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CHAPTER – IV

OCCUPYING THE SWEET SPOT  

Introduction

A detailed analysis of the value chain is often the starting point in Business Model innovation.  The value chain is nothing but the set of value adding activities that any business has to perform and coordinate. Based on Michael Porter’s framework, we can categorise a firm’s value chain activities into two groups: - Primary and Support. Primary activities include inbound logistics, manufacturing, outbound logistics, sales and service. The support activities include firm infrastructure, human resource management, technology development and procurement. 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 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. 

Understanding the company’s business

Thanks to the availability of new technologies like the Internet, activities that companies have always believed to be central to their business are suddenly being handled by new, specialized competitors better, faster and more efficiently.  So, asking the fundamental question, what business the company is in, is the starting point in the transition to a better business model.

According to John Hagel III and Marc Singer
 in most companies, there are three kinds of businesses  - a customer relationship business, a product innovation business, and an infrastructure business.  These businesses have very different critical success factors though they may exist within the same company.

The role of a customer relationship business is to find customers and build relationships with them.  The role of a product innovation business is to launch attractive new products and services from time to time.  The role of an infrastructure business is to build and manage facilities for high-volume, repetitive operational tasks such as logistics and storage, manufacturing, and communications.

The three businesses demand different competencies that are of a conflicting nature. Bundling them into a single corporation inevitably forces management to compromise the performance of each process. 

Evolving business models in the Automotive Components Industry

The automotive components industry illustrates how new business models evolve. In recent times, there have been fundamental changes in the way business is done in this industry. For an industry traditionally based on components and products, systems and modules represent radically new business models. They require new structures and processes, as well as entirely new ways of running the business.  With different types of business models emerging, companies in this industry need to position themselves suitably, instead of trying to do every thing simultaneously. 

Systems businesses produce groups of components that are linked by function rather than by location within the vehicle. These businesses create value by developing total solutions to meet customer requirements. Examples include drive train systems, safety systems, and security systems. Systems businesses require large amounts of R&D and deep, long-term relationships with OEMs. These businesses must have a comprehensive understanding of the needs of both car manufacturers and end users.

Modules businesses  assemble general and specialized components, many of which are typically produced by other companies. Therefore, players in these businesses need to be assembly masters who are also skilled in supply chain management. 

Specialized components businesses produce components such as advanced body controllers or seating sensors. These businesses generally have to invest heavily in proprietary R&D. They must strike the right balance between customization to suit the needs of individual customers and standardization to reduce costs by offering the same part to many companies.

General components businesses produce components such as motors, switches, and valves not specific to the automotive industry. In these businesses, economies of scale are important. To survive over the long term, these vendors must gain as much volume as possible by selling not only to multiple OEMs and suppliers but even to customers outside the auto industry.

The four business models differ in terms of business logic, capabilities and economics. Specialized components businesses are technology driven, have high R&D costs and are asset intensive. But they typically earn comfortable margins. Modules businesses, in contrast, do relatively little R&D. Due to their thin margins, they must achieve a high asset turnover in order to generate satisfactory returns. Performance standards vary widely among the four business models. An EBIT margin of 10 percent or more is feasible for a specialized components business. But such a high margin is practically unattainable for a typical modules business. On the other hand, asset turnover targets can be more ambitious in modules businesses than in systems or components businesses. 

Systems businesses demand creativity, flexibility, and a willingness to move into new areas. Module providers must recognize that products often have a physical logic that crosses divisional structures. In specialized components businesses, players must be prepared to make considerable investments in product and process technologies. And in general components businesses, players must be able to operate on a global scale.

Each business model demands building the relevant capabilities. A systems supplier requires a deep understanding of the vehicles into which its systems will be incorporated. A specialized components manufacturer must be good at product innovation. A general components manufacturer must have a competitive cost structure, which demands economies of scale and excellent supply chain management. 

Players in systems and modules businesses must offer integrated solutions—that cannot be easily deconstructed. Cockpits, for example, could take this form. Today most cockpits are modules consisting of an instrument panel, instrumentation, climate control equipment, and audio/telematics hardware and software. The value added by each module assembler tends to be quite limited. The supplier of an integrated cockpit solution can capture more value.
Developing a relationship with a customer usually requires a big investment in time, effort and money.  Profitability hinges on achieving economies of scope – extending the relationship for as long as possible and generating as much revenue as possible. So, customer relationship businesses naturally seek to offer customers as many products and services as possible.  IT services come in this category.

In a product innovation business, speed, not scope, is important.  Once such a business invests the resources necessary to develop a product or service, the faster it moves from the development stage to the market, the more money the business makes.  Early entry into the market increases the likelihood of capturing a premium price and establishing a large market share. Of course, this strategy is also risky as all new products do not click in the market.

Product innovation businesses do whatever they can to attract and retain the talent needed to provide the latest and best product or service.  They reward innovation. They also seek to minimize the administrative distractions that might frustrate or slow down their creative “stars.” Not surprisingly, small organizations tend to be better suited than large bureaucracies for product innovation oriented businesses. Large organizations like 3M encourage product innovation by creating small, empowered teams.  

In case of infrastructure businesses, scale is very important. Such businesses generally require capital-intensive facilities, which entail high fixed costs.  Large volumes are needed to reduce unit costs and improve profitability.  

When the three businesses are bundled into a single corporation, their divergent requirements and cultural imperatives inevitably conflict.  It is difficult to optimise, scope, speed and scale simultaneously.  To survive, companies may have no choice but to unbundle themselves and make a definitive decision about where they are strong – scale, scope or speed.  Or in other words, companies must be clear about the plank on which they are going to compete - operational excellence, product innovation or customer intimacy.

The limitations of core competence theory

Through the 1990s, many consultants swore by the theory of core competence.  But by now, the limitations of this theory have become evident.  Core competence’s utility seems to lie more in undertaking a post mortem. The theory has little predictive ability.  Another problem is that what might seem to be a core activity today, may turn out to be a non core activity a couple of years down the line and vice versa.  Core competence is also a theory which lacks a market orientation.  As Christensen and Raynor
 put it, “Competitiveness is far more about doing what customers value than doing what you think you’re good at.  And staying competitive as the basis of competition shifts necessarily requires a willingness and ability to learn new things rather than clinging hopefully to the sources of past glory.”

Companies
 must keep asking some fundamental questions to retain their competitive edge: Where can we make profits? Where will the value in the industry be? What new core competencies are needed? What do we need to do to dominate the next cycle of value growth?  Value moves rapidly toward new business designs whose superiority in meeting customer priorities makes profit possible.  In some cases, customers are the only beneficiaries of value migration because the industry’s current business models offer customers high utility but fail to recapture any of that utility in the form of pricing and profits. The message is that companies must do not only what is necessary to create value but also capture it.

Examining the linkages across the value chain

The value chain is a system of interdependent rather than independent activities.  The way one activity is performed usually has an impact on the way other activities are performed.  The ability to coordinate the linkages enhances the scope for cutting costs or increasing differentiation.  For example, Dell’s ability to coordinate its value chain activities using information technology has helped it to cut inventory and minimize obsolescence costs in an industry characterized by rapidly changing technology.  On the other hand, the Hong Kong based trading company, Li & Fung’s superior coordination of value chain activities in the Asian region has enabled it to differentiate its services and charge a premium, which customers are willing to pay.

Linkages among value chain activities must be examined, by asking questions like the following:

· Can the same function be performed differently?

· Can the performance of one activity be improved by an improvement in the performance of another activity?

· Can information technology be used to facilitate better coordination of the activities?

· Can the performance of an activity be improved by a better performance of a supplier’s or a buyer’s activity?

· Can costs be raised in one activity to lower the total costs across the value chain?

While on the subject of value chain linkages, it is useful to understand the different  interfaces which exist within a product or between stages in the process of value addition.  Thus, design interfaces with vendor development and manufacturing interfaces with outbound logistics.  When there are unpredictable interdependencies across the interfaces, it is a good idea to do all the activities within the organization.  On the other hand, when the interdependence between the activities on two sides of the interface is clearly understood and can be documented or specified, modularity and specialisation are advisable.  Integration improves performance at the cost of flexibility while modularity increases flexibility at the cost of performance.  Christensen
 argues that when customers are still dissatisfied with the product performance, vertical integration makes sense.  But when performance has already reached acceptable levels, modularity, specialisation and outsourcing will help in cutting costs and expanding the market.  Typically, in the earlier stages of the product lifecycle, proprietary, vertically integrated business models are useful because product performance is not good enough.  But after a few years, faster and more flexible, specialized companies tend to dominate. 

Evolving Business Models in the Pharmaceutical Industry

The pharma industry illustrates how new business models evolve in response to changes in the environment. The business model that emerged in the 1950s was driven by science.  Pharmaceutical companies like Merck, Pfizer and Lilly invested in large, efficient screening labs that could generate the most powerful chemical combinations. While the patient was the ultimate consumer, the physician made the buying decision.  Pharmaceutical companies focused on convincing doctors to prescribe their products.   Hungry for what the pharmaceutical companies were offering, the medical community eagerly looked forward to breakthroughs.  They were excited about treating diseases that had long looked incurable.

By the 1970s, this business model came under increasing strain.  The US Federal Drugs Administration (FDA) guidelines extended the length of the development process and shortened the patent-protected economic life of a product.  These same guidelines also dramatically increased the cost of the development process.  The business design based on serendipitous science began to look increasingly vulnerable.

By the late 1970s, the economics of drug development had changed dramatically.  The old assumptions about customers and economics were no longer valid.  Burdened with more and more submissions, the FDA moved even more slowly.  Development costs continued to rise each year.  Roy Vagelos, CEO of Merck recognized that continued value growth would require fundamental changes in Merck’s business model.  Vagelos decided to focus development activities on fewer high-potential products and to ensure that those products reached the market ahead of the competition. He created cross-functional teams around the most promising and important products.  Responsible for the entire development cycle, these teams had freedom to create the most effective process they could.  Teams had to “compete” for resources throughout the organization, forcing project managers to “sell” and functional managers to “buy” into the hottest projects.  From the start, marketing people were included to ensure that “hot” compounds would be translated into “big” products.

Merck also began to view the FDA as a valuable customer rather than as an adversary. The FDA could make or break a product, not only by approval or rejection, but also by how speedily it acted on a product. So Merck invited the FDA into the development process early, and used FDA input to guide the company’s efforts.

Later, Merck anticipated that as organized buyers increased their use of generic and therapeutic substitutes, the blockbuster business model would lose its attractiveness and profits would shrink. Key account management and low-cost distribution would displace sales and marketing as drivers of value growth. Vagelos anticipated that the future belonged primarily to bulk buyers, who would require a smaller and very different type of selling function than the one Merck was using.

The growing power of the managed care industry in the early 1990s changed the way that pharmaceutical prescribing decisions were made.  In an effort to control costs, Health Maintenance Organizations (HMOs) and Pharmacy Benefit Managers (PBMs) created mechanisms that limited the physician’s freedom of choice.  These organizations, supported by sophisticated information systems, put pressure on physicians to prescribe lower-cost therapies.  From the pharmaceutical company’s point of view, formularies (list of approved products) became critical vehicles of market access. The leverage of restrictive formularies and growing membership lists enabled the managed care organizations to extract significant discounts from pharmaceutical manufacturers.  As large buyers continued to grow in both membership and influence, the ability to sell to and negotiate with them became critical for manufacturers.  Taking into consideration these trends, Merck took over Medco, a PBM.

In the late 1970s and in the early 1990s, Merck moved boldly against conventional wisdom.  In both cases, Merck was able to redefine the rules of the game.  Companies can learn from both of Merck’s major transitions.  In the past, sales, and pricing had driven the value growth in pharmaceuticals.  As customers and industry economics shifted, the ability of these functions to drive value growth diminished.  The relative importance of product development, FDA management, and account management rose rapidly.  Merck understood this shift and managed it. Later, Merck understood that the aura around its product was vanishing and power was migrating from the manufacturer to the distributor.  Merck moved proactively as it sensed a strategic inflection point in the environment, instead of going into a denial mode.  Now as the threat from generics manufacturers in countries like India increases, it remains to be seen how Merck handles the situation.
Mapping the industry’s profit structure

A good exercise for all companies is to work out how profits are distributed across the industry value chain.  Such a mapping exercise will reveal which activities are generating a disproportionately large share of the profits and which a disproportionately small share.  The difficulty with such an exercise is that financial data are rarely reported on the basis of each value chain activity.  But still an effort should be made to get the profit figures at the appropriate level of disaggregation. Orit Gadiesh and James Gilbert
 prescribe a systematic step-by-step method for doing the mapping exercise. 

The first step is to identify all the value chain activities that are relevant to the business.  The value chain must be defined broadly enough to include all the activities that influence profitability. Activities which the company is not doing today, but where it may get involved in the future, should also be included.  The company must decide the proper level of aggregation for each activity.  Then it must make a rough estimate of the total industry profits. The next step is to arrive at the distribution of profits.  Allocation of overheads is the tricky issue here.  Unless this is scientifically done, using methods such as activity based costing, it will lead to a distorted picture and consequently, wrong decisions.  Finally, the data should be reconciled. The profit estimates for each activity must add up to the overall estimate of industry profits.

Reconstructing the value chain 

Once a company knows how profits are distributed across the industry value chain, it has a better idea of how to reconstruct the value chain to improve performance.  Indeed, new business models emerge by virtue of their superior ability to create and deliver value.  Market leaders become the center of gravity in their respective value chains by determining specifically where and how value is created and by positioning themselves to control it.  A company can create a stronger competitive position for itself on the value chain by addressing important issues like:

· How value is being captured

· The gap between revenues and costs

· Linkages with suppliers and customers

· Use of information technology in general and the Internet in particular.

Reconfiguring the value chain is not just about cutting costs.  It is also about altering the basis for competition in a way that favours a firm’s strengths.  While reconfiguring the value chain, a firm must remember that there is scope for differentiation in almost every value activity.  Thus, a firm can look at a new distribution channel or a new selling approach.  It can forward integrate and take over distribution. Alternately, it can eliminate channels. It may backward integrate to have better control over quality. It can adopt new processes in areas like manufacturing, materials handling and logistics. 

Different segments of the value chain may not be equally attractive from a value creation/ capture point of view.  So, the firm must carefully choose the segment in which it will operate and whenever possible, withdraw from unprofitable segments.  There are steps along the way that create value and others that do not. Moreover, there are steps that directly influence the total value created by the entire chain.  Companies need to recognize what parts of the value chain they can and should control to maximize their own value capture. Companies like Intel and Microsoft understood this point several years back. Others like Apple did not do so. Apple operated as a vertically integrated player while Intel and Microsoft became specialized operators (See case at the end of Chapter I).

Reconstruction of the value chain demands an outward-looking rather than an inward looking orientation.  In addition to restructuring their own value chain, firms must also address the gaps and inefficiencies that exist in their industry’s value chain or what Porter refers to as the value system.  They must form alliances, where appropriate, to deliver total customer solutions. Firms must also help suppliers to innovate in such a way that the suppliers themselves do not become a threat.  This is possible only if the firm has a superior ability to coordinate the activities of different value adding entities. Or as the current jargon goes, the firm must be an effective value chain orchestrator. 

Meaningful value chain restructuring calls for a greater focus on effectiveness rather than efficiency.  That means looking beyond a few steps in the value chain and examining the entire value system and the linkages that exist. That in turn implies anticipating tomorrow’s customer needs and modifying the existing operations to be better positioned to meet that emerging demand.

The Internet world has useful lessons to offer in value chain configuration. Dot-coms are in general, focused players, who depend heavily on outsourcing. But the really successful ones have developed innovative business models by considering the entire value system, not just their own role.  They have taken a much broader view of how value is delivered to the customer.  

Established companies can take advantage of the Internet to transform their value chains  at two levels: at the company level and at the industry level. At the company level, the issues are relatively straightforward. Companies can use a variety of tools and processes to become  more efficient and more responsive to customers.  

Evolving Business Models in the Steel Industry

The steel industry illustrates how value migrates within an industry and across industries. First, customers turned to steel suppliers with new business models that integrated steel makers thought were only operating on the periphery of their market. Second, customers turned to materials that performed better than steel. This substitution enabled new competitors to capture the value that had been created by the steel industry.

In the 1950s and 1960s, the vertically integrated business models of the major US steel companies were highly successful. Following the great depression and World War II, steel-hungry industries such as autos, construction, appliance manufacturing, and canning expanded rapidly. The business model of the US steel mills was well placed to meet the rising demand. Through vertical integration, the mills achieved extremely low unit costs at high capacity utilization. Since their customers had no alternatives to domestic supplies, the inte​grated mills had high bargaining power. 

Although the integrated steel producers in the US dismissed the Japanese mills, the construction industry did not. Big American contracting and engineering firms bought as much steel as the Japanese mills could export. But thanks to heavy tariffs on higher-quality steel, which eliminated the Japanese price advantage, the integrated mills in the US maintained a firm hold on automotive customers.

The Japanese systematically attacked every cost component in the value chain, optimizing first the upstream part of the steel making process and then the downstream part. First, they drove down transportation costs (large-scale shipping), then ore (new sources in Austra​lia) costs and then coal (new sources in Brazil) costs. Larger blast furnaces, basic oxygen furnaces (300 tons per heat scale) and finally, con​tinuous casting, that eliminated ingot making also significantly reduced costs.

Meanwhile, construction companies found that U.S. mini​mills were offering very competitive prices on low-end bar steel for reinforcing concrete. Minimills could offer low prices because their business model had several distinct advantages. Rather than smelting iron ore in basic oxygen furnaces, they collected inexpen​sive scrap and melted it in electric arc furnaces. Their plants were located in rural areas where labor costs were 30-40 percent lower than in the urban production centers of the integrated mills. They were located close to major construction areas, enabling builders and wholesalers to order products with shorter lead times and get faster delivery. The minimills gradually moved up the value chain. They began to produce higher-value products like joists. 

As buyers of low-end structural steel discovered the minimill alternative, the canning industry also found new suppliers. For years, beer and soda can manufacturers had been nagged by produc​tion problems with steel. Ease of manufacture, not price, dominated their purchase decisions. Reject rates in canning plants were persis​tently high because tin-plated steel was not an easily formable mate​rial. Moreover, its weight added substantially to transportation costs.

Can manufacturers also realized that steel limited the appeal of their product to end-users. It was easy to open a steel can in a kitchen, but people at picnics, parties, football games, beaches, and offices needed a can opener. Beverage marketers knew that a "pop top" design would add to the utility of their product, but steel was unlikely to satisfy this unmet need.  They looked at aluminum, which was light and easy to bend. Aluminum manufacturers launched a highly focused campaign against steel, concentrating all their resources on knocking steel out of the beer can market. Early experi​ments in making aluminum cans succeeded, and pop tops became possible. By the late 1960s, 20 percent of beer cans were made of aluminum. By 1973, 50 percent of beer cans in use were aluminum. The aluminum players next targeted soft drinks and quickly captured 20 percent of that market.

By the late 1970s, the integrated steel mills in the US had finally been jolted from their unchallenged dominance. As the trend toward aluminum substitution in canning became undeniable, several mills made countermoves. For example, they attempted to develop a lower-cost way of making cans from steel.  But these initiatives came too late.

Meanwhile, GE Plastics, Dow Chemical, and Borg-Warner focused their R&D efforts on making major advances in impact, heat, and solvent resistance. Their engineers identified plastics that were best suited to different uses such as auto bumpers, home appliances, and computer cabinets. By the end of the decade, plastics were giving steel a run for its money in many of these markets. The emboldened plastic makers targeted the US automobile industry.

It was not the purchasing agents, but the design engineers who gave plastic makers a toehold. Auto designers appreciated plastic's light weight, rust resistance, and capacity to reduce both the number of pieces in an assem​bly and factory retooling costs. Of course, plastic was not as recyclable as steel. It also took longer to cast a plastic part than to stamp a steel one. But plastics reduced body weight and increased fuel efficiency, an urgent priority. 

By the mid-1980s, the migration of value away from the integrated steel manufacturers in the US was increasingly clear. As competing business models gained momen​tum, the integrated steel making business model faced a serious threat.

The business model of minimills had worked extremely well in the 1970s and early 1980s. However, the stream of new scrap from industrial processes was diminishing as quality initiatives and lean production techniques cut down waste in heavy manufacturing. Overall, scrap supply was growing far less than scrap demand. The price of scrap rose sharply. 

Mini steel maker Nucor was the first to see it-and to change its business design before it was too late. Nucor decided to set up thin-strip continuous casting at a new plant in Crawfordsville, Indiana. The process enabled Nucor to pro​duce up-market flat-rolled steel for use in construction, appliance, auto, and other manufacturing applications. By entering the upper end of the market, Nucor posed a direct threat to the vertically integrated steel makers. To lessen the company's dependence on scrap, Nucor’s CEO Ken Iverson built an iron carbide plant in Trinidad, which could be fed with cheap iron ore from Brazil. Natural gas-fired reactors would produce iron carbide (a substitute for scrap), which would be loaded onto barges bound for New Orleans. 

Thus, the integrated business model in the steel industry lost value to four new business models: foreign mills, US minimills, aluminum manufacturers, and plastics producers. Each value migration was initially modest, but in combination, the four became dangerously large. The integrated steel plants believed there were barriers between the low-end and the high-end niches. So by the time they responded, they faced a formidable competitor. Nucor had reached critical mass and had established enough credibility to challenge the incumbents across a wide range of products. 

At an industry level, value chain reconfiguration is more complicated.  The Internet has broken down the traditional barriers that held competitors and even customers, at arm’s length. To succeed in this cheaper, faster, more convenient, and customized environment, companies have to partner with their competitors and depend more on outsourcing. They must also render their cost structure more transparent to customers in ways they could not have imagined just a few years ago. Companies must work together with suppliers from the beginning of the development process to craft customer solutions instead of imposing their specifications. 

More often than not, companies do not have a good understanding of the consumer value proposition. Again, the problem often comes from not understanding value from the customer’s perspective. For example, many companies tend to overvalue scale economies and undervalue the price premium consumers will pay if they meet unique customer expectations. Understanding what customers want is only one facet of the problem.  The demand has to be met efficiently. To execute well, companies need to gain clarity on what drives their costs.  Here, the linkages among activities must be examined.  As Shank and Govindarajan
 have put it in their classic book, “Strategic Cost Management: The New Tool for Competitive Advantage”, cost cutting need not take place across the board. Sometimes costs have to be increased in one part of the system to reduce total costs.

All costs and investments do not have an equal impact on the final price paid by the end customers.  Often, it is only a few key elements of cost or investment – value drivers – that make a company’s products and services worth their price.  Exceptional performance in these parts of the value chain usually leads to high profitability. So an important question a company must answer is which capabilities are core to value creation and capture and whether they should be performed internally.

Value drivers evolve over time as changes take place in underlying technologies, markets, and regulatory environments. Anticipating and taking advantage of these changes holds the key to establishing a sustainable leadership position in any industry.

One of the best ways to understand how value drivers are changing is to look at product performance from the point of view of customers.  According to Christensen and Raynor
 the companies that are positioned at a spot in a value chain where performance is not good enough, will capture the profit.  Those are the conditions where differentiation is possible and high entry barriers can be created. Where the performance is good enough, there is little scope for further differentiation.  Dell has been one of the companies to understand correctly the shifts in value drivers.  According to Christensen and Raynor, Dell has succeeded because it integrated across the not-good enough interface with the customer.  At the same time, the company is not integrated across the more-than-good enough modular interfaces among the components.  Similarly, Microsoft and Intel have occupied the sweet-spot by migrating to the interfaces within the subsystems where there is still scope to improve performance. Christensen and Raynor have framed the Law of Conservation of Attractive Profits
.  “In the value chain, there is a requisite juxtaposition of modular and interdependent architectures, and of reciprocal processes of commoditisation and decommoditisation that exists in order to optimize the performance of what is not good enough… When modularity and commoditisation cause attractive profits to disappear at one stage in the value chain, the opportunity to earn attractive profits with proprietary products will usually emerge at an adjacent stage.”  

Value chain fragmentation and its implications
One of the major trends in recent times has been the splintering of value chains.  This phenomenon needs to be understood carefully. Information has been the glue that has traditionally held value chains together. The high cost of getting sufficiently rich information to suppliers, distribution channels, and customers was what encouraged firms to pursue vertical integration. But now as transaction costs plummet, that glue is dissolving. Increasingly, access to rich information and common communications standards are enabling the open and virtually free exchange of all kinds of information. Companies are sharing product designs, logistics information, and financial data with people inside and outside the corporation. Manufacturers and their suppliers are communicating and collaborating more than ever before. The walls that divided companies are collapsing. Earlier, a company could maintain a competitive advantage if the average performance of all the activities it performed was better than that of its competitors. Today a company must excel in every activity it performs because every link of its value chain is being challenged due to the emergence of focused players. That does not mean that integrated manufacturers will disappear altogether, but they must be highly productive in everything they do. Otherwise, they should be ready to deconstruct. 

The deconstruction of value chains has profound strategic implications for many industries. Consider the consumer goods industry. Many companies are becoming power branders. They orchestrate a network of suppliers who perform capital-intensive activities such as manufacturing. Power branders have been around for decades in industries like fashion goods and apparel. But because deconstruction allows many kinds of companies to attain high levels of productivity with few assets, power branders are now cropping up in other industries like hard goods, magazines and TV, furniture and sporting goods. Power branders can outsource non-core activities and be more flexible and responsive to shifting tastes. They can also use the same brand name across many kinds of products to generate economies of scope. 

The fragmentation of value chains raises several issues: What to own? What to buy? What to sell? Whom to buy from? Whom to partner with? To make the right decisions, companies must thoroughly analyze their businesses and weigh the pros and cons of deconstruction at every link of the value chain.  While no general solutions can be prescribed, a few examples will explain how new business models may evolve through the process of value chain deconstruction. 

If the industry is shifting from large-scale, low-cost manufacturing to flexible, fast-response products, assembling a network of suppliers with excellent production capabilities may be a good move. If the company has superior branding capabilities, outsourcing makes sense in most situations.  But if the company has superior production capabilities but no skills in branding it can become a supplier through private-label agreements. The Taiwanese semi conductor manufacturers come in this category.

Where a company's in-house delivery capabilities are falling behind those of competitors, the only option may be look outside. For example, in logistics, specialist service providers, such as Federal Express and UPS, offer the speed and flexibility necessary to serve a broad range of industries. They offer turnkey warehouse and fulfillment services including pick and pack, as well as traditional package delivery. 

We conclude this section by emphasizing that as new markets appear, the logic of a vertically integrated company must be continually questioned rather than taken as given. At the same time, it must be noted that taking apart a value chain is a radical decision. It means transforming a company into a collection of independent businesses that buy and sell in the open market. In other words, it involves creating an entirely new value system.  The firm must have the capability to be the dominant player in the new system.  Otherwise, it may find its lunch being eaten by other players. The key lies in knowing what the company does best. If the firm is a low-cost manufacturer, could the company gain leverage by producing for all players? If the company’s brand can be extended into new areas, could the firm grow by licensing? If the firm has technology that is applicable across disparate businesses, could it leverage this strategy to capture that value? The solution often lies in narrowing competitive scope on one dimension while expanding it on another dimension.  

Value chain deconstruction at Dell
 

One of the best examples of value chain deconstruction is Dell Computer. Dell outsources most components from various suppliers and assembles them as per customer specifications. The company’s major suppliers include Microsoft for Windows, Windows NT operating system and Office application software, Intel for microprocessors, Maxtor for hard drives, Sony for monitors and Selectron for motherboards. Michael Dell has explained the advantages of outsourcing
: “You can evaluate and select suppliers that have the greatest levels of expertise, experience and quality with any particular part. If new processes are developed, that push quality levels even higher, you can partner with the firm that has taken advantage of them, rather than being held hostage to the investment you’ve made in acquiring a supplier. And if one firm you’re working with is having trouble keeping up with the demand, you can pair with others and add additional capacity. By amortizing this risk among a few suppliers, rather than harboring it yourself, you can get what you need faster and more flexibly, enabling you to expand and focus your energies where you really add value.”

Due to its heavy outsourcing, Dell has to manage its relationship with suppliers carefully. The company selects suppliers who have the expertise, experience and the ability to deliver quality. To measure the performance of its suppliers, Dell uses supplier report cards, which indicate the parameters to which the supplier has to conform. The cards track an individual supplier’s progress against the company’s metrics, as well as against other suppliers who provide similar components. Besides, the company evaluates suppliers on the basis of cost, delivery, availability of technology, velocity of inventory, and the ways in which they do business with Dell over the Internet.

Once a given supplier has reached the prescribed quality levels, Dell dispenses with testing. For example, Dell outsources monitors from Sony. As they are quite reliable, Dell does not conduct quality tests. Dell simply asks a courier company like Airborne Express or UPS, which handles its outbound logistics to pick computers from its Austin factory and the corresponding number of monitors and deliver the package to the customer.

For Michael, outsourcing has not meant selecting the best supplier and leaving the rest to him
. “That’s not what we are doing at all … the supplier effectively becomes our partner. They assign their engineers to our design team, and we start to treat them as if they were part of the company. For example, when we launch a new product, their engineers are stationed right in our plants. If a customer calls in with a problem, we’ll stop shipping the product while they fix design flaws in real time.”

Dell shares its design databases, production plans and methodologies with its suppliers to help them meet the demand for components. Company officials sit with suppliers and discuss
: “Look, our forecast says we’re going to need 4.7 million monitors now, but we might need as many as 5.8 million. What’s your production capacity? How long will it take to build a new plant, and do you have the capital to do it? How much of your capacity are we consuming? If the mix changes from 15-inch to 17-inch monitors more quickly than we anticipated, or if we need more, how will you deal with that?” Dell can tell suppliers the exact daily production requirements: “Tomorrow morning, we need 9762 units. Deliver them to door  number seven by seven A.M.”

Dell believes in having as few  partners as possible. And the partnership continues as long as suppliers perform well with respect to both technology and quality. At one point of time, Dell had been using more than 140 different suppliers of component parts. The company realized that maintaining relationships with such a large number of suppliers would increase complexity and inflate costs. Subsequently, Dell made efforts to reduce the number of suppliers. In 1999, Dell had about 25 suppliers providing almost 85 percent of its parts requirements. 

The Internet has enabled Dell and its suppliers to have fast access to information. Suppliers can access real time feedback from Dell’s manufacturing lines about quality, cost data, inventory information and order demand information. Dell’s goal is to get to a point where the supply just keeps replenishing itself, automatically without specifically telling any supplier to do so.
Understanding virtual interaction

The information revolution in general and the Internet in particular are challenging the traditional business logic. The concept of the hollow corporation which outsources most of the activities is gaining currency. A conceptual understanding of this process is useful in understanding how new business models emerge. According to Venkatraman and Henderson
, virtualness reflects three distinct, yet interdependent dimensions. 

· The customer interaction vector (virtual encounter) is concerned with company-to-customer interactions. 

· The asset configuration vector (virtual sourcing) focuses on firms' requirements to be virtually integrated in a business network, in sharp contrast to the traditional vertically integrated model.

· The knowledge leverage vector (virtual expertise) focuses on leveraging diverse sources of expertise within and across organizational boundaries.
Customer interaction 

In the past, companies interacted with their customers through a multistage distribution network involving wholesalers, retailers, customer service agents, and franchisees. The predominant focus was on efficiently distributing products in a step-by-step fashion from manufacturers to consumers. The emerging global, digital economy is facilitating a direct, two-way information link between a company and its customers. 

The customer interaction vector may also focus on flexibility and speed in customizing products and services. Customization is facilitated by: modularity, efficient information processing and suitable organizational processes. Modularity is an approach for organizing complex products and processes efficiently. Continuous information exchange with consumers allows companies to create products and processes in tune with market needs. Appropriate organizational mechanisms and processes are also necessary to generate flexibility and speed. 

Sourcing
The second vector focuses on asset configuration or what is more popularly known as outsourcing.  Many corporations today concentrate on creating and deploying intellectual and intangible assets while sourcing tangible, physical assets from external partners.  The essence of this argument is that the scope for value creation is less in manufacturing and more in the creation of a product or service architecture. Thus the designer assembles multiple interlocking product modules to deliver a superior solution, while controlling the architecture of the subsystem and its role in delivering value.

The next stage in asset configuration focuses on the interdependence of business processes across organizational boundaries. External specialists can carry out information-intensive business processes without loss of control. During the past few years, several specialist business process firms have emerged in the areas of accounting, inventory control, customer service, call-centers, database analysis, telemarketing and logistics.

The third stage in the asset configuration vector focuses on the establishment of a vibrant, dynamic network of complementary capabilities. The business model transits from a portfolio of products or businesses, to a portfolio of capabilities and relationships. Successfully positioning a firm within a broader network of resources in the marketplace is what ultimately drives competitive advantage. Value chain orchestration becomes the critical success factor.  Companies like Dell and Li & Fung of Hong Kong are masters in this regard.  Each firm balances its leadership position relative to one set of resources, with secondary roles related to other complementary resources. In such coalitions, competition and cooperation go together. Every company is positioned within a resource network and simultaneously plays both competitive and cooperative roles.

Expertise

Knowledge leverage is the third dimension. Companies must ask: How do we recognize and leverage knowledge as a corporate asset? What mechanisms should we use for leveraging tacit knowledge, where the traditional focus has been on explicit (codified) knowledge?

Venkatraman and Henderson summarise the implications for business models in the era of virtual interaction. 

1. Every corporation should develop a systematic approach to recognizing and responding to shifts in value drivers. 

2. The business model is nothing but a coordinated plan that recognizes the interdependencies among the three vectors. 

3. Companies should constantly shift the management of tangible assets to the market, while focusing on the internal management of value-added intellectual assets. 

4. Distribution channels must be seen as a strategic link with customers for gaining access to critical knowledge. 

5. Market leadership is determined by the ability to position oneself in a network of communities -- customer communities, resource coalitions, and professional communities.

6. Business strategy and information systems  should be  aligned. 

7. The allocation of critical resources determines market leadership. Under conditions of relative certainty, companies can adopt predictable models of resource allocation. However, if the future is expected to be uncertain, leaders should use real options
 to allocate resources.

8. New organizational forms that overcome the limitations of existing structures and processes must be embraced. 

9. Static metrics like market share, must be replaced by more appropriate ones.

Exploiting the virtual value chain

Thanks to information technology, companies today can create value in both the physical and virtual worlds.  But the two value adding processes are different and need to be understood carefully. Traditionally, the value chain has looked at information as a supporting function. But today as we all know, information can create value.  For example, by substituting inventory with information, Dell has reduced the costs of obsolescence, while simultaneously improving responsiveness to customer needs. Similarly FedEx’s tracking system provides a whole lot of useful information and consequently value to customers.  

According to Jeffrey Rayport and John Sviokla
, companies embrace information technology in three stages.  

· In the first stage, information makes the operations more transparent.  This facilitates better coordination of activities.  

· In the next stage, they attempt to replace parts of the physical value chain by virtual ones.  

· In the third stage, companies try to exploit information to provide more value to customers.

To build a sustainable business model around information, companies need to graduate to the third step.  They must create value by gathering the information, organizing it for the customer, selecting what is valuable, packaging it and distributing it.  Here, companies must understand how the virtual value chain scores over the physical one. The physical value chain consists of a linear sequence of activities.  The virtual value chain on the other hand is non linear. Assets along the virtual value chain do not depreciate.  They can be used again and again for various transactions. The virtual value chain diminishes the importance of economies of scale while increasing that of economies of scope.  That is why Amazon has gone beyond books into a number of other products.  

Transaction costs along the virtual value chain are much lower.  This creates the possibility for the emergence of disruptive business models.  Online banking transaction costs are  only a small fraction of those in traditional banking.  

The virtual value chain also creates greater possibilities for understanding customers.  It has the potential to facilitate mass customization, i.e., combining the flexibility of batch production with the low costs of mass manufacturing.

Concluding Notes

Value chain analysis is the starting point in business model innovation.  A critical examination of the value chain will determine where value lies today and more importantly where value will migrate tomorrow.  It will reveal the linkages that exist among different activities in the value system and indicate to the company the strengths and weaknesses of the existing business model.  Innovation means leveraging the company’s strengths and getting around the weaknesses to create superior processes for both value addition and value capture.  That calls for a dynamic approach which takes into account not only how value is being created today but also how the value drivers may shift in future.  In most cases, the way information is managed will be crucial.  Many value chain innovations are all about the use of information flows to replace physical activities.  How information technology can be used to drive innovations is discussed in more detail in a later chapter. Ultimately, as Christensen and Raynor put it, managers must develop the intuition for skating not to where the money presently is in the value chain, but to where the money will be. 
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Case Illustration 4.1 - Li & Fung 

Introduction

Li & Fung, one of Hong Kong's most famous and successful trading companies, dealt in various types of consumer goods like textiles, toys, sporting equipment and household items. Founded about 90 years back, it employed 2500 people worldwide. In 2003, Li & Fung generated sales of $ 42,630,510 and a net income of $1,211,014. It had offices in 40 countries. The Harvard educated Fung brothers, Victor and William had been the architects of the company's success. The brothers believed that even in the age of the Internet, trading intermediaries had an important role to play. They felt that the role of a trader went beyond matching the needs of the buyers and sellers to add value in innovative ways.  But as 2003 drew to a close, the Fung brothers realised that they would have to keep innovating to stay ahead of other players in a business where sustainable competitive advantage was increasingly hard to come by.

Background Note

Li & Fung was founded in Guangzhou in 1906 by Fung Pak Liu and  Li To-ming.  The company began by exporting porcelain  and silk from China. Later, it moved into bamboo, jade, ivory, handicrafts and fireworks.  As the Canton port was shallow, Li & Fung began to use Hong Kong, a better equipped port, in 1937.  During World War II, trading operations were suspended.  Shortly after the war, the company was bought out by the Fung family.

In the late 1940s, Hong Kong rapidly emerged as a manufacturing base for labour intensive consumer products. Li & Fung began to export garments, toys, electronic goods and plastic flowers and quickly emerged as one of Hong Kong's largest exporters. In 1968, the firm opened an office in Taiwan, its first outside mainland China. In the 1960s and 1970s, Li & Fung diversified into shipping and property.

Li & Fung's next phase of evolution began after Victor and William returned from the US in the early 1970s. Warned by friends that buying agents like Li & Fung would be extinct and that trading was a sunset industry, the two brothers began to modernise and restructure the company into a professionally managed enterprise.  They not only extended Li & Fung's geographical reach but also repositioned Li & Fung from a narrowly defined sourcing agent into a more broadly defined coordinator of manufacturing programmes.  Li & Fung's shares were listed on the Hong Kong Stock Exchange after a public issue, which was oversubscribed 113 times.  The brothers hoped that this would professionalise the management and free it from family control.

When the Chinese economy began to open up in the late 1970s, Li & Fung found opportunities to relocate labour intensive manufacturing operations in China.  Around this time, many of the south east Asian countries were rapidly industrializing.  Soon, Li & Fung put in place a regional network of offices that would stand the company in good stead in the years to come.

Table: I

Li & Fung’s Global Network
	Europe & the

Mediterranean
	South Asia
	North Asia
	Southeast Asia
	South Africa
	The Americas

	Amsterdam
	Amman 
	Beijing
	Bangkok
	Durban
	Boston

	Bucharest
	Dhaka
	Dalian
	Hanoi
	Madagascar
	Guadalajara

	Cairo
	Bahrain 
	Dongguan
	Ho Chi Minh City
	Mauritius
	Guatemala City

	Denizli
	Bangalore 
	Guangzhou
	Jakarta
	
	Managua

	Florence
	Chennai 
	Hepu
	Makati
	
	Mexico City

	Huddersfield
	Mumbai
	Hong Kong
	Phnom Penh
	
	New York City

	Istanbul
	Dehli
	Huizhou
	Saipan
	
	San Francisco

	Izmir
	Colombo 
	Liuyang
	Shah Alam
	
	San Pedro Sula

	London
	Lahore
	Longhua
	Singapore
	
	Santo Domingo

	Oporto
	Karachi
	Macau
	
	
	

	Tunis
	Sharjah
	Nanjing
	
	
	

	Turin
	
	Ningbo
	
	
	

	
	
	Qingdao
	
	
	

	
	
	Seoul
	
	
	

	
	
	Shanghai
	
	
	

	
	
	Shantou
	
	
	

	
	
	Shenzhen
	
	
	

	
	
	Taipei
	
	
	

	
	
	Tokyo
	
	
	

	
	
	Zhanjiang
	
	
	

	
	
	Zhongshan
	
	
	


Source: Li & Fung Annual Report 2003.

Figure I
Li & Fung’s Supply Chain
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Source: Li & Fung Annual Report 2003.

In 1989, Li & Fung became a privately held company after a management buy-out.  It was restructured subsequently into two separate businesses, export trading and retail.  In 1992, the export trading business was listed on the Hong Kong Stock Exchange.

The 1995 acquisition of Inchcape Buying Services helped Li & Fung not only to double its turnover but also to expand its customer base in  Europe.  In the late 1990s, Li & Fung expanded its sourcing options by tapping new regions such as the Indian sub-continent, the Carribean and the Mediterranean basins.

Over the years, Li & Fung executives had been continually looking for new suppliers in different countries.  After collecting market information, they identified the most promising vendors and then visited their factories to verify the information they furnished. After a tie-up was finalised, Li & Fung educated the supplier on procedures for making bids, placing and accepting orders, ensuring quality control and realising payment.  In many cases, Li & Fung staff worked closely with the supplier to improve the manufacturing and quality assurance processes.  Monitoring of suppliers was reduced progressively with the passage of time.

In August 2003, Li & Fung acquired the remaining one-third of the equity interest in US garment importer, International Sourcing Group, LLC (“ISG”) for a total consideration of US$5.22 million. ISG became a wholly owned subsidiary, enabling Li & Fung to offer a more comprehensive service to mass-market retailers in the US.

In December 2003, Li & Fung acquired the sourcing business of Firstworld Garments Limited and International Porcelain, Inc. for a total consideration of US$27 million. The two companies, which together operated under the trade name of “International Sources”, provided Li & Fung with the opportunity to increase its hard goods business and grow its non-US business, specifically in Mexico.

Li & Fung had also become the first wholly owned foreign trading company in China to be issued a wholly owned license granting direct export rights. This enabled the company  to directly export products from China to its customers worldwide. In 2003, Li & Fung had 16 offices throughout the Chinese Mainland, where its annual sourcing exceeded US$2 billion.
In 2003, Li & Fung’s hard goods business continued to see good growth momentum, with turnover and operating profit jumping by 21% and 28% respectively. Hard goods accounted for 33% of Group turnover, up from 32% in 2002 and 28% from 2001, the end of the last Three-Year Plan. Soft goods business accounted for 67% of total turnover. 

Geographically, North America was still Li & Fung’s largest export market, accounting for 75% of turnover. The retail market had yet to see signs of pick up and turnover and operating profit there increased by 13% and 9% respectively. Benefiting from a stronger Euro the Group saw better performance in Europe with turnover and operating profit increasing by 16%, and 33%. Other markets like East Asia and Southern Hemisphere were small but growing steadily.
In the early 2000s, Li & Fung had access to some 7500 suppliers and worked with as many as 2500 of them at any given time. Table I summarises Li & Fung’s global network.

Table: II
Turnover by Product

HK$ Million

	Year
	Soft goods (%)
	Hard goods (%)
	

	1999
	75
	25
	16,298

	2000
	78
	22
	24,992

	2001
	72
	28
	32,941

	2002
	68
	32
	37,281

	2003
	67
	33
	42,631


Source: Li & Fung Annual Report 2003.

Global Expansion

Li & Fung had rapidly globalised in a short span of time.  In the early 1990s, Li & Fung was a trading company, dependent heavily on China for sourcing its export items.  By the start of the new millennium, Li & Fung had put in place a global network, both out of sheer necessity and to generate a sustainable competitive advantage.

One reason for Li & Fung's rapid global expansion in the 1990s was pressure from US and European retailers to cut costs by moving to cheaper sourcing locations.  This prompted the company to enter South Asia and Africa. Another globalisation driver was shortening product life cycles.  Central American and Mediterranean operations helped Li & Fung to serve the US and European markets much faster. Li & Fung's global expansion was also a direct outcome of the company's efforts to add more value to its trading activities. As William Fung put it
: "Everybody thinks that a trading company is just taking an order from the right hand and giving it to the left hand.  The idea is that, may be foreigners don't know which factory to go to, so you perform an introductory role, may be a quality control role and there it stops.... Whenever we go in, we don't just give them (the suppliers) an order and hope that they know what to do.  We hand hold them through the whole process.  That's why we say we almost are a virtual factory....  It is the way we orchestrate the production, come up with samples and feed them information. All that is going way, way beyond that original matching function." 

Li & Fung had frequently extended its sourcing network to access new low cost locations.  While developing a new base, Li & Fung took into account factors such as proximity to customers, wage levels and manufacturing capabilities.  The major issues it faced, were hiring local staff, developing new vendors, dealing with local government authorities and coming to grips with local cultures. Typically, new operations took some time to generate profits because they involved greater supervision and travel costs.  As it expanded its overseas network, Li & Fung found itself dealing with a multitude of national trade restrictions.  With textiles being one of its most important products, the Multi Fibre Agreement (MFA) proved to be a major stumbling block.  Under the MFA, each lower cost country was given an annual quota of textile products it could export to higher cost countries.  Governments of exporting countries, in turn divided these quotas among different players.  Over the years, Li & Fung had accumulated large quotas for different items in different countries.  This had positioned the company well to provide more value to customers.

The acquisition of Inchcape Marketing Services for $200 million in June 1999, created an opportunity for Li & Fung to emerge as a regional distribution powerhouse.  As Victor Fung put it
: "We've always felt that our trading picture is not complete until we really could have both the import and export side."

Not all of Li & Fung's attempts to enter new markets had been successful. The most spectacular failure had taken place in Japan. The company's attempts to form a strategic alliance with consumer goods wholesaler Doshisha had failed, due to several reasons,  like the ambiguity of Japanese contracts and the unwillingness of Japanese retailers to take responsibility for overstocked goods.   

Li & Fung also faced some major challenges in its most important market, the US.  To take an example, the company’s attempt to reach smaller and medium sized retailers through a San Francisco based company called Studio Direct had not taken off. A more strategic concern was the increasing dominance of retailers like Wal-Mart, which was likely to put pressure on Li & Fung’s margins.  To increase its bargaining power, Li & Fung had acquired Hong Kong based trading companies like Swire Maclean and Dodwell. 

Table: III

Turnover by Region

HK$ Million

	Year
	North America (%)
	Europe(%)
	East Asia(%)
	S Hemisphere(%)

	1999
	75
	19
	3
	3

	2000
	76
	19
	3
	2

	2001
	75
	21
	1
	3

	2002
	70
	20
	1
	9

	2003
	69
	27
	1
	3


Source: Li & Fung Annual Report 2003.

Value Chain Configuration

Li & Fung’s top management constantly examined the value chain to understand where the value lay and how it could be further increased. By the 1980s, Hong Kong had become a relatively expensive and uncompetitive manufacturing location, compared to other countries in southeast and east Asia.  In the transistor radio business, Hong Kong faced intense competition from Taiwan and Korea.  The situation prompted Li & Fung to improve efficiency and cut costs by reconfiguring its value chain.  The company began to send kits containing components to China for the labour intensive assembly process.  The assembled transistors were then brought back to Hong Kong for inspection and testing. Li & Fung replicated the strategy for Barbie dolls. It did the design work and prepared the moulds in Hong Kong.   The moulds were shipped to China, for plastic injection, painting and tailoring of the doll's clothing.  The dolls came back to Hong Kong for inspection, testing and packing.  Hong Kong's well-developed banking system facilitated efficient LC
 negotiation while its status as a regional shipping centre helped in the distribution of products around the world.

	Li & Fung:  Approach to Outsourcing

	

	Activities done in house
	Activities outsourced

	Design
	Raw Material & Component sourcing

	Engineering
	Production

	Production Planning
	

	Quality Control
	

	Testing
	

	Logistics 
	




Source: Harvard Business Review, September-October 1998.

By the late 1990s, Li & Fung's value chain configuration across countries had become even more sophisticated. As Victor Fung
 explained, "We are not asking which country can do the best job overall.  Instead, we are pulling apart the value chain and optimizing each step and we're doing it globally.  Not only do the benefits outweigh the costs of logistics and transportation, but the higher value also lets us charge more for our services." For a typical garment order from a retailer in the West, Li & Fung might decide to buy yarn from say, a Korean producer, but do the weaving and dyeing in Taiwan.  It might source zippers from the Chinese plants of leading Japanese companies such as YKK.  Based on quotas and cost of labour, Li & Fung might then decide where the production of garments would take place.  To reduce dependence on a single production point, the order would typically be distributed among different factories within the country. In the case of polo shirts for the American market, Li & Fung bought cotton from America, knit it and dyed it in China and sewed the garment in Bangladesh.  When it came to attaché cases, Li & Fung bought leather in India, did the tanning in South Korea and the final assembly in China with metal fittings sourced from Japan.  A talking toy assembled in China typically had a voice semiconductor made in Taiwan and sports clothes made in South Korea. 

By spreading its value chain across different countries, Li & Fung had reduced the time between obtaining orders and their execution.   With customer tastes rapidly changing, retailers in the West had six or seven seasons a year.  As a result, the business had become time sensitive.  Li & Fung had attempted to build excellent relationships with its suppliers, and win their loyalty to ensure that they responded quickly to any situation. 

	Li & Fung: Examples of Sourcing Strategy

	Jackets

	· Microfiber fabric – Korea

	· Nylon taffeta lining - Taiwan 

	· Zippers – Japan

	· Down filling – China

	· Stitching – China

	Toys

	· Mechanical drawings - Hong Kong

	· Plastic Molds - Hong Kong

	· Customised Chips – Taiwan

	· Assembly – China




Source: Li & Fung website, www. lifung.com 

For a company so heavily dependent on outsourcing, quality control had become a major issue.  Li & Fung carried out regular inspections at the raw materials, manufacturing and finished goods stages. The company’s engineers did not hesitate to reject lots, which failed to meet the acceptable quality levels. After reworking, the consignments were either accepted at the contracted price or at a discount.  In extreme cases, shipments were rejected.  Li & Fung had attempted to differentiate itself from its competitors by its ability to locate raw materials and components. Trading staff  had detailed information on where the cheapest and the best quality material such as embroidery, electronic components and plastics were available. Li & Fung’s suppliers benefited from this information network.

Leveraging Information Technology 

Li & Fung used information technology in various ways for enhancing efficiency and effectiveness in its external and internal communication. The IT infrastructure established by the Group included the sharing of dedicated Extranet sites with technologically advanced customers and other key partners of the supply chain network, to facilitate speedy dissemination of business information and better management of supply chain activities.

Li & Fung’s global sourcing network was inter-linked electronically through the Intranet for prompt sharing of information among employees worldwide. The company had also established direct electronic linkage with regulatory bodies through the Internet to disseminate corporate information in a timely manner. The IT Division had obtained the ISO 9001:2000 certification applicable to provision of in-house IT products and services since end 2001.
Since the late 1990s, Li & Fung had launched various technology initiatives to streamline and augment its processes.  The company's website, lifung.com, was designed to take even small orders, consolidate them for mass production and still offer small customers a range of choices for customizing products. In case of apparel, a web page provided a three dimensional picture of the basic product along with the choice of fabric.  Buyers could choose collars, buttons, pockets and logos.  

Almost 75 percent of Li & Fung’s customers were large companies in the United States including Avon, Coca-Cola and Disney, who relied on Li & Fung for promotional items.  Li & Fung’s largest customer in the U S., Kohl’s Department Stores chain, accounted for 13 percent of Li & Fung’s sales.  Li & Fung had created dedicated extranet sites for these customers.  Information about the products they ordered came from Li & Fung’s Electronic Trading System known as XTS 5, which had gone through several rounds of refinement.

XTS was also linked to the company’s own network of offices, where it had 5,000 people supervising the manufacture of various items.  The nature of its electronic connections varied from country to country depending on the sophistication of the telecommunications system.  In more advanced countries, Li & Fung’s local office was linked directly to the headquarters in Hong Kong.  The branch office tapped the company’s central databases and digital photos of fabrics or products could be sent back and forth. In countries where the telecommunications infrastructure was more primitive, however, the company depended on emails and email attachments, using Lotus Notes.  

Li & Fung realized that information technology was difficult to apply in some activities. While designing products or allocating a single big order to four different factories to get the job done quickly, there was no substitute for human expertise. The company also did not connect its system to manufacturers working in countries like China, the Philippines, Bangladesh and other Asian countries, not to mention Africa and the Caribbean, where communications systems were not advanced enough.  In such cases, Li & Fung relied on personal visits, phones, faxes and couriers to keep in touch. 

In some situations, Li & Fung wanted its own employees to make sure that materials had arrived, that production had been scheduled and shipping arrangements had been made.  If it depended on manufacturers to directly enter that information, the data might get distorted.  According to Fung
, “A manager in Pakistan could say, sure, we’ve started production – pay us, even if nothing was happening.  Li & Fung personnel also have to be on the ground to make sure manufacturers comply with a customer’s standards in terms of how they treat labor.”

Li & Fung’s business with Coca-Cola was a good example of how it had leveraged the Internet to strengthen its competitive position. A few years ago, the soft drink giant had been increasingly relying on merchandise tied to sporting events to promote the Coke brand.  But as a beverage company, Coca-Cola found managing the manufacturing activities expensive and the process too slow to respond to sporting and entertainment events. 

So in March 2001, it turned to Li & Fung which  designed and built the extranet site, codenamed Kodimsum.com – KO for Coke’s stock symbol, and dimsum for the  Hong Kong delicacy.  Coke executives and bottlers could go on the Web site either to order specific items they designed with Li & Fung’s help or to see what other bottlers had already ordered.  If they saw a product that would be useful in their own market, they could “piggyback” on an existing order, thereby driving down the cost since the volume of production went up.  The technological sophistication of the items that Coke wanted was not high. But Li & Fung believed it was providing value by designing, manufacturing and delivering products within a four-week to three month period compared with the six-to nine-month cycle that would otherwise have resulted.   

Organization Structure

Unlike many trading companies, which were divided on the basis of geographic regions, Li & Fung was divided into divisions that were focused on a single customer or a group of customers.  Victor Fung explained why Li & Fung did not follow a geographic division
: "...It is hard for them  (such companies) to optimise the value chain.  Their country units are competing against one another for business."  On the other hand, Li & Fung believed its divisions were sufficiently small, entrepreneurial and empowered to take all the relevant merchandising divisions that went into coordinating a production programme for a customer. When Li & Fung acquired a large customer, it often created a separate division to serve the customer.  For a smaller customer, an existing division was assigned the responsibility, but usually with a dedicated team.  The divisional system aimed at meeting efficiently the customer’s design, quality, shipping and invoicing needs.

Victor Fung
, believed that trading companies could be run effectively only when they were small.  He felt that as the company grew in size, the challenge was to retain the spirit of a small company. “By making small units the heart of our company, we have been able to grow rapidly without becoming bureaucratic.... As the market changes, our organization can adjust immediately."  Li & Fung had made each product group executive responsible for one country, to make him or her sensitive to local needs.   According to a Li & Fung executive
, “Most customers don’t want to deal with a big company – they want personal service.  With big trading companies, customers have to go through lots of bureaucracy.  The division set up means that the customer’s staff interact with Li & Fung staff directly at every level.  Day to day, it is like they’re dealing with a small company or even their own buying office.”

Li & Fung believed that autonomy had to be backed by discipline.  While allowing the divisions to operate with a great deal of autonomy, Li & Fung had tightly centralized some functions. A standardised and fully computerised information system allowed headquarters to keep track of orders and their execution.  Financial controls were stringent, especially in the case of working capital. The Hong Kong headquarters managed cash flows tightly.  All letters of credit came to Hong Kong for approval.

Li & Fung's day-to-day activities were handled by group product managers. Together with the top management, they constituted the policy committee of 30 people.  The committee typically met every 5-6 weeks and discussed various important issues such as ethical practices of suppliers and country of origin regulations. The committee not only formulated policies but also prescribed operating procedures to implement them. 

William Fung
 believed that the company’s organizational structure gave customers a small company’s efficiency with a large company’s support.  “The company takes away administrative drudgery, like accounting, from people whose kick in life is to work with merchandise and buyers inspect factories and so on.  We call these people little John Waynes – they always want to be shooting at the bad guys.  They don’t want to be here (at the office), signing checks and stuff like that.  They are successful because they know merchandise, they know production, they can deal with buyers and they’re great at marketing – they’re not administrators.”

At the end of 2003, Li & Fung had a total work force of 5,956, of which 2,055 were based in the Hong Kong headquarters and 3,901 were located overseas throughout the Group’s sourcing network across 38 countries and territories.

Li & Fung offered its staff competitive remuneration schemes. In addition, discretionary bonuses and share options were granted to eligible staff based on individual and Group  performance. Li & Fung was committed to nurturing a learning culture in the organization. Heavy emphasis was placed on training and development, as the Group’s success was dependent on a skilled, motivated work force. Total staff costs for 2003 amounted to HK$1,546 million, compared against HK$1,375 million in 2002.

Concluding Notes

The Fung brothers had laid great emphasis on traditional values, notwithstanding their efforts to modernise the company's operations.  They had tried to foster a well-knit family like culture, where titles and hierarchy were less important. To have a personal understanding of customer requirements, the brothers continued to read many if not all fax messages from customers. Victor Fung felt that it was ultimately strong personal relationships, especially with suppliers, which gave Li & Fung a sustainable competitive advantage
: "Some might steal our database but when they call up a supplier, they don't have the long-term relationship with the supplier that Li & Fung has.  It makes a difference to suppliers when they know that you are dedicated to the business, that you have been honouring your commitments for 90 years."  As the organization had grown in size, the Fung brothers had found it necessary to delegate more and more responsibilities. Victor Fung
 admitted that growth was changing the company’s style of functioning  "We're making a large number of small decisions instead of a small number of big ones.  I can't be involved in all of them.  So today, I depend on structure, on guiding principles, on managing a system." 

Table: IV
Earnings per share and Dividend per share

HK cents
	Year
	Earnings per share
	Dividend per share

	1999
	22.4
	17.0

	2000
	33.0
	25.0

	2001
	33.1
	26.5

	2002
	37.4
	30.5

	2003
	42.3
	35.0


Source: Li & Fung Annual Report 2003.

Table: V

Financial performance (continuing operations)

HK$ million

	Year
	Turnover
	Net Profit

	1999
	16,298
	575

	2000
	24,992
	893

	2001
	32,941
	951

	2002
	37,281
	1,080

	2003
	42,631
	1,223


Source: Li & Fung Annual Report 2003.

Table: VI

Financial highlights 
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Source: Li & Fung Annual Report 2003.
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