery, and simplified Mexican customs procedures.


Along with the Maquiladora Program, the North American Free Trade Agreement (NAFTA) also affected the U.S.-Mexican trade relationship.  NAFTA was an agreement between the United States, Mexico and Canada negotiated in 1992 that became effective on January 1, 1994.  Provisions were established within this agreement for the elimination of tariffs and other barriers to U.S.-Mexican bilateral trade by 2008.  NAFTA also required Mexico to change certain provisions of the Maquiladora Program, such as elimination of duty-free benefits for imports of components from non-NAFTA countries.  Trade between the United States and Mexico sharply increased after NAFTA’s inception.  Much of this trade involved “production sharing,” whereby final goods were produced with parts, labor and manufacturing facilities from the United States and Mexico. Firms were able to increase specialization, optimize low labor costs in Mexico, and achieve other efficiencies.  Under the Maquiladora Program, production sharing was a key benefit to U.S. companies like Sara Lee, and this program opened new business opportunities to entrepreneurs like Levine.
History of Sara Lee Corporation

Until 1997, Sara Lee Corporation was considered to be a high growth company.  Sara Lee built its brand by introducing new products and expanding into new markets.  In the ten previous years, the company grew sales at an 8 percent constant annual growth rate (CAGR).  Net income was a CAGR of 13.2 percent and book value grew at a CAGR of 10.8 percent.  The market rewarded Sara Lee with a share price of nearly $26, up from $3 ten years earlier.

But after ten years of outstanding growth, Sara Lee began to struggle with its own size.  Years of acquisitions created a confusing and unfocused conglomerate.  In late 1997, management announced a new three-year strategic program to “more tightly focus its business activity and make the Corporation more competitive.”  The program was centered on “de-verticalization,” which involved the divestment of operating assets used in production.


Sara Lee was the U.S. leader in sheer hosiery with well-known brands including HANES, L’EGGS, DONNA KARAN and DKNY.  Legwear products accounted for 10 percent or more of the company’s revenues from 1997-2000.  Unfortunately for Sara Lee, there was a worldwide decline in demand for hosiery, posting 4 percent, 7 percent, and 4 percent sales declines in 1997, 1998, and 1999 respectively.  To counter this decline, Sara Lee focused on high margin products.


Restructuring program.  In 1999, Sara Lee was well into their restructuring program, which was called internally “Project 2000.”  Management attributed the need for this restructuring to changes in the global economic environment.  While traditionally corporations had relied on vertical integration in production to assure a readily available product source that met quality standards, globalization was beginning to change how companies thought about supply sources.  (See Exhibit 1 entitled “Sara Lee Global Business Practices.”)  An excerpt from Sara Lee’s 1999 Annual Report reads as follows:
The emergence of alternative sources of competitively priced manufacturing products, particularly in the apparel industry, has allowed the corporation to purchase manufactured goods from a number of suppliers and thereby lessen the corporation’s reliance on its own manufacturing facilities.  By the end of fiscal 1999, Sara Lee had sold or closed more than 100 facilities and entered into 30 outsourcing agreements.


However, restructuring a company of this size would prove to be very challenging.  In 1999, Sara Lee had 27 “megabrands,” which were brands with sales of at least $100 million annually.  Sara Lee competed by offering high value products using low-cost sourcing and marketing these products using its megabranding strategy.  The megabranding strategy utilized marketing various products through common packaging, promotion, and advertising.


In late 2000, Sara Lee announced the appointment of a new CEO, Steven McMillan, who had been with the company since 1974.  Along with the changing of the guard came another call for restructuring and a “stronger focus on basic, branded, non-fashion, repeat-purchase items.”  This led the company to arrange for the divestment of a number of its apparel lines including Coach and parts of Champion that it deemed inconsistent with its strategy.  Another aspect of this strategy included the establishment of a worldwide sourcing and design infrastructure for their intimate apparel business.
 

Analysts saw the restructuring as necessary, and one analyst at Morningstar commented:

After years of growing through willy-nilly acquisitions, Sara Lee had become bloated and unfocused, but over the past year it has embarked on an ambitious restructuring plan designed to focus on its core strengths of food and apparel.  While the results so far have been decidedly mixed, we think the stock’s price is probably low enough to make it worth buying.

In the same report, however, was a note stating that the intimates and underwear division ended a rough year with double-digit sales and profit declines in the June quarter.


To combat losses in its Hosiery business, Sara Lee began to introduce new products in 2001 such as Hanes Silk Reflections Toeless, which took advantage of the trend to open-toe shoes and sandals, and L’eggs Care hosiery products that had aloe vera lotion built in to smooth and invigorate the legs. The company also improved manufacturing productivity with higher-quality yields and increased knitting efficiency.  In an effort to optimize distribution, the company introduced Hanes branded hosiery lines in both Nordstrom and Sears stores.


The company did note that the sheer hosiery business was very competitive in both the United States and Europe, and worldwide demand for hosiery products had declined over the last three years.  In the United States, Sara Lee’s biggest competitors were other hosiery companies, with the primary methods of competition being quality, value, and function.  “Other hosiery companies” included Warren Buffett’s Fruit of the Loom, which Mr. Buffett bought out of bankruptcy in early 2002.


In 2002, Wal-Mart named Sara Lee its “Intimate Apparel Vendor of the Year,” based on strong sales of the Hanes Her Way brand, and “Sock Vendor of the Year,” based on the strength of Hanes.  Hanes maintained its number one position in the United States bra category with 30 percent of dollar sales as well as a strong position in the legwear category in North America and Europe.  Premium brands such as Hanes, Donna Karan, and DKNY were sold in department and specialty stores, while brands like L’eggs were sold to supermarkets, warehouse clubs, discount chains and convenience stores aimed at the price-conscious consumer.




Intimate apparel and underwear.  Figure 2 identifies the locations, as of 2002, of all Sara Lee facilities containing more than 20,000 square feet in building area by line of business.
Figure 2

Sara Lee Facilities and Square Footage, 2002

	United States Facilities (8 states)
	Approximately 14.1 million square feet

	International Facilities
	Approximately 13.7 square feet

	Argentina
	Morocco

	Belgium
	Northern Ireland

	Brazil
	Philippines

	Canada
	Puerto Rico

	Costa Rica
	Romania

	Dominican Republic
	Scotland

	El Salvador
	Spain

	France
	South Afric

	Germany
	Sri Lanka

	Honduras
	Tunisia

	Italy
	Turkey

	Mexico
	United Kingdom



By 2003, Sara Lee’s hosiery products were truly a worldwide brand, produced and sold all over the world.  During that year, Hanes and Hanes Her Way socks experienced strong growth leading to a number one market share of 17.5 percent.  A Morningstar analyst noted the division’s upswing and four straight quarters of operating profit growth in his commentary:
Sara Lee’s intimates and underwear division, representing more than one third of sales, is where the real benefits of brand-building and restructuring are paying off.  Consistent marketing support of the Hanes and Playtex brands helped the division through a tough price war with Fruit of the Loom, and operating income more than doubled in the first half of fiscal 2003.  With number-one market share in intimates, socks, hosiery, and activewear, plus lots of new products coming down the pipeline, this division is in good shape.




World Trade Organization and import quotas.  Page three of Sara Lee’s 2004 Annual Report stated that on January 1, 2005, the World Trade Organization would complete a 10-year plan phasing out import quotas that limited the number of apparel products that could be imported into the U.S. from certain countries around the world  Of the 180 countries that shipped apparel products to the US., there were 46 countries at the time that had import quotas with China included.  Sara Lee’s management commented:
Sara Lee sources products from a number of different countries and is continually evaluating its sourcing options.  We will continue to evaluate our product sourcing strategies in light of these changes, including the ability to relocate production sourcing to lower cost locations that previously may not have been available due to the import quotas.  It is unclear what the long-term implications will be from the elimination of these quotas.


Management also announced the initiation of a strategic review of options for its European apparel business as a part of a larger review of the Company’s brand portfolio.  No decision regarding its options was expected until the second half of 2005.

New management, leaner Sara Lee.  After serving as COO for a few months, Brenda Barnes was appointed CEO of Sara Lee in February of 2005.  Previously CEO of PepsiCo, Barnes’ plan was to aggressively reallocate capital and divest brands accounting for 40 percent of sales. (See Exhibit 2 entitled “Sara Lee Financials from 1993 to 2005.”)  This new restructuring plan would focus Sara Lee’s business into three lines of business:

· Sara Lee Food & Beverage which consisted of the bakery, packaged meats and Senseo coffee retail businesses in North America.

· Sara Lee Foodservice which consisted of the bakery, coffee and meats foodservice businesses in North America.

· Sara Lee International which consisted of the bakery and beverage businesses outside of North America, the global household products business and the European packaged meats business.

In doing this, Sara Lee would spin off its Branded Apparel Americas/Asia businesses into an independent public company.  The spinoff would be completed in fiscal 2006.
 

Decision

Early in their partnership, Sara Lee asked Levine to allow them to take over her operations, but they insisted that they would still pay MFI Intl. a management fee.  Levine was forced into accepting their terms because the company was too big for her to fight.  Simultaneously, Sara Lee also extended their contract with MFI Intl. to eight years.  
Shortly after these changes, Sara Lee’s VP of Operations visited Levine in El Paso.  He praised Levine and her company on the quality of the manufacturing process that her company provided for Sara Lee. After showering Levine and MFI Intl. with compliments and praise, the VP of Operations turned to a more unsettling topic.  He explained that Sara Lee was shutting down Levine’s plant, but he assured her that she didn’t need to worry.  The contract which they had signed would be upheld.  He further suggested that Levine simply needed to follow the company’s instructions for shutting down the plant. One of these instructions was to withhold from the employees the decision to close the plant.  
Levine sighed as she thought about this conversation and her options. If she decided to deviate from the contract or specified instructions of Sara Lee regarding the plant closing, she would likely go bankrupt.  There were no bankruptcy laws in Mexico: her assets would literally be liquidated and distributed among entities to whom she owed money.  Sara Lee had suggested that they might have grounds to break the contract because MFI had not reached the specified performance metrics agreed upon in the contract.  Levine, however, knew this was false.  MFI Intl.’s manufacturing process was so efficient that Sara Lee actually copied their factory layout and production processes to use in other plants.  Levine even had production data that showed her company’s achievement of the performance metrics.
Levine arranged a meeting with the Sara Lee’s VP of Operations to discuss the matter.  

Challenge: First, if your team were consulted by Levine before the meeting, what practical and ethical advice would you offer her? Second, starting from ideas presented in the case, what recommendations for ethical leadership can you offer to entrepreneurs in general?
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