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Chapter 5

Global Value Chain Configuration

“Turning a global presence into global competitive advantage requires a company to exploit the value creation opportunities generated by global presence and to meet related challenges.”
Vijay Govindarajan, Anil K Gupta
 

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 locate different activities in different countries to optimise the overall efficiency of the value chain. 

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, can cut costs and create value more effectively.  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 undermine, rather than boost the company’s competitiveness.
In this chapter, we look at some of the important value chain activities of any business. Since marketing deserves a more detailed  treatment, we cover it separately in the next three chapters. 

The Value Chain 

As the name suggests, the value chain explains how a company adds value by converting basic raw materials into a suitable output(s).  It is useful to understand at this point a little more about the value chain. Porter categorises value chain 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 emphasised 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 must still ensure that the outsourcing partners are efficient. Thus, a thorough analysis of all the activities that make up the chain, extending from the basic raw material suppliers to the final customers, becomes necessary to identify the 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 

Porter has developed another useful framework that explains how a company can compete in an  industry. In general, a company can follow three broad approaches – cost leadership, differentiation and focus. Firms that compete on the basis of cost leadership keep prices  under check by controlling costs. On the other hand, differentiation implies emphasis on quality, technology, brand name and innovation. Focus means concentrating on a particular geographic/customer segment or a part of the value chain.
Firms pursuing cost leadership do all they can to cut costs. They 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 not only with low wages and land costs but also with a reasonably stable environment in terms of tax laws, local content  norms, tariffs, etc. This is because sudden changes can play havoc with the cost  structure. At the same time, to reduce vulnerability to possible fluctuations in exchange rates, they may 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 and wage rates. 
In the case of a differentiation strategy, non-price factors are more important. Cost control is not so important an issue. Here, global firms compete on the basis of their ability to offer a superior value proposition. The focus is on offering high quality products which are different from other comparable offerings in the market. Design is often a critical success factor. As such, appreciation of the home currency vis á vis other currencies may not have a severe impact.  Similarly, low wages alone may not prompt the company to set up operations in an overseas location.  
Of course, cost leadership and differentiation should not be viewed as completely exclusive watertight compartments. 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. Even in the case of what look like commodities, there may be opportunities to differentiate. Cemex, the Mexican cement manufacturer is a good example. Cemex has introduced various innovations in cement delivery by leveraging information technology. 
For companies in their early stages of globalization, focus can be a useful strategy. Focus can be with respect to customers, products or geographic region. Take the case of the Spanish multinationals. When the Spanish economy was liberalized in the 1980s, Spanish companies started to focus on Latin America where Spanish is widely spoken. Brunswick, a leader in recreational boats began to expand overseas by first selling engines. Then it started selling boats in the premium segment.  Indian exporters of pickles and snacks like Priya and Haldiram have focused on Indians residing in foreign countries. In the initial phase of its globalization, Cemex, the global cement company, focused on other emerging  markets that shared similarities with its domestic market like distribution in bags. Even for established companies, focus can sometimes help. Zara the Spanish apparel retailer for example has a sharp focus on fashion sensitive customers.
The key issues 

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 maximize efficiency  by shifting activities to regions with low wages, low taxes and government incentives. But along with cost, strategic benefits should also be considered for maximizing effectiveness. 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 George Yip refers to as a globally leveraged strategy. 
In Chapter 1, we referred to total sourcing, i.e, making the optimal use of offshoring, nearshoring and insourcing. Offshoring essentially involves locating activities  in emerging markets to cut costs. Nearshoring means locating operations in regions with greater geographical and cultural proximity even if costs are higher when compared to emerging markets. In sourcing means locating activities in developed countries to provide products and services of higher quality and perceived value to customers. Total sourcing done effectively leads to a globally leveraged strategy. 
Nicholas Piramal: Exploiting opportunities  in contract research and manufacturing

Outsourcing is rapidly catching on in the pharma industry too. The market for contract research and manufacturing is expected to hit $64 billion by 2010. India seems well placed to tap this market. The country’s main value proposition is the availability of good scientists at reasonably low wages and a huge patient population on which clinical trials can be done cost effectively. India’s Nicholas Piramal, has emerged as one of the top 10 pharmaceutical outsourcing companies in the world. 
Unlike Dr Reddy’s and Ranbaxy, (the two largest pharma companies in India) which took the patent challenge route, (making generic versions of established brands)  Nicholas has bet on contract research and manufacturing. Having entered this business in 2003, the company has already built up a Rs. 1065 crore business (or 43% of revenues). Nicholas has made bold moves, acquiring Avecia Pharmaceuticals in December 2005 and Pfizer’s Morpeth  facility in June 2006. Both have significant custom manufacturing contracts. The Morpeth facility for instance has come with a long term supply agreement with Pfizer till 2011.  Nicholas has identified 130 new compounds that can be made through custom manufacturing. The company’s agreement with Eli Lilly signed in January 2007 will involve a select group of pre clinical drug candidates. Nicholas will do Phase I and Phase II studies for a molecule developed to treat metabolic disorders. Some 72 patients will be engaged. Nicholas will earn $100 million in fees after these studies are completed in about two years. There is clearly a big opportunity in contract research. New drug development costs about $900 million in the US. Nicholas believes it can be done for about $100 million in India. 
Truly global companies 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 because it is more fashionable to do so.  Microsoft is a good example. 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 core product development activities in Seattle, USA. Microsoft’s overseas subsidiaries take care 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 explains why SAP has shifted many of its major product development activities to the US.  
The value chain configuration of a transnational company depends on the roles and responsibilities it wants to distribute among its subsidiaries. This in turn depends on  two factors. The first is the overall importance of the local environment to the firm’s global strategy. For example, the market could be huge in size or might be the home base of a major competitor. Alternatively, the market could be  highly technologically advanced or might have sophisticated consumer tastes. The second is the subsidiary’s competence in technology, production, marketing and other areas. There may be a sophisticated cluster of related industries or highly talented manpower. In relation to these two factors, Ghoshal and Bartlett
 have classified subsidiaries into strategic leader, contributor, implementer or back hole. A strategic leader ranks high on both factors while an implementer ranks low on both factors.  A contributor ranks high on local capabilities but low in terms of strategic importance of the local environment. A black hole is located in a strategically important market but has minimal capabilities. The black hole is a situation that must be rectified quickly. IBM, for example, has ramped up resources quickly in India in the last two years. So has Accenture. 
Exhibit 5.1
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The ease of managing a globally dispersed value chain has increased significantly thanks to the Internet. 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. That way the firm not only reduces interest, warehousing and insurance costs  but also minimises the risk of obsolescence and lost sales, when  customers are turned away due to stockout situations. The Internet, in short, ensures efficient and cost effective coordination of activities, independent of geographical borders. Consequently, even small companies have opportunities to globalize today, that were not available earlier. 

We now examine how different value chain activities can be managed by global companies.

Research & Development 

Research & Development (R&D) is a critical function for many global companies. 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 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 hybrid 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. This approach not only tends to protect and develop the core competencies of the company but also helps in achieving economies of scale and specialization. On the other hand, resistance from subsidiaries to ideas being imposed by the parent company is  likely. R&D managers at the headquarters may  also try to handle more than they are capable of. 
In a decentralised approach, these  problems can be avoided. This approach is more effective in meeting the needs of the national environment. The management can leverage the creative resources and developments of its subsidiaries worldwide to benefit the entire organization. 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. The Not-Invented-Here Syndrome is another pitfall. Subsidiaries may be reluctant to accept good ideas coming from other parts of the system. 
As such, a hybrid approach  which is a cross between the two is the most practical approach in many cases.  Ghoshal and Bartlett use the term globally linked innovation process, to describe an environment where the stimulus for an innovation is far away from the company’s response capability and several organizational units can contribute to developing the most innovative  response to a sensed opportunity. A globally linked innovation process captures the worldwide system’s potential economies of scope and leverages the benefits of worldwide learning. Transnational corporations must be able simultaneously to enhance the effectiveness of central innovations, improve the efficiency of local innovations, and create conditions that facilitate a globally linked innovation process. 

Kuemmerle
 has classified overseas R&D centres into home base augmenting sites and home base exploiting sites. Home base augmenting sites attempt to tap knowledge from competitors, customers and universities 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. Such centres should ideally be located close to large markets. They 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 between the new lab's engineers and the foreign country’s manufacturing and marketing facilities. 

Notwithstanding the distinction between the two types of R&D  centres, Kuemmerle points out that in both cases, leaders should be respected scientists with proven managerial capabilities, with a comprehensive understanding of technology trends  and having the capability to integrate the new site into the company's existing R&D network. 

The evolution of the R&D strategies of global companies is best understood by examining the actual experiences of some companies. Here, we look at the Japanese consumer electronics companies, Matsushita, Sony and the American pharmaceuticals company, Eli Lilly. 

The Matsushita Experience

Matsushita Electric, the global consumer electronics company, 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 established 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 to modify and customize products for the local markets. They also took advantage of locally available technological information and skilled  personnel. 

To start with, Matsushita’s parent labs for the different divisions, set up overseas labs and provided them significant support. The system  succeeded in the development of different overseas labs, but failed to achieve  the desired coordination among them. Besides, funding remained essentially 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 R&D efforts, 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 followed became a cross  between centralisation and decentralisation - in other words, a hybrid 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, employing 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. Later, as it detected inconsistencies and  coordination problems across its worldwide system, Sony realised the need for  a greater degree of centralisation. 

In 1983, Sony strengthened its divisional organisation. It divided its worldwide market into four regions – Japan, America, Europe and southeast Asia. The Japanese headquarters assumed the 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. 

By the late 1990s, Sony had also put in place various mechanisms to optimise its global  R&D efforts. To maximise the fit between global and regional strategies,  Sony began to hold global R&D meetings twice a year, once in Japan and once  overseas. 
In line with the Japanese tradition, Sony continued to lay great emphasis on human relationships and informal channels of communication among the three  CTOs rather than on just rules and procedures. Sony started to hold 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 retained 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 top quality 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 this city. 

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 

A global network of tightly coordinated operations is a key characteristic of a transnational. While configuring their network, transnationals must strike the right balance between centralised and dispersed manufacturing facilities. A centralised production system allows a firm to avoid investment in overseas plants during the early stages of globalisation. It helps in generating economies of scale and in reducing the complexity of sourcing and materials  management. However, in a highly centralized system, 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. Various factors shape the operations strategy of a global corporation. A few of them are listed below.
IBM In India
,
,
,

IBM’s expansion in India is a great case study in how global companies are tapping talent across the world and strengthening local subsidiaries which have strong delivery and innovation capabilities.  About three decades back, IBM had withdrawn from India under political pressure. Those were the days when MNCs faced a fairly hostile environment in India. Only in the early 1990s, did IBM plan its gradual return to the country. But in the last five years, IBM has moved at a breakneck speed in one of the most exciting markets in the world today.  
After eliminating some 20,000 jobs in high cost locations such as the US, Europe and Japan, IBM (early 2008) employs about 73,000 people. Big Blue has also set up major R&D labs in Bangalore and New Delhi. The company has spent heavily in India, investing  more than $2 billion both in acquisitions (Daksh  the call centre operator) and greenfield facilities. Unlike many other leading  Indian IT companies, IBM is also developing the local market, having already signed major outsourcing deals with Bharti, DLF, Canara Bank and the Indian tax department. Case studies have been written on some of these deals! IBM’s Indian revenues have touched $750 million making it the largest IT company in India. Next year, revenues are expected to touch $1 billion. When Sam Palmisano, IBM CEO visited Bangalore in 2006 for the annual investors’ meet, an event traditionally held in New York, he announced the company would invest about $6 billion in India in the next three years.
IBM believes India can become a major centre for innovation. Indian R&D engineers are working in areas ranging from semiconductors to super computers. A local team has developed software that can screen potential applicants by evaluating language, accent and grammar skills. IBM has tried to combine IT management with new products, processes and business models. IBM has set up innovation centres to work on various new ideas. These include a new store concept for a retail chain, a new way of distributing insurance for a financial services company and a method of billing for a telecom company among many others. IBM’s deal with Bharati is a good example. So also is the tie up with Apollo Hospitals to build a national health data network that will help hospitals identify new revenue streams and manage costs. In case of DLF, IBM’s innovation centre will help the real estate giant integrate technology with building designs. 
IBM’s Global Business Solutions Centre employs some 600 business and technical brains to create reusable solutions and assets than can be used across businesses. IBM has created 120 assets since its inception in March 2006. Meanwhile, the India Research Laboratory set up a decade ago (one of IBM’s eight global research centres) has been working on cutting edge innovations. The centre has come up with SCORE (Symbiotic content oriented information retrieval) and EROCS (Entity recognition in the context of structural data). These two new technologies can combine structured and unstructured information across the organization to develop key insights and facilitate better customer management, targeted marketing, fraud detection and prevention. IBM has also set up a 2000 strong India Software Lab, which undertakes projects in cutting edge areas such as RFID, Service Oriented Architecture (SOA), Virtualisation, Autonomic and Grid computing. The lab has partnered with German retail chain, Metro to develop the Future Store concept. 

One big threat which IBM faces is from Indian IT services companies who have a lower cost structure and do not have the legacy, which IBM has, of thousands of high cost employees located in developed countries. To counter this threat, IBM is trying to develop software that automates many of the activities, companies outsource currently. As part of this strategy, IBM has picked 17 industries out of which health care and insurance are being handled mainly by software engineers in India. IBM is betting that when processes are automated by software, they will become assets that will be reusable by different customers. Such assets have the potential to generate regular cash flows in the form of license fees. 
IBM is clearly trying to change the rules of the game in outsourcing. It realizes the difficulties in matching the ability of Indian IT companies to mobilize people in huge numbers and in controlling costs. But by all accounts, the Indian IT firms are far behind IBM when it comes to sheer technological capabilities and the ability to leverage hardware, services and  software to solve real business problems. IBM is clearly hoping that the investments in India will help it to develop the necessary intellectual capital that will generate the necessary firepower. Clearly, India is going to play a central role in IBM’s global operations in the coming years. 
In some cases, plant location may be dictated by the requirements of customers. Some automobile companies such as Ford, Honda and Toyota  have rapidly expanded across the world in the last two decades. As a result, many auto parts manufacturers have also relocated themselves to be close to  them. This has facilitated just in time production and 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.
Exchange rates can be a major driver in the relocation  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 risen to 79.8 to the dollar. The appreciating yen put pressure on Japanese  companies to locate more and more of their plants outside Japan. Other  global companies too have located  plants in different countries and shifted 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 stiff appreciation of the rupee
 in recent times is posing big challenges for Indian exporters (See Exhibit 5.2). With the rupee rising against the dollar by almost 10% since March 2006 and 7% in the three months leading to September 2007, Indian companies are learning to live with currency volatility. The rupee has already breached Rs. 40.00 and some expect it to possibly even  touch Rs. 35 in the next couple of years. Indian exporters are not only hedging currency risk more aggressively but  also trying to strengthen their operations in other countries to achieve some if not perfect currency neutrality. Mahindra & Mahindra is developing a hub in China for tractor exports. TCS has set up a delivery centre in Guadalajara, Mexico, which will employ 500 people to start with and 5000 by the fifth year. Shrenuj Diamonds is strengthening its presence in Thailand and China. Bharat Forge has acquired a company in the US. 
Exhibit 5.2
Impact of rupee appreciation on different sectors

	
	EBIT margins (%)
	Impact on EBIT for every 1% rupee appreciation
	Extent of hedging
	Pricing power

	Tier-1 IT Companies
	20-30
	30-40 bp
	High
	Medium

	Tier-2 IT Companies
	10-20
	40-60 bp
	High
	Low

	Cottony yarn & fabrics
	10-20
	50-60 bp
	Medium
	Low

	Readymade garments
	15-25
	50-60 bp
	Low
	Medium

	Gems & jewellery
	5-15
	40-60 bp
	Low
	Low

	Chemicals
	5-20
	NA
	Medium
	Varies

	Pharma
	15-25
	Varies
	Medium
	Varies

	Auto ancillaries
	10-20
	NA
	High
	Medium

	Other engg. goods
	10-25
	30-40 bp
	High
	High


(bp=basis points, 100 basis points = 1%)

Source: CMIE, Credit Suisse estimates

Some companies follow a lifecycle approach to organizing their production system. Canon is a good example. The Japanese company 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 outside Japan. 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 engineer
, “The key force has been to figure out how to benefit from production overseas without losing our capacity to develop production at home.” 

Sometimes, the configuration of overseas operations may be influenced by the need to consolidate the industry. Cemex has a disciplined approach towards acquiring cement plants in other countries. Cemex buys capacity only in those regions where it can reduce the number of competitors, establish the largest share among these competitors and own a controlling stake in the acquired company. Cemex has set up a global network of 60 marine terminals to facilitate this. Cemex’s status as the world’s largest cement trader further supports this strategy. As a result of this strategic approach to operations, Cemex is able to realize higher prices than some of its global rivals.

Flexibility may sometimes  be the guiding consideration. Companies may design their global network to 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. In the long run, a  location with cheap labour attracts huge amounts of foreign investments,  which drive up wages, eroding its competitive advantage. This is a phenomenon that is slowly but surely taking hold even in India. That is why India’s leading IT services and BPO companies are looking seriously at alternative locations. 
Trade considerations may also influence the operations strategy. Bharat Forge
  is looking seriously at Brazil.  Brazil makes sense not only because it is close to North America but also because the country has various free trade agreements with countries in North America. Brazil also has trade tie ups with Latin American neighbours like Argentina, Chile and Mexico. Bharat Forge is looking at both strategic alliances and greenfield operations in Brazil. 

For global airlines, operations have to be run tightly. Most airlines use a hub-spokes system to fly passengers.  In this context, the hub has to be chosen carefully.  Indeed, the hub is the equivalent of a “plant” for an airline. India’s largest and probably the most admired private sector airline, Jet Airways wants to be among the top five airlines in the world by 2010. Jet currently generates 37% of its revenues from international business but wants to increase it to 50% in the next few years. Jet has chosen Brussels as its hub to serve North America. Brussels is not only centrally located but is also less congested than London, Frankfurt and Paris. Moreover, Brussels Airlines serves a lot of African traffic coming from the former French and Belgian colonies. Jet hopes to carry a diverse mix of traffic that might include Indians, Indian Americans, Canadians of Indian origin, Americans, Canadians and Africans who would be going to India, USA or Canada. Jet hopes to connect various Indian cities like Mumbai, Delhi, Chennai, Bangalore and Ahmedabad with major North American airports like Newark, JKF, Chicago, Toronto, Los Angeles and San Francisco through Brussels. 

While setting up overseas plants, global companies must consider the intangible benefits along with the tangible ones
. Intangible benefits include the ability to learn from local customers,  suppliers, competitors and research centres and the ability to attract global talent. As Ferdows
 puts it, "The increasing sophistication of manufacturing and product development means multinationals are placing less emphasis on low wages when they are choosing foreign  manufacturing sites. Low wages, grants  and subsidies do not necessarily lead to low total costs. Indeed in many developing countries, low wages, after adjusting for productivity, lose their  attraction". 

Information technology
One of the key drivers of globalization has been Information Technology (IT). Without IT, it is difficult to coordinate a geographically dispersed network of operations. A global company must manage IT in such a way as to strike the right balance between business flexibility and standardization. Different businesses may need flexibility in terms of how their business processes, information systems and IT infrastructures are configured and managed. Standardisation means adopting common business processes, information systems and IT infrastructure to the extent possible. Donald A
 Marchand mentions five approaches to managing IT for a company with a dispersed network of operations across the world. 
Country by country, business unit by business unit: When products and services are made and offered locally, information systems such as manufacturing, distribution, marketing and sales, general ledger and payroll may need to be developed and deployed locally. This method improves flexibility, but results in duplication, higher costs, incompatibility of different systems and poor information sharing across units.

Realign business and functional IS and IT infrastructure from the corporate centre: Here senior IS (Information Systems) managers at the corporate centre monitor trends in business and IT and explore opportunities for developing shared or common systems. Standards are developed across operating units to enable more seamless communication and information sharing. Attempts are made to reduce the costs of voice and data networks as also for consolidating data centres among operating units through “shared service” initiatives. The authority here comes more through persuasion than by mandate. Country managers are not forced to accept decisions from headquarters. Here best practices can be shared without too  much centralization. Costs can be reduced by a process of consolidation and rationalization. The corporate centre can disseminate key knowledge across business units. But the problem with this approach is that decision making may be too slow. 
Managing a global IT infrastructure in a decentralized business application environment

This approach tries to balance the need for local flexibility and company wide synergies. Decisions over business IS are left to business units, which can tailor systems to their particular business processes. Decisions about IT infrastructure and functional information systems are made on a global basis through a process known as ‘managed consensus’. Open debate is encouraged up to a point. Then a top down decision is made and local managers are expected to implement it.
Regional approach to business and IS/IT infrastructure

Key processes, information management, IS and IT infrastructure are designed to reflect regional leadership, direction and operations. At the same time, by achieving standardization in different regions, costs are controlled. Since common processes and systems exist within  each region, only one system has to be installed. This saves time. But bringing about a regional focus may take time. For example, if different countries in Europe have traditionally worked with a great deal of autonomy, consolidating them may take time. 
Globalization of the business and IS/IT infrastructure: When companies operate in global markets, consistent and accurate information is needed for global decision making. Common processes and information systems are needed to reduce costs, eliminate time delays and minimize complexity. This approach ensures the complete alignment of the company’s business strategy, culture, processes, IS and IT infrastructure worldwide. Since the company operates in global markets with global brands, local business flexibility is not a critical issue. Cost control and productivity are more critical. The speed and effectiveness of doing business globally are facilitated by worldwide IT infrastructure as well as common business and functional systems. The problem is that this model may create problems if at a future date, the company wants to move towards a more flexible model.
Managers should use three criteria to determine which of these approaches is most appropriate for their company.
· Scope for business value creation and overall cost reduction.
· Flexibility to respond to business change.
· Scope to share information and communication seamlessly worldwide
Treasury Management 

Global companies have to take care of the cash requirements of subsidiaries in different countries, simultaneously. Each of these subsidiaries could be dealing with  receivables
 and payables
 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. Hedging
 may be done, even when it is not really required, leading to avoidable transaction costs. When subsidiaries manage cash flows independently, quite often they could be simultaneously hedging long and short positions in the same currency. Decentralised cash management also leads to the need for larger cash balances for a given  volume of business. 

On the other hand, if cash management is globally 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.   
A globally coordinated approach towards 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 of 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  developing 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. 

Cemex, the Mexican cement manufacturer illustrates how globalization can help a company manage the treasury more effectively. When it was a local company, Cemex tapped local sources of finance. But after establishing itself in Spain, the Mexican company started financing new acquisitions through the Spanish operations. Cemex benefited from the tax deductibility of interest in Spain, investment incentives and increased collateral value because of operations in a more developed  market, compared to Mexico. Indeed, Cemex has attracted a  lot of attention for its ability to use overseas assets as collateral and mobilize capital in Europe.  

Comparative and strategic advantages 

We have mentioned earlier in this chapter, the need for global companies to combine both comparative and strategic advantages to put in place a globally leveraged  strategy. We will now examine in greater detail, the key 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 entered the European  Union (EU) in the 1970s and 1980s  by locating their plants in Ireland, then a significantly cheaper location  compared to more developed countries such as France and Germany. Both Dell and Intel  have established 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. Global companies such  as General Electric (GE), Citigroup, Lehman Brothers, UBS and Goldman Sachs have all located bulk of their back office operations in India.  
Beyond a point however, an obsession with comparative advantage  may be counter productive. Indeed, most global companies 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. 

To take a few examples, the US is a strategically important market for products like computer software, financial services, 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 and tap local talent. 

The rise of total sourcing

Value chain configuration for global companies is as much about tapping strategic advantages as it is about comparative advantages. The Indian IT industry is learning this lesson fast. India’s leading IT services company, Tata consultancy services (TCS) has set up a small call centre in Reno, Ohio in a bid to give customers a better experience. TCS became the owner of the call centre when its business services unit, Ser Wizsol bought the call centre business of travel processing firm TRX. Wipro, another leading Indian IT Services company has purchased Infocrossing, a New Jersey based outsourcing firm for $600 million. The deal gives Wipro 900 new employees and five data centres. These examples, which are being increasingly labeled as “in sourcing”  show that global value chain configuration is as much about creating value as it is about cutting costs. 
Another region
, the Indian IT companies are looking at seriously, is the Baltic Sea Region (BSR) consisting of Sweden, Finland, Denmark, Latvia, Lithuania and Estonia. Some 8500 small and medium IT consulting and design firms are based in this region. Finland, Sweden and Denmark have consistently ranked high in the global competitiveness rankings. On the other hand, Latvia, Estonia and Lithuania, which have made giant strides after the disintegration of the Soviet Union, are among Europe’s fastest growing economies. Wipro and Sasken have significantly expanded their operations in Finland. TCS has an integrated network of operations across Finland, Denmark, and Sweden. Not only are the local capabilities in telecom strong but the region also offers a strong near shoring base to tap various markets in Western countries. Both technology and language skills are strong here. In these countries, most people are at least degree holders with knowledge of three languages, Russian, German and French, apart from English. The proximity to markets and a strong vibrant telecom cluster makes BSR, an attractive region for Indian IT companies to expand their operations, despite the high wages.
Clearly, the way ahead for the Indian IT services companies is total sourcing, i.e., combining smartly strategic and comparative advantages so that both value addition and cost control are optimized.
The growing importance of information technology (IT) and automation has undermined labour cost advantages to a large extent. As a result, direct manufacturing labour cost, as a percentage of total product cost, has been declining. In some cases, comparative disadvantages such as expensive labour  can be circumvented through ingenuity and redesign of the business model. Nicholas  Hayek, former CEO of Switzerland based SMH, which makes the world famous Swatch watches, has argued that low cost methods of manufacturing, can be developed, no matter what the location. Hayek has explained
 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 economics; 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’s point is 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.” 
Which is the financial capital of the world: London or New York
?
With some $100 billion in foreign investment pouring into London annually from countries like Russia, India, China and the US, London is challenging New York very seriously in the hotly contested race to become the financial capital of the world. Over 40% of the world’s foreign equities are traded here as also 30% of foreign exchange. And unlike New York and Tokyo which are backed by large domestic markets, London’s business is truly global. 

For long the financial hub of the world, New York has been sliding in the past five years. Too much litigation and heavy handed regulation are factors cited behind this phenomenon. US Treasury secretary, Henry Paulson and Christopher Cox, Chairman of the SEC have called for reforms to revitalize the US capital markets. While the US is weighed down by Sarbanes Oxley, London seems to have been quite successful in putting together a new, more flexible regulatory approach that makes it easy to do business, regardless of nationality, currency or accounting system. 

In fields like OTC derivatives, foreign exchange and metals trading, London has taken a worldwide lead. Some 21% of global hedge fund assets are handled from London. London has also been successful in attracting hundreds of smaller firms from around the world, including the US to its less prestigious markets, especially the AIM exchange. London has also in a big way attracted firms from emerging economies looking to raise capital.
New York, which is still home to six of the world’s top ten investment banks is trying to stage a comeback. The New York Stock Exchange (NYSE) and Nasdaq are trying to merge with London’s European rivals. The NYSE has merged with Euronext. Meanwhile, to make life a little easier for listed companies, the SEC has recently accepted the International Financial Reporting Standards that differ from the US GAAP. The SEC has also relaxed Section 404 of SOX which stipulates that outside auditors must monitor internal controls. 

Meanwhile, both London and New York need to work hard to sustain their competitive edge. London for example has to revamp Heathrow, a highly congested airport which is bursting at the seam. The city’s road infrastructure and rail transportation also need an overhaul. New York has to take a serious look at its regulatory framework. Both London and New York also cannot overlook competition from other centres like Hong Kong, Singapore, Mumbai, Shanghai and Dubai. However, these centres have a lot of catching up to do. London and New York are still far ahead of other centres. They offer a combination of features that financial services firms look for – good international air connections, use of English as the business language, sound legal system, large financial exchanges, availability of talent and an attractive lifestyle. It will not be that easy to convince talented investment bankers to leave these cities.
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 where globally competitive companies are clustered together. For example, Silicon Valley in California is reputed for its cluster of computer  hardware and software companies. Even though labour is expensive, world class companies in the computer industry continue to perform their key value adding activities in this region. (See Chapter 2 for more details about Silicon Valley). Similarly London and New York are financial hubs where academics, corporates, deal makers and traders came together to drive various financial services innovations (See above box). 
Michael Porter describes clusters as geographical concentrations of interconnected companies and institutions in a particular business. Clusters include suppliers of components, machinery, services and institutions which provide specialised infrastructure. 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. 

By  being part of a vibrant 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. 

Exhibit 5.3

A framework for global value configuration


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 words
, “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.” 

Some clusters also have 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 also make clusters competitive, relative to other locations. 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 legal system, allows 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 and pharmaceuticals 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. The US in general (and New York in particular) is important for financial services both for the scale and scope of transactions.  New York is also a great place for companies to get their shares listed and expose themselves to stringent disclosure practices. 
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, may find it much more taxing and difficult to coordinate supply chain activities or  obtain relevant technical support. 

The rise of Oulu,  a city near the Arctic Circle in Finland, illustrates how vibrant industrial clusters are formed. Despite its distinctly unattractive, remote location, Oulu has emerged as  an unlikely hub for high tech industries especially wireless telecom. Oulu’s focus on wireless technology has no doubt been shaped by the presence of Nokia which employs 4500 people in the city. Another key factor in the success of the city has been the University of Oulu set up in 1958.  It is Finland’s  only integrated multi disciplinary university, consisting of a traditional university, a technical university and a business school. With over 17,000 students, the university has produced many entrepreneurs. Many of the students work part time for companies, earn while they learn and more importantly gain valuable work experience. A dedicated centre at the university focuses on applications for wireless communications. 
Oulu has succeeded remarkably in forging connections among different companies. Even fierce competitors work together and pool their knowledge to develop new technologies. An initiative called X polis holds “blind speed dating meetings” to bring companies together.  X polis also operates a mobile platform in Oulu to enable companies to test their wireless products before they go to market.  
Global companies 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 R&D, more than input costs, it is the potential to innovate and add value that  needs to be given more importance. For example, Mumbai will continue to be  India’s leading financial centre, in spite of its high land and labour costs,  simply because the vibrancy of its cluster is unmatched by any other city in the  country.  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. Despite the availability of 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.” 

Conclusion: 

The way a global company 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, which clusters like Silicon Valley provide. 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. 

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 global companies is that unless they remove inefficiencies and create a well oiled value chain, global  competitiveness will remain a mirage. 
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