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Chapter 5

Global Value Chain Configuration

“A global business has an enormous intellectual advantage.  Our medical or plastics businesses are examples of that.  The aircraft engine business is a global export business.  It has high barriers to entry and a lot of technological capital associated with it.  It is built on a global supply network with local partners who, depending on expertise in each region, also support a global market.  Scale is important.  On the other hand, the appliances business is more local.  Local customs are different. Barriers to entry are lower. Technology is global but relatively straightforward. Low selling prices and transportation costs make exports difficult.”

Jack Welch, CEO, General Electric*

Introduction

Firms can be in business only if the activities they perform add value for their   customers. If they can add value efficiently and effectively and charge a price which is more than the total cost of the activities, they can make a profit. The value chain, a concept developed by Michael. E. Porter, is a useful tool for analysing the value adding activities of a company.  While the value chain is important for all companies, in the case of global companies, a highly sophisticated and well-coordinated approach to value chain management becomes critical. This is because global companies can and must locate different activities in different countries to optimise the efficiency of the value chain as a whole.  In this chapter, we look at some of the important value chain activities of a TNC.  Since marketing deserves a more detailed treatment, we cover it separately in the next chapter.  


Global value chain configuration increases competitive leverage by helping a company access global resources and capabilities. In a multi domestic strategy, each subsidiary’s competitive position is determined locally. On the other hand, global companies, by taking an integrated view of their  worldwide activities, are better equipped to generate higher efficiencies. Having said that, managing a network of activities spread across the world is inherently more difficult and complicated. Bad management of globally dispersed value chain activities can create problems instead of generating competitive leverage.

===================================================================
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Financial Times, September 30, 1997.

The Value Chain 

Before we proceed further, it is useful to identify the main value chain activities of a typical business. Based on Porter’s framework, we can categorise these activities into two groups: - Primary and Support. Primary activities include inbound logistics, manufacturing, outbound logistics, sales and service. The support activities are firm infrastructure, human resource management, technology development and procurement. Two points need to be stressed at this stage. Each of these value chain activities can be further divided to facilitate a more thorough analysis. Even if the firm does not itself perform all these activities in-house, it still has the job of ensuring that the outsourcing partners are efficient. Thus, a thorough analysis of all the activities that make up the chain, extending from the basic raw materials suppliers to the final customers, becomes necessary to identify scope for improvement and remove inefficiencies where they exist. Indeed, this is the essence of what has come to be known as Supply Chain Management, i.e. managing the activities that stretch from the “suppliers’ suppliers’ to the customers’ customers.”  While analysing the value chain, not only is it important to examine each activity to see if it is being performed efficiently, but also to see how the activities together add value for the customer. In other words, we need to look at both local efficiency and overall effectiveness, when we study the value chain. 

Generic Strategies 

Here again, Michael Porter’s framework comes in handy. A global company can generally follow two broad approaches – cost leadership and differentiation. Firms that compete on the basis of cost leadership keep prices under check by controlling costs. On the other hand, differentiation implies a focus on factors such as quality, technology, brand name and innovation. 


Firms pursuing cost leadership, often concentrate on attaining global economies of scale by keeping key elements of the value chain within their home country. While making overseas investments, they look at countries with a reasonably stable environment in terms of tax laws, local content norms, tariffs, etc., since sudden changes can play havoc with the cost structure. At the same time, to reduce vulnerability to possible fluctuations in exchange rates, it often makes sense to disperse the firm’s value chain to some extent or duplicate some activities across a few countries. This creates the required flexibility to shift activities across countries based on currency movements.  


In the case of a differentiation strategy, non-price factors are more important.  Cost control is not so important an issue. Such firms compete on the basis of their ability to offer a superior value proposition. As such, appreciation of the home currency vis á vis other currencies may not have a severe impact.

Thinking global, Acting local: Mc Donald’s in India

The experience of McDonald’s in India illustrates some of the challenges which MNCs face while operating in the country. McDonald’s became serious about entering India in the early 1990s. Company executives who visited the country realised the peculiarities of the Indian market.  Beef was taboo among the Hindus and pork among the Muslims. Many Indians preferred vegetarian food. This prompted McDonald’s to think seriously in terms of vegetable and mutton burgers. Another issue which McDonald’s faced was the need to develop a well-oiled supply chain in a country notorious for its poorly developed transportation infrastructure.


Realising that a local partner could play a significant role, McDonald’s decided in favour of a joint venture. As a matter of fact, keeping in mind the size of the country, McDonald’s set up two joint ventures, one based in the western city of Mumbai and the other in the capital New Delhi located in the north.


McDonald’s began operations by importing virtually all the equipment needed, but by 1999, imports of equipment had been reduced to 70%. McDonald’s sources are confident that by 2002, this will be further reduced to 30%. McDonald’s has also persuaded OSI Industries of the US (supplier of chicken related products) and Kitchen Range Foods of the UK (vegetable based products) to set up operations in India. Both these companies have formed joint ventures in which McDonald’s has a majority stake. These units currently supply chicken patties, vegetable patties, pineapple and apple pies and vegetable nuggets.  For sourcing cheese, McDonald’s has tied up with a local outfit called Dynamix Dairies based in the western Indian state of Maharashtra. McDonald’s global cheese suppliers have been actively involved in transferring their expertise to the Indian supplier. The company has tied up with Foodland for setting up distribution centres for the restaurants in Mumbai and Delhi. These centres are responsible for procurement, quality control and delivery to restaurants. DHL’s Indian partner, AirFreight handles Mc Donald’s logistics requirements.


One problem which has been worrying McDonald’s is realty acquisition. McDonald’s Indian partners explain diplomatically that though the government has been quite supportive, there is a need to speed up things. Some 50 different clearances and as many as 24 No objection Certificates are needed while acquiring property.


McDonald’s local partners admit that they have been learning a lot from the global restaurant chain. Radha Krishna Foodland’s chairman, Raju Shete* explains: ”Our association with McDonald’s has been a great learning experience. McDonald’s has helped us gain knowledge and technology required to manage world class distribution centres, which did not exist earlier in this country. Developing an equivalent expertise on our own would have taken us 10 to 15 years. McDonald’s houses vast resources, which suppliers like us have access to, whenever we need it. They showed us new directions in the area of cost consciousness, cleanliness and waste control, thereby enabling us to substantially enhance total quality and reduce distribution costs.” McDonald’s sources add that since operations began in 1996, truck capacity utilisation and operation of processing plants have significantly improved due to better ordering /forecasting procedures.


McDonald’s seems to have achieved a slow but satisfactory start by establishing itself in Mumbai, India’s most important city. However, to generate huge volumes, it has to go into the smaller cities and towns. The task involved is fairly challenging in a country characterised by linguistic and cultural differences and well entrenched local food habits. Only time will tell to what extent McDonald’s succeeds in India.

===================================================================
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Business India, October 4-17, 1999


While selecting a generic strategy, some pitfalls need to be avoided.  A firm pursuing cost leadership cannot afford to offer a product with little perceived value for customers.  Such a product, even if priced low, will fail. On the other hand, a firm which pursues differentiation should not charge an unreasonable premium, in relation to the additional value offered.  To that extent, pricing is an important issue even for firms competing on the differentiation plank.  

The issues involved 

A truly global company configures its value chain activities across different countries to maximise efficiency and effectiveness. In simple terms, efficiency can be understood as 'doing things right’ and effectiveness as 'doing the right things.' A global company attempts to cut costs by shifting activities to regions with low wages, low taxes and government incentives. Though cost is an important consideration while deciding where to perform an activity, other strategic benefits should also be carefully examined. For example, the location of research activities may be more influenced by the skills of the locally available manpower than by the wage rates. On the other hand, a low value adding activity such as assembly of CKD (completely knocked down) kits may be located in a low wage country. For design of automobiles, the US continues to be the most important country, but when it comes to assembly, countries like Thailand and Brazil are becoming important.  A transnational company would combine both comparative (cost) and strategic advantages to generate what Yip refers to as a globally leveraged strategy.  We shall examine in detail, later in the chapter, how TNCs do this.


The traditional approach of MNCs has been either to concentrate most activities in the home country, or alternatively, duplicate some value chain activities such as production and sales & service in individual countries. If a company performs most or all of its value chain activities in its home country and exports to several overseas markets, it cannot be considered truly transnational.  Microsoft for example has located most of its high value adding development activities in its home country, the United States. While Microsoft is quite obviously the global leader in the software business, it does not have any sophisticated value chain configuration across countries. On the other hand, a company such as SAP, with its development activities in both
Germany and the US, is more transnational in its approach to doing business.  As we shall just explain, there is nothing wrong in Microsoft's approach.


TNCs formulate their strategies without being biased by an ethnocentric (home country) or a polycentric (foreign subsidiary) mindset. They do not hesitate to relocate activities away from the home country if strategic or cost benefits can be generated. At the same time, they will not move out activities to overseas locations just to appear more international. Microsoft is a good example, even though it does not meet the definition of a TNC in the classical sense.  Located in a strategic market where the most demanding customers reside, where highly skilled manpower is available and where innovation is a way of life, it makes sense for Microsoft to retain most of its product development activities in Seattle. The role of subsidiaries, in the case of Microsoft, has to be defined in terms of local marketing, after sales service, protection of intellectual property rights and minor customisation, such as development of local language software. SAP on the other hand, is headquartered in Germany, which is a strategically less important market for computer software, compared to the US. This also explains why SAP has shifted many of its major development activities to the US.
Figure - A

A framework for combining efficiency and effectiveness*


Research & Development

Consider research & development (R&D) a critical function for technology driven TNCs. Three broad approaches are possible to managing R&D activities across the worldwide system. In the centralized approach, the headquarters takes responsibility for setting objectives and planning projects. While foreign R&D managers implement these plans, formal communication channels and monitoring mechanisms are used to control the different ===================================================================
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Based on the model developed by George S Yip, “Total Global Strategy,” p 101.

activities. In some cases, managers from the headquarters may be deputed to the subsidiaries to oversee implementation. In a decentralised approach, the subsidiaries have considerable freedom in setting objectives and planning projects. The parent company’s role is limited to providing broad policy guidelines. Foreign subsidiaries negotiate with the parent company’s management and divisions through informal channels of communication. Finally, in a mixed approach, both parent and subsidiaries are closely involved in R&D management. Both make important contributions and their managers jointly approve strategic projects. 

The centralised and decentralised methods have their own advantages and disadvantages. In the centralised approach, synchronizing R&D plans with corporate strategy and resource allocation is very easy. On the other hand, resistance from subsidiaries to ideas being imposed from the top is likely. There is also a possibility that R&D managers at the headquarters may try to handle more than they are capable of. In a decentralised approach, these problems can be avoided. Unfortunately, all overseas R&D projects may not be in line with corporate objectives. Subsidiaries may pursue research in those areas which they understand best. Coordination across the worldwide system is also more difficult in a decentralised set up. As such, a mixed approach which is a cross between the two is likely to be more beneficial. 


Kuemmerle* has suggested a framework for categorising overseas R&D  centres.  He feels that a distinction must be made between home base augmenting sites and home base exploiting sites.  Home base augmenting sites aim to tap knowledge from competitors, customers and universities from around the globe. Information essentially flows from the overseas laboratories to the headquarters.  Such sites should ideally be located in regional clusters of scientific excellence, where there is scope to tap new sources of knowledge.  These centres should preferably be headed, at least initially, by prominent local scientists who can nurture ties between the new site and the local scientific community.  


Home base exploiting sites are typically set up to support overseas plants and to modify standard products to suit local tastes. Information essentially flows from the headquarters to the overseas laboratories.  Home base exploiting R&D centres should ideally be located close to large markets.  Such facilities should enable the speedy transfer of technology from research to manufacturing. Home base exploiting centres should, in their early phase, be led by highly respected managers, who are familiar with the company's culture and systems.  Their primary responsibility is to forge close ties ===================================================================
*
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between the new lab's engineers and the foreign community's manufacturing and marketing facilities.  


Notwithstanding the distinction between the two types of R&D centres, Kuemmerle points out that leaders should have some essential attributes and skills.  They should be respected scientists with proven managerial capabilities, a comprehensive understanding of technology trends  and the capability to integrate the new site into the company's existing R&D network. The local R&D heads should also have the requisite negotiating skills to overcome barriers when dealing with local universities and scientific communities.


Even though there has been much talk about global configuration of R&D activities, many companies continue to do the bulk of their R&D in their home country.  According to Professor Georges Haour1 of IMD Lausanne, in the late 1990s, over 90% of a typical company’s R&D activities continued to be performed in its country of origin.  Novartis, one of the global leaders in the pharmaceuticals industry, for instance, performed two thirds of its R&D in its home country, Switzerland, which accounted for only about 2 percent of its sales.  In the case of Japan, only 3 percent of R&D efforts were carried out in overseas locations.

The Matsushita Experience2
Consider Matsushita Electric, the global consumer electronics company, which owns such famous brands as Panasonic, National and Technics. In its initial phase of globalisation, Matsushita followed a highly centralised global R&D strategy. From the late 1970s however, Matsushita began to feel the need for greater decentralisation. In 1976, Matsushita set up its first overseas lab in the US. By 1997, Matsushita had set up 13 major labs in foreign countries – seven in the US, three in Asia and three in Europe. Many of these labs were established for adapting products for the local markets. They also took advantage of locally available technological information and skilled personnel. In some countries such as Taiwan and Singapore, Matsushita established R&D centres for spreading “technology for the benefit of mankind.” 


To start with, Matsushita’s parent labs for the different divisions, set up overseas labs and provided them with enthusiastic support. The system succeeded in the development of different overseas labs, but failed to achieve the desired coordination among them. Besides, funding remained essentially ===================================================================
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This section and the next draw heavily from Sadanori Arimura’s 1999 article “How Matsushita Electric and Sony manage Global R&D”, www. online journal. net.
top down. Between the late 1980s and early 1990s, as the R&D network grew in size with the establishment of eight overseas labs, Matsushita realised the need for improving its structure and systems. 


While parent labs retained the primary responsibility for managing overseas labs, Matsushita put in place an R&D subsidiary in the US (1987) and an international R&D centre at its headquarters (1988). In 1995, Matsushita created a new post, ‘Executive Officer in charge of overseas labs’ and set up an overseas R&D office at the headquarters. Unlike the international R&D centre, the executive officer leading the overseas R&D office, was given line function responsibilities. The authority and responsibility for managing most of the overseas labs were transferred from the parent labs to this officer. Only a few labs were controlled by regional headquarters, foreign subsidiaries and business divisions in Japan. 

Matsushita also categorised overseas R&D projects into Global projects, that involved strategic themes and collaboration among several overseas labs, and Local contribution projects, that involved local themes and could be executed locally. By the late 1990s, 40% of the funds required for overseas R&D expenses was being provided locally. Collaboration among different R&D units in Matsushita’s worldwide system also increased. The approach which Matsushita follows currently can be described as a cross between centralisation and decentralisation - in other words, a mixed approach.

Sony’s global R&D efforts

Matsushita’s close, and more high profile rival, Sony began to internationalise its R&D activities in the late 1970s. By the late 1990s, Sony had 11 major labs outside Japan – five in the US, two in Asia and four in Europe. In the late 1990s, Sony’s overseas labs employed about 500 R&D staff. 

Compared to Matsushita, Sony started overseas R&D activities with a relatively decentralised approach. In many cases, authority and responsibility remained with the overseas labs and the parent divisions did not think it important to exercise a high degree of control. Sony later realised the need for a greater degree of centralisation as it detected inconsistencies and coordination problems across its worldwide system. 

In 1983, Sony strengthened its divisional organisation. It divided its worldwide market into four regions – Japan, America, Europe and southeast Asia. The Japanese headquarters had a primary role in planning, while the regional headquarters were expected to coordinate their respective operations in line with the global strategy. In 1988, Sony established a new Corporate Research lab consisting of six sub laboratories. To generate global synergies, Sony established local R&D head offices in the US and Europe in 1994. In the new system, the Chief Technology Officer (CTO) at the headquarters was responsible for global R&D policies and for coordinating research activities across the worldwide system. CTOs in the US and European head offices began to coordinate regional R&D activities and formulate regional R&D strategies. 

         Today, Sony has put in place various mechanisms to optimise its global R&D efforts. To maximise the fit between global and regional strategies, Sony holds global R&D meetings twice a year, once in Japan and once overseas. In line with the Japanese tradition, Sony lays great emphasis on human relationships and informal channels of communication among the three CTOs rather than on just rules and procedures. Sony holds a research forum every year in Japan to enable R&D staff from all over the world to come together, not only to discuss technology related issues, but also to socialize. Even in the new system, Sony’s overseas labs retain a substantial degree of autonomy.

Eli Lilly's Experience

The pharmaceutical company, Eli Lilly (Lilly)'s experience illustrates the various considerations involved while selecting an overseas R&D location to exploit home base capabilities.  Lilly wanted to commercialise its technology more effectively in overseas markets.  The company felt the need for a dedicated R&D site in east Asia, located close to relevant markets and existing corporate facilities.  Singapore, prima facie was a good location by virtue of its proximity to Lilly's plant in Malaysia.  After deeper deliberations, however, Lilly decided in favour of Kobe, Japan.  The site, located in one of the largest markets in the world, was also close to high-class educational institutions.  Besides, Lilly's corporate headquarters in Japan were located in Kobe.  Lilly was already coordinating many of its drug approval processes for the Japanese market, from here. 


An experienced Lilly researcher was put in charge of the site.  To facilitate integration of the new site into Lilly's global network, some researchers were transferred from other sites to Kobe while locally recruited scientists were transferred to established centres for gaining experience.  In about 30 months, the Kobe research centre had reached critical mass.  By the late 1990s, the site had become largely successful in absorbing knowledge from the parent company and commercialising it not only in Japan but also in the rest of Asia.

Operations 

While locating their plants, TNCs have to take into account several factors. A centralised production system allows a firm to avoid investment in new plants overseas during the early stages of globalisation. It helps in realising economies of scale and reduces the complexity of sourcing and materials management. However, a globalising firm cannot persist with such an arrangement for long. The response to needed product changes in a local market may be slow. There might be delays and uncertainties in delivery due to the need to ship material over long distances and complications such as customs clearances. A centralised location may also mean giving up comparative advantages, available in other countries.


. Pirelli’s Flexible Manufacturing System*


For global companies, location of value chain activities has traditionally been guided by factors such as economies of scale and the ability to respond to customers quickly. In general, a centralised production strategy generates efficiencies while decentralised facilities improve responsiveness to individual markets. As customer tastes become more sophisticated and markets more fragmented, companies are realising the need to combine both efficiencies and responsiveness by building a high degree of flexibility into their manufacturing systems. Flexible manufacturing processes, by which small numbers of a wide range of products can be manufactured efficiently, are making scale economies less relevant than earlier. 


One company, which seems to have pioneered such a system is the Italian tyre manufacturer, Pirelli. Though not the market leader, Pirelli’s audacious bid to develop a new way of manufacturing tyres seems to hold tremendous promise. Its recently introduced Modular Integrated Robotised System (MIRS) allows almost one million tyres to be produced, using robots, in a plant which is 25% cheaper, compared to traditional plants. MIRS can be installed quickly in a cost-effective way close to car manufacturers.


Pirelli’s process uses an aluminium drum, by changing the shape of which, different kinds of tyres can be made. Computer software enables the plant to switch effortlessly across car, motorcycle, lorry and tractor tyres. Since MIRS is controlled by software, tyre makers can feed their requirements directly into a production line, changing ingredients and design features as desired. This is expected to pave the way for integrated vehicle and tyre design. Consequently, supply chain management will become far more efficient for Pirelli’s customers.


In some cases, plant location is dictated by the requirements of customers. Many automobile companies such as Ford, Honda and Toyota have rapidly expanded across the world in the last two decades. As a result, ===================================================================
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many auto parts manufacturers have also relocated themselves to be close to them. This has resulted in useful synergies by facilitating just in time supply of parts and enabling a more in-depth understanding of customer requirements. It has also helped the car manufacturer and parts suppliers to work as a well-synchronized team. Another example is Intel, one of the main suppliers of microprocessors to Dell. Intel has followed Dell to other parts of the world such as Ireland and Malaysia.


Exchange rates have played an important role in deciding the location of manufacturing facilities. A rising home currency implies lower margins on exports and vice versa. In 1971, the Yen traded at 360 to the dollar.  By 1995,

it had appreciated to 79.8 to the dollar. Today1, the exchange rate is about Yen 115/$. The appreciating yen has obviously put pressure on Japanese companies to locate more and more of their plants outside Japan.  Many MNCs have realised the need to build a certain degree of flexibility into their operations, by locating plants in several countries and shifting production, based on exchange rate movements. Becton Dickinson, the disposable syringes manufacturer took full advantage of its plant in Mexico during the Mexican Peso crisis of late 1994 and early 1995. The company used its Mexican facilities as an export base and derived a major cost advantage vis á vis competitors operating out of high cost locations.

The policies followed by Canon offer useful insights into how a global company locates its manufacturing activities. Canon has ‘mother’ plants in Japan. At these plants, Canon’s product divisions initially assemble the latest models of printers, cameras and copiers. Canon engineers give finishing touches to the products, as well as assembly procedures. As sales pick up, Canon shifts much of the production off shore. In 1988, roughly 10% of Canon’s production was being undertaken abroad, but by early 1998, this figure had increased to 28%. According to a Canon engineer2, “The key force has been to figure out how to benefit from production overseas without losing our capacity to develop production at home.”


While configuring the overseas manufacturing network, TNCs would do well to consider the intangible benefits along with the tangible ones3.  Intangible benefits include the ability to learn from local customers,  suppliers, competitors and research centres and the ability to attract global ===================================================================
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An insightful article “The New Dynamics of Global Manufacturing site location”, by Alan David Mac Cormack, Lawrence James Newman III and Donald B Rosenfield, Sloan Management Review, Summer 1994, explains why it is very often factors other than costs which result in long term advantages.

talent.  The Danish toy maker, Lego for example, has not attached much importance to relocating its manufacturing sites at cheaper locations in east and south east Asia.  Lego continues to do most of its manufacturing in high wage countries such as Germany, Switzerland and the United States.  Lego attaches more importance to the development of unique capabilities in mold design, injection molding, and materials. It feels that only highly industrialized countries can offer skilled technicians, sophisticated suppliers, research centers and universities. As Ferdows1 puts it, "The increasing sophistication of manufacturing and product development and the growing importance of having world class suppliers are causing more multinationals to place less emphasis on low wages when they are choosing foreign manufacturing sites. Leading manufacturers recognize that low wages, grants and subsidies do not necessarily mean low total costs.  Indeed the low wages available in many countries, after adjusting for productivity, lose their attraction".


While deciding on the location of manufacturing facilities, TNCs should aim for strategic flexibility. Their global network should allow production to be shifted from one site to another, taking into account changes in the environment. Consider the case of the famous shirt brand, Arrow. The makers of Arrow began sourcing from Japan in the 1950s. As wages and real estate costs in Japan increased, production moved to Hong Kong, then to Taiwan and then South Korea.   During the 1970s and 1980s, countries such as China, Indonesia, Thailand, Malaysia and Bangladesh became key production bases. In the 1990s, Central American countries such as Costa Rica, Dominican Republic, Guatemala, Honduras and Puerto Rica became important manufacturing centres for Arrow.

Cash Management

TNCs have to take care of the cash requirements of subsidiaries in various countries, simultaneously. Each of these subsidiaries could be dealing with receivables2 and payables3 in different currencies at the same time. If cash management is completely decentralised, each subsidiary would be independently managing its foreign currency receivables and payables, including the associated exchange rate risk. Such a style of cash management can lead to various forms of inefficiencies.   Hedging4 is likely, even when it is not really required, leading to avoidable transaction costs.  Decentralised ===================================================================
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cash management also leads to the need for larger cash balances for a given volume of business.


When subsidiaries manage cash flows independently, quite often they could be simultaneously hedging long and short positions in the same currency. On the other hand, if cash management is centralised, various cash flows for a given currency can be combined to arrive at the net receivables or payables position. As a result, for each currency, the MNC may have to undertake only a single hedging transaction. By reducing the number of hedging transactions,  substantial cost savings can be achieved.


Centralised cash management also takes advantage of the relationship between movements of different currencies. Even though there might be a net payable in one currency and a net receivable in another currency, there may not be any necessity to hedge, if there is a positive correlation between the movements of the two currencies. Similarly, if the company has payables in many currencies, and if there is a negative correlation among their movements, they could cancel out.  Only by taking a centralised view can the treasurer decide whether hedging is required or not.


Centralised cash management also facilitates pooling.  It is quite possible that there may be cash surpluses in some locations and deficits in others at a given point of time. The correlation between surpluses and deficits is usually not perfect. As a result, the variance of total cash flows tends to be smaller than the sum of variances of the cash flows for individual subsidiaries. By pooling all the cash flows, the business can be managed with smaller cash balances.


As we mentioned earlier, the degree of centralisation adopted for cash management can vary.  In a completely centralised system, all receivables and payables of each subsidiary can be notionally converted into the home currency. Then, each subsidiary would either pay, or receive the local currency equivalent, depending on whether it has a net payable or receivable position.   In a more decentralised style of cash management, the receivables or payables position arising out of transactions between pairs of subsidiaries is netted out by adjusting receivables against payables.


Even though there are several advantages in centralised cash management, some amount of decentralisation is a must to deal with business realities. For making important payments towards taxes or for supplies of critical items, subsidiaries need to maintain adequate cash balances.  It may also take time, to move cash from one centre to another, especially when Third World countries are involved. Thus, the key issue in cash management is striking the right balance between centralisation and decentralisation. While centralisation can help in reducing transaction costs and improving the efficiency of cash usage, decentralisation gives the subsidiaries the much needed flexibility to respond swiftly  to the needs of the local environment.

Comparative and strategic advantages

We have earlier mentioned in this chapter, the need for TNCs to combine both strategic and comparative advantages to put in place a globally leveraged strategy.  We will now examine in greater detail, some of the key conceptual issues involved in generating such advantages. 


Comparative advantages can be realised by locating value chain activities in cheaper locations.  A company like Ford may prefer to locate its  assembly plants at cheaper locations in Asia and Latin America, rather than North America or Europe. Most companies trying to enter the European Union (EU) have preferred to locate their plants in Ireland, a cheaper location compared to more developed countries such as France and Germany.  Both Dell and Intel have strong manufacturing bases in Ireland*. Texas Instruments has set up a software design subsidiary at Bangalore in India to access the low cost but highly skilled technical workers available locally. Many TNCs such as General Electric (GE) are locating their back office operations in India.

Table - I 

Comparative Advantage Quantified* 


                 Labour productivity 

Labour costs

USA 

100


100

Argentina 
  46


  41

Colombia
  38


  17


Brazil 

  32


  31


Mexico

  31


  27


Venezuela
  30

                14

       Ref: McKinsey Quarterly, 1999 Number 4


(*Weighted average for steel, processed food, retail banking and telecommunication industries for 1992).


Beyond a point however, an obsession with comparative advantage may be counter productive. Indeed, global companies like Lego, mentioned earlier, give equal if not more importance to strategic advantages while deciding where to perform their value chain activities. What exactly do we mean by strategic advantage? Any advantage which will accrue in the long run, which cannot be easily quantified in monetary terms immediately can be considered a strategic advantage. In other words, if comparative advantages help in cutting costs in the short run, strategic advantages help in adding value in the long run.   

===================================================================
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Spain is now emerging rapidly as an alternative to Ireland in this regard.

Call Centres mushroom in Europe
One of Europe’s fastest growing businesses in recent times has been call centres. Operating through phones/fax and in some cases the Internet, these centres aim to  provide a range of services to customers in a cost effective way. The growth of call centres has been driven by several factors. Intensifying competition and shrinking profit margins have prompted companies to cut staff requirements and use phone transactions wherever possible. In a continent such as Europe, where labour markets lack flexibility, use of call centres helps in expanding business without adding overheads. Another important factor is technology, which has created new opportunities for globalising customer support services. A call centre in Ireland, for instance, can cater to clients in different parts of Europe. Indeed this is what Oracle’s call center in Dublin does. The facility which employs approximately 350 people, handles sales of software packages costing $ 40,000 or less in 30 countries spanning Europe, the Middle East and Africa. The call centre allows Oracle’s sales people to focus on high value deals. As customers demand more and more attention, more call centres are likely to open, making use of advanced technology such as e-mail and the Internet to do the job even more efficiently.         


The US is a strategically important market for products like computer software, pharmaceuticals and automobiles. France is an important country for cosmetics and perfumes, while Japan is the world leader in consumer electronics. These are not the cheapest locations in the world but a presence in these markets is important, not only to keep abreast of innovations but also to be in touch with highly sophisticated customers. There is a lesson here for India. Even though India has a thriving software industry, most Indian software companies have only marketing offices in the US. If they are serious about globalisation, they need to set up full-fledged development centres, close to demanding customers in that country. Only then can they hope to be at the cutting edge of technology and move up the value chain.  The same logic applies to our pharmaceuticals companies. 


The growing importance of information technology is also making an impact on the way TNCs manage their worldwide operations.  In general, the use of computers has reduced the need for labour vis á vis capital. As a result, direct manufacturing labour cost, as a percentage of total product cost, has been declining. Smart companies are also realising that in the long run, a location with cheap labour attracts huge amounts of foreign investments, which drive up wages, eroding its competitive advantage. Arrow, as discussed earlier, has shifted production to cheaper locations due to rising real wages in rapidly industrialising East Asian economies.


In some cases, comparative disadvantages such as expensive labour can be circumvented through ingenuity and meticulous planning. Nicholas Hayek, CEO of Switzerland based SMH, which makes the world famous Swatch watches, has argued that the instinctive response of many western MNCs to locate plants in cheaper markets may not be warranted. He feels that if a company is determined to develop low cost methods of manufacturing, it  can do so, no matter what the location. Hayek has explained1 how Swatch employees meet cost targets: “We agree on the performance specifications of a new product – a watch, a pager, a telephone. Then we assemble a project team. We present the team with some target economies; this is how much the product can sell for, not one penny more; this is the margin we need to support advertising, promotion and so on. Thus these are the costs we can afford. Now go design a product and a production system that allows us to build it at those costs – in Switzerland.” Hayek has argued that in watch manufacturing, as long as direct labour accounts for less than 10% of the total costs, Switzerland will remain an attractive place for manufacturing. He adds that it is important to retain manufacturing competencies in the home country and has a similar advice for others: “CEOs must say to their people: We will build this product in our (home) country at a lower cost and with higher quality than anywhere else in the world.” 

The importance of clusters 

In a globalised economy, companies can access capital, goods, information and technology from all parts of the world. Thanks to faster methods of transportation and communication, physical location has become less important. Yet there are geographic concentrations of industrial activities. For example, Silicon Valley in California is reputed for its cluster of computer hardware and software companies. Even though labour does not come cheap, world class companies in the computer industry continue to perform their key value adding activities in this region. 


The idea of how local regions can thrive in a global economy has been well articulated by Rosabeth Moss Kanter2.  She has argued that the advantages of a location, in the global information economy stem not from control over factors of production, but from the ability to control one or more intangible assets. Kanter has listed three important assets - concepts, competence and connections.  Concepts are new ideas or designs or formulations that create value for customers.  Competence is the ability to execute ideas and develop tangible products for customers.  Connections refer to alliances among businesses to leverage core capabilities and create more value for customers.

===================================================================
1
Harvard Business Review, March – April 1993.


2
Harvard Business Review, September – October, 1995.


Michael Porter uses the term “clusters”1 to describe geographical concentrations of interconnected companies and institutions in a particular business. Clusters include suppliers of components, machinery, services and institutions which provide specialised infrastructure. In a broader sense, sophisticated, demanding customers who keep companies on their toes can also be considered a part of the cluster. So can the local government, universities, research centres and think-tanks who play a vital role in encouraging innovation and creating suitable conditions for more efficient value addition. Porter argues that the presence of clusters is clear evidence that the immediate business environment surrounding a company plays a major role in determining its competitiveness.


While performing value chain activities in a less developed country can be efficient from the point of view of labour costs, the absence of a supporting infrastructure may erode this advantage significantly. On the other hand, by being part of a cluster, companies can reap several benefits. Competition with rivals keeps them on their toes. The presence of companies engaged in related value chain activities, downstream and upstream, facilitates effective coordination even without vertical integration. Proximity also builds a greater degree of trust among the various players. As Porter explains2, “A cluster of independent and informally linked companies and institutions represents a robust organisational form and offers advantages in efficiency, effectiveness and flexibility". 


Clusters help in improving productivity, due to the superior quality of the local infrastructure. They create a positive environment which encourages innovation. Clusters also attract new companies and businesses which expand and strengthen them further. In Porter’s words3, “A cluster allows each member to benefit, as if it had greater scale or as if it had joined with others formally – without requiring it to sacrifice its flexibility.”


Other aspects which give a location a head start over other centres include a high quality transportation network, which facilitates fast and efficient movement of goods, availability of skilled, educated and trained manpower, a sound legal system and favourable tax rates. Hong Kong is by no means the cheapest location in East Asia. Yet, it has emerged as a regional hub for distribution and financial services related activities. In India, a cluster of software companies has developed in and around the city of Bangalore to tap skilled manpower. Taiwan’s favourable bankruptcy laws have facilitated the growth of several industries where cost control holds the key. Taiwan’s cost competitiveness is a direct outcome of the legal system, which allows ===================================================================

 1, 2, 3
Harvard Business Review, November – December, 1998.

poor performers to exit easily. As a result, assets are deployed efficiently, bringing about a significant reduction of costs. Ireland’s favourable tax rates, and a pool of educated and well-trained manpower, have made it the favourite base for computer companies trying to expand their presence in Europe. 


Locational advantages may be the result of not just physical infrastructure, but in some cases, even intangible factors. Many leather goods, footwear, apparel and accessories companies operate out of Italy because of the country’s reputation for fashion and design. France is an important country for cosmetics, since it has highly sophisticated customers. In a location with well-established marketing networks, companies can also take advantage of referrals. 


The presence of demanding customers in a cluster motivates companies to innovate, while the presence of efficient local suppliers and partners helps in bringing innovations to the market faster. A company within a cluster can source what it needs much faster. It can also closely involve suppliers and partners in the product development process. On the other hand, companies outside the cluster, whose suppliers are geographically apart, may find it much more taxing and difficult to coordinate and secure delivery or obtain relevant technical and service support.


TNCs thus need to be careful while configuring their global value chain. Low-end activities such as assembly or software translation into local languages are best performed in locations with a comparative advantage. On the other hand, in the case of core value adding activities such as research and development, more than input costs, it is the potential to innovate and add value that needs to be given more importance. Mumbai will continue to be India’s leading financial centre, in spite of its high land and labour costs, simply because its infrastructure is unmatched by any other city in the country. In spite of the hype created, Hyderabad has a long way to go before it catches up with Bangalore’s well-developed cluster of software companies. The lesson for MNCs is that they must continue to explore opportunities for shifting key value adding activities to more vibrant clusters. This argument holds good even in today’s Internet age. While on paper, coordination of dispersed value chain activities is possible by using sophisticated means of communication and information technology, in many cases, competitive advantages remain predominantly local. As Porter states*, “Geographic, cultural and institutional proximity leads to special access, closer relationships, better information, powerful incentives and other advantages in productivity and innovation that are difficult to tap from a distance. The more the world economy becomes complex, knowledge based and dynamic, the more this is true.”

===================================================================
*
Harvard Business Review, November – December, 1998.


GM: Using the Internet to Forge Ahead*


The world's largest automobile company, GM has sensed a new opportunity to regain its competitive edge. GM which has struggled in the past decade and consistently lost market share, seems to be forging ahead of rivals such as Ford, Daimler Chrysler and Toyota, in its Internet initiatives.  Rick Wagoner, GM's new CEO, recently remarked: "The Internet is offering all sorts of capabilities to do things faster, whether it is work with our supply base, deal with the customer in order fulfillment more aggressively, how we make our own decisions, how we communicate with each other."


GM's Trade-Xchange site is an attempt to create a digital supply chain.  More efficient bidding, less paperwork and improved communication with suppliers are expected to boost efficiency significantly. By purchasing parts online, GM hopes to cut costs by an estimated  $1 billion. Digital supply chain management is expected to cut inventories by 40%. GM is also using the Internet aggressively as a marketing tool, for markets across the world. A Web initiative allows customers in Taiwan to apply online for car loans in English or Mandarin. By providing on board communications services, GM will generate revenues even after the sale of a car has been completed.


GM's online shopping service called Buy Power provides information to customers on all GM models. Buy Power also provides data on inventories available with each dealer.  This is expected to help customers locate their desired car more easily. GM hopes to extend its service to several countries.  The basic structure of the website will be the same but with some amount of customization for each country.  In the UK, GM subsidiary Vauxhall is using Buy Power to sell cars online through dealers. (Vauxhall had sold 300 vehicles online through its website by May 2000).   The UK website also provides various  advisory services to customers.  In Taiwan, GM will save $1000 in marketing and distribution costs per car sold online.  The Taiwanese e-business model is likely to be extended to Thailand, China and Japan.


GM's Web initiatives also aim at providing several value added services.  Drivers will be able to do wireless Web surfing and access information such as stock quotes,  weather reports and email.  The service called On Star will help GM to stay connected to some nine million new customers a year.  In the US, customers can access a range of services, like making dinner reservations for an annual fee of $ 199 - $ 399 depending on the level of service.  By the end of 2000, GM expects to have one million subscribers to its On Star service.  By 2003, another three million users will be added.  In Germany, GM is offering a similar but limited service on some Opel models.  On Star will also be introduced in the UK shortly.


Compared to other car makers, GM seems to be well ahead in its e-business initiatives.  For Wagoner, the net is not only a challenge but also an opportunity.  As Forbes remarked: "If Wagoner can make both GM and its e-Business work smoothly, he may finally rescue the world's largest company from problems it hasn't been able to shake for a decade.  If he rides technology to victory, he will be doing something that his predecessors failed to do."  One analyst has even remarked that "the results (of e-business) could be more profound than those derived from Henry Ford's contribution to mass production." 


GM, however, still faces important concerns while integrating its e-commerce initiatives into its business model.  While many consumers want to buy cars directly from GM, there is a very large dealer network in place.  GM has to find a way of bringing its various distribution channel members  together to create a pleasant online buying experience for customers.  GM also has to do more to capture the attention of younger customers who watch less TV and spend more time working on PCs and exploit  the full potential of the Net for brand building.

===================================================================
*
Draws heavily from the article, “Digital Drive ” in Forbes Global, May 29, 2000. 
The quotes are drawn from this article.

The role of the Internet

The Internet is making a tremendous impact on the way TNCs manage their worldwide activities.  Procurement is becoming cheaper due to the Internet's ability to identify the cheapest supplier and cut the transaction costs involved. By allowing information to flow smoothly from customers to retailers to factories to suppliers, the Internet is enabling companies to respond faster to the changing needs of customers, without the need to maintain huge quantities of inventory.  This not only reduces interest, warehousing and insurance costs but also minimises the risk of obsolescence. It also reduces lost sales, when customers are turned away due to stock out situations. The Internet, in short, ensures efficient and cost effective coordination of activities, independent of geographical borders.  This will give even small companies opportunities to globalise, that were not available earlier.  


While the Internet is all about technology, its real impact is in helping businesses to reconfigure themselves to perform value-adding activities more effectively. One of the pioneers in e business has been Dell Computer. According to CEO Michael Dell*, "In the buzz surrounding electronic commerce, what is overlooked is the potential of the Internet as a business organization system....  An Internet based system can revolutionise business processes in a way that blurs traditional boundaries between supplier and manufacturer and manufacturer and customer. This will eliminate paper-based functions, flatten organization hierarchies and shrink time and distance to a degree not possible before....  The Internet makes it possible to bring customers and suppliers inside your business: to share openly critical business information and applications; to create true information partnerships.  These partnerships, formed around information assets will transform traditional notions of economic value." 

Conclusion:

The way a TNC configures its value chain can strengthen or erode its competitive advantage. Both comparative and strategic advantages are important while configuring the global value chain.  If a company is following a cost leadership strategy, comparative advantages are more important. If it is following a differentiation strategy, strategic advantages are more relevant. Global companies cannot overlook the importance of local advantages, as the growth of clusters like Silicon Valley indicates. A truly global firm follows a flexible approach that allows value chain activities to be relocated quickly, in response to shifts in strategic and comparative advantages.

===================================================================
*
Michael Dell, “The virtual firm”, www. the worldin.com

Figure - B
A framework for global value chain configuration*


TNCs would also do well to remember that in the traditional vertically integrated model, if a company had an overall cost competitiveness, it could be the market leader. Today, due to high levels of outsourcing, value chains are getting divided into smaller segments. What is becoming more important is competitiveness in each segment of the value chain.  Within each segment, there are fewer bases of competitive advantage, implying that only a small number of players will be able to survive. The message to TNCs is that unless they remove inefficiencies and create a well oiled value chain, global competitiveness will remain a mirage.  

====================================================================
*
Marketing is separately dealt with in the next chapter, as explained earlier.

Case 5.1 : Giant - A global approach in the bicycle industry

Taiwan’s Giant Manufacturing Co. Ltd., (Giant), founded in 1972, is one of the world’s largest bicycle manufacturers with sales of $361 million and a net profit of $18 million*.  When Giant started its operations, the bicycle industry was going through tough times. Giant began as a contract manufacturer, fully capitalising on its lower costs. As it learnt more about manufacturing from its clients, Giant gradually developed the confidence to build its own brand and spread its operations across the world.


Giant’s brand building efforts were initially focussed on Europe. The company set up a sales and distribution subsidiary in the Netherlands. European buyers had two distinct buying preferences – cheap commuting bicycles and expensive racing bikes. Giant selected an intermediate price point. To strengthen its regional presence, Giant also set up an assembly plant in the Netherlands. Simultaneously, Giant set up two manufacturing facilities in China to source low priced bikes. The company also opened a sales and distribution unit in the US to penetrate  that strategic market.

Table 

The Evolution of Giant

1972
Formation of Giant

1980
Giant becomes Taiwan’s largest bicycle manufacturer.

1986
Formation of Giant Groupe NV, Netherlands

1987
Formation of Giant Bicycle Inc., USA

1989
Formation of Giant Company Ltd., Japan

1991
Formation of Giant Bicycle Co., Canada, 

1991
Giant Bicycles PTY Ltd., Australia

1992
Giant Establishes Chinese subsidiary

1994
Giant’s shares listed on Taiwan Stock Exchange

1996
European factory set up in the Netherlands

1998
Production reaches 2,840,000 bicycles per annum



Source: Giant website


Encouraged by its early success, Giant began to invest heavily in research & development. By spending 2 –3% of its sales on R&D, Giant was able to come up with new models and new materials of construction. Some OEM customers expressed their displeasure when Giant announced that it would launch its own brands and even broke ties with the company. Others however strengthened their relationship with the Taiwanese bicycle manufacturer, taking note of its growing R&D capabilities. In 1998, Giant had a healthy mix of OEM and branded products. Out of Giant’s sales of roughly $350 million in 1998, contract manufacturing accounted for 35%.

====================================================================
*
1999 figures.


In 1997, Giant employed 65 designers and product development engineers, of whom 45 were in Taiwan, the remaining being based in China, Japan, the US and the Netherlands. Design activities in these countries are linked to the specific requirements of local customers. For example, the designers in China and Japan concentrate on commuting bikes, those in the Netherlands, on racing bikes and those in the US, on mountain bikes. Many of the design ideas are integrated in Taiwan, where development of new materials is a key responsibility.


Giant has proved its capabilities as an innovator, by developing applications for new materials like chromoly, aluminium and carbon fibre.  Its highly successful carbon composite bicycle, the MCR, won Business Week’s best new product of the year in 1998.  Giant’s TCR compact road frame combines unique product design and lightweight aluminium construction. Currently, Giant’s product development efforts are directed towards products that provide increased rider comfort, reduced weight and improved environmental friendliness.  Giant has also attempted to develop innovations in the frame design. In late 1998, Giant launched the first generation of its Lafree electric powered bicycles. 


Currently, Giant produces about 40% of its bikes in Taiwan. This figure is expected to come down in the medium term. Giant already has manufacturing facilities in strategically important markets, the US and Europe. The factory in the Netherlands is expected to strengthen Giant’s responsiveness to customers in Europe. Even though wage costs are 60% higher in the Netherlands, Giant is confident that higher productivity will keep costs under check. Giant also has plans to open another plant in the US. 


Giant has overseas sales offices in USA, Europe, Japan, Canada, Australia and China. While its regional offices are responsible for understanding and analysing local market trends, the head office oversees such functions as brand management, research and development, manufacturing and finance.  Giant has benefited from the timely information supplied by its global network on regional market trends, such as the growing popularity of mountain bikes in the US in the early 1990s.


CEO Antony Lo, summarises Giant’s global marketing efforts*: “Bicycles are as much a fashion item as a piece of machinery. We sell bikes in several thousand variations. In the early 1990s we introduced upto three new products every year.  Today however, that figure has grown to between five and 10 – reflecting increased demand by customers. One of our strengths is the ability to introduce regional product lines, within the context of an international approach. About three quarters of the products we sell around ====================================================================
*
Financial Times, October 23, 1997.

the world are the same – but for the remaining 25 percent we give our regional people freedom to specify products they think will appeal locally.”


Giant, however, still faces major challenges. In spite of winning endorsement from tough discerning customers such as Rob Warner, one of Britain’s top mountain bike racers, it continues to face an image problem in the US, where it is still seen as a down market alternative to brands such as Canondele, GT and Trek. Giant sources indicate that the company will sponsor sports teams and launch more high-tech models to serve American customers. It is already backing a Tour de France (Europe’s premier cycling race event) team. 

Giant's experience illustrates that companies with a small home market are often the most aggressive globalisers. Today, Giant is one of the leading bicycle companies in the world, generating more than 90% of its sales outside Taiwan. Unlike many other Asian companies which equate globalisation with penetration of overseas markets, Giant has carefully configured its value chain to strengthen its global competitiveness.

Case 5.2 : ISS - Global player in a local business 

Introduction 

The commercial cleaning business is probably one of the most local of all businesses. It is hard to imagine a company, in say the UK, floating a global tender while looking for a vendor to take care of its housekeeping requirements. With rare exceptions, domestic contract cleaning markets around the world are fragmented and characterised by “Mom and Pop” competitors who lack professionalism and compete mainly on price. The Danish company, International Service Systems (ISS) has, however, demonstrated that globalisation is only limited by one’s imagination. ISS has put in place a global network that has operations throughout Europe, parts of Asia and Latin America. It regularly wins large overseas contracts to clean factories and office premises. In 1999, ISS which employed some 216,700 people generated a turnover of Dankr 19.8 billion and a net income of Dankr 237 million. 

Background Note

The ISS group was set up in 1901 to provide security services. In 1934, it set up an independent subsidiary, the Danish Cleaning Company, sensing an opportunity to provide cleaning services in the  mornings, from the time the guards went off duty till the offices opened.  In 1943, ISS set up operations in Sweden.  By 1944, the group was employing more than 2000 people. In 1952, ISS set up a subsidiary in Norway. ISS entered Germany in 1965 and Switzerland in 1967. A year later, it entered the Netherlands and the UK through the acquisitions route. In 1971, ISS began operations in Austria and Spain. During the year, ISS acquired Finland’s biggest cleaning and environmental services group, Servi Systems Oy. By 1973, ISS had grown into a large group with fairly dispersed international operations. The group renamed itself ISS – International Service System A/S.  In 1973, ISS entered Brazil. Three years later, it set up a Centre for Service Management near Copenhagen. ISS entered the US market through an acquisition in 1979 and by 1987 had established a nationwide presence in that important market. 


During the late 1980s and early 1990s, ISS continued its policy of growth by acquisitions. It purchased cleaning companies in Denmark, Norway, Sweden, West Germany, the US, and the UK. In 1990, ISS set up a joint venture cleaning company in Hungary. A year later, it took over a Dutch hospital service company. In 1993, ISS set up a university to provide training to its employees. A year later, ISS completed the listing of its shares on the New York Stock Exchange. In 1996, following an accounting scandal, ISS withdrew from the US after selling off its stake in the US subsidiary.  A year later, ISS won a major cleaning  contract at Euro Disneyland. In 1998, ISS acquired NWG holding of Germany, the largest hospital cleaning company in Europe. Some important acquisitions were made in Asia in the mid 1990s – ESGo BV (1995), and Reliance Environmental Services (1998). In 1999, ISS acquired Abilis, Europe’s second largest cleaning and specialised services company for DanKr 3.6 billion.   In the first eight months of 2000, ISS made 27 acquisitions.  New CEO, Eric Rylberg is expected to continue with the strategy of buying smaller competitors.  Company sources are confident that ISS’ turnover in 2000 will be at least 40% more than the turnover of DanKr 19.8 billion achieved in1999.

Table - I

ISS GROUP’S GLOBAL PRESENCE 

Region 
              Turnover*    Operating margin           Employees 


      (Dan kr million)   (Percent)
UK & Ireland 
   2,561

6.7


 29,967

Denmark 
   2,320

6.0


 10,503

Norway 

   2,039

6.5


   7,772

Sweden 
 
  1,990

6.4


   9,552

France 

   1,908

4.3


   30,94

Germany 
   1,874

3.7

  
 19,513

Netherlands
   1,482

6.5


 27,615

Finland

   1,021

5.5


   6,355

Switzerland

& Italy
  
   1,021

5.9


   7,829

Belgium & 

Luxembourg
   1,007

5.9


   9,785

Central Europe
      915

5.7

               10,459

China & Hong Kong   408

4.8


   5,965

Brazil 

      371

1.0

               12,956

Spain 

      272

4.3


   4,700

Singapore 
      256

4.8

                 3,308 

Portugal 
      123

6.1


   1,908

Thailand 
        81

7.1


   5,759

Israel

        56 

6.9


   3,822

Malaysia 
        55

8.0


   2,038

Indonesia 
        17

7.3


   2,828

Brunei

        15
            24.5


      142

Sri Lanka
        10

6.9


   2,953

Total Operations     19,802
5.7


216,677

Group Head Office   - 

 -

                        61

Group Total 
     19,802
5.2

              216,738


* Figures for  1999  taken from ISS website, www. iss-group. com
Developing a global organization

ISS’s success has been essentially the result of a set of core values, which its headquarters relentlessly communicates across its network, considerable emphasis on manpower development through delegation and a style of management that believes in autonomy and empowerment. Even though ISS suffered a setback when it had to close its US operations after an accounting scandal in 1996, the company has shown how a strong culture can hold together a decentralized network of country subsidiaries.


Much of the credit for the success of ISS goes to Poul Andreassen, who became managing director in 1962 and headed ISS for a long time. Andreassen inspired his employees by telling them that they were involved in a service rather than the cleaning business. This carried tremendous signal value as most cleaning jobs carried low status and were performed by unskilled workers for relatively low wages. He encouraged them to compare their organization with other world class service companies.  Andreassen once remarked1: “Not only must we make the customer realize but also feel, both that what he gets is quality and that even if we are not competitive with regard to price, we are certainly offering him a service whose quality, is above competition.” Andreassen also fostered a decentralized culture that encouraged local subsidiaries to pursue a highly entrepreneurial approach.  Along with decentralisation, ISS used clearly defined performance targets which acted as a balancing force in a decentralised network.  According to Bartlett and Ghoshal2, “As long as they (the managers of subsidiaries) met the mandated minimum 5 percent  profit before tax and the 12 percent growth target, these individuals could operate with almost complete freedom behind the carefully maintained internal ‘Chinese Walls’. To develop human resources, Andreassen emphasised the need for training. While lower level ISS employees were provided inputs related to cleaning of surfaces, project leaders were taught how to prepare a tender and evaluate the profitability of contracts. Senior managers were trained in team building to help them play the role of a coach.


ISS developed standards and procedures for contract estimation and cleaning tasks.  Generally, these standards were applied on a worldwide basis.  The various divisions used standard equipment made to specifications, either in-house or by approved suppliers. There were, however, some differences across markets.  US customers wanted shining floors, while Danish clients were afraid that shiny surfaces would be slippery. In Europe, clients only prescribed the quality standards whereas in the US, the number of employees ====================================================================
1
Harvard Business School Case on ISS, 1991


2
In their book, “The Individualized Corporation”

who could be put on the site was also specified.  Whenever ISS made an acquisition, it introduced its Management Reporting System, risk management practices and contract control processes. Andreassen believed in centralised financial and strategic controls, but encouraged divisions to operate with a great deal of autonomy.  Subsidiaries felt confident that Andreassen would back them in case of differences with the headquarters.  Andreassen once remarked*: “The market should be left for them (subsidiaries) to develop.  The should identify themselves with this market – not just how to clean but also be familiar with the customer’s particular problems, the particular working conditions that are prevailing with the customer, with the patients.”

Andreassen’s successors have continued with ISS’s tradition of employee friendly policies. ISS workers are known to travel in teams, even where one is sufficient to do the job. The company also pays workers attractive wages which are well above the industry average. In 1997,  CEO Waldemar Schmidt instructed his managers in northern England to stop cutting wages, even at the risk of losing contracts. ISS has also announced new initiatives aimed at improving employee retention. It has sold off its university and decided to decentralise its training arrangements. This is expected to ensure that local units can tailor training programs to meet their local needs. 

====================================================================
*
Harvard Business School case on ISS, 1991.

Case 5.3 : Chiquita - Making a global business out of bananas

Introduction

Chiquita Brands International Inc (Chiquita) has established itself as one of the leading marketers of bananas and other fresh and processed foods in the world. In addition to bananas, its main product, Chiquita deals in canned vegetables, fruit and vegetable juices, beverages, processed fruits and vegetables, ready to eat salads and edible oil products. Besides Chiquita, the company’s other famous brands include Chiquita Jr, Consul, Amigo, Chico, Frupac and Pacific Gold. Chiquita products are sold in grocery and other stores in some 60 countries. While Chiquita is based in the US, 31,000 of its 40,000 employees work in Latin America, from where the company sources its bananas. In 1999, Chiquita generated worldwide sales of $2.555 billion, but  due to unfavourable market conditions, it made a loss of $58.382 million. Chiquita has announced that it will sue the European Commission for damages due to the trade restrictions it has imposed.  In the past three years, Chiquita’s share price has fallen by 90% and it has made profits only twice since 1992.

Table

Chiquita: Summarised Profit & Loss A/c.

(Figures in $ Million)


December 1999
December 1998
December 1997

Sales
2,556
2,720
2,433

Gross Profit
371
422
412

Net Income
(58.4)
(18.4)
0.3



Source: Chiquita website, www. chiquita.com

Background Note 

The origin of Chiquita can be traced back to 1870 when Captain Lorenzo Dow Baker purchased 160 bunches of bananas in Jamaica and sold them in the US for a profit. Encouraged by this success, Baker set up the Boston Fruit company. In an unrelated move, Minor. C. Keith who had gone to Costa Rica to execute a railroad contract, planted bananas along the tracks to generate additional revenues. Keith’s railroad company merged with Boston Fruit company in 1899 to form the United Fruit Company. In 1903, the company published its first annual report and listed itself on the New York Stock Exchange. A year later, it established wireless communication between the US and South America. In 1910, United Fruit Company started research work on developing new disease resistant varieties of bananas. By 1930, it had built a fleet of 95 ships. During World War II, the company's operations came to a standstill and its ships were diverted for the war effort. 


The name Chiquita was coined in 1944 and was registered as a trademark in the US in 1947. In 1961, the company began shipping pre cut bananas in cardboard boxes. Two years later, United Fruit began an unprecedented branding program with a catchy slogan: “This seal outside means the best inside.” In 1966, Chiquita arrived in Europe. In 1970, United Fruit merged with the meat company, AMK Corporation, to form the United Brands company. Three years later, the company introduced the first refrigerated container for transport of bananas between Latin America and Texas. During the 1980s and 1990s, Chiquita continued to expand its refrigerated fleet. Chiquita made heavy investments in a major expansion in Costa Rica and formally changed its name to Chiquita Brands International. In 1995, Chiquita divested its meat business. In 1998, Chiquita completed the expansion of the world’s largest banana processing plant in Costa Rica. 

In the recent past, Chiquita has been caught in the crossfire between trade authorities in Europe and the US. The European Union (EU) has imposed quotas on Latin American bananas shipped by US companies such as Chiquita. European authorities argue, that it is legitimate to give preferential treatment to former colonies in Africa, the Pacific and the Carribean, even if they are more expensive and of poorer quality. They feel that giving such concessions to American companies exporting bananas grown in Latin America, does not make sense.

Chiquita’s profitability has been severely eroded in recent times.  The European Commission’s decision in 1992 to give preferential access to imports from Europe’s former colonies started a period of declining fortunes for Chiquita. When European authorities announced that future quotas would be allotted on the basis of 1992 market shares, the market was flooded with bananas, leading to a sharp drop in prices.  Chiquita is yet to recover fully from the losses it made in 1992.

Global presence 

Chiquita’s sales in different regions are given in Table-I.

Table -I

(Net sales in $ million) 

Region


    1999

1998

1997

United States

   1,552

1,558

1,278

Central & South America            8

    47

     55

Europe & other regions
      995

1,114

 1,101



Source: Chiquita website, www. chiquita.com


Currently, Chiquita sources roughly 50% of its bananas, (divided equally) from Costa Rica and Panama. Countries such as Columbia, Ecuador, Guatemala and the Philippines each produce between 7 and 15% of Chiquita’s worldwide banana sales. 45% of the bananas are grown by Chiquita subsidiaries and the remaining quantity is outsourced. Chiquita produces mushrooms and berries in Australia, grapes in Florida and apples and grapes in Chile. 


Transportation costs are important in Chiquita’s fresh produce business. Most of Chiquita’s fruits are transported in containers on refrigerated vessels. Chiquita owns or controls 75% of its aggregate shipping capacity. It has leased or owned loading and unloading facilities at various load ports in South and Central America and destination ports in its major markets.


Chiquita's experience illustrates that global branding is possible even for a commodity like banana. Clever sourcing strategies and marketing muscle have helped Chiquita expand internationally. In the coming years, the challenge for Chiquita will be to increase its geographical spread and reduce its dependence on the US and European markets.  
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