Li & Fung



porter’ of tei(tlle and clothmg
sohdated its posmon as one e of o

3“Fust Hong Kdng Tradmg FlIIIl to
hkf:rader.net February 2004 i




Ll & Fung s Major Subsndlarles and Associated Compames

Basm & More Fashlon‘lelted

" Bla ck Cat Flreworks Limited

Camberley Enterpnses Limited

, .Clvatl lexted

' Colby lnternatmnal lelted
Cdlby Tekstil ve Dis

~ Ticaret Limited Sirketi

' CS International Limited

‘Dodwell (Mauritius) Limited
Golden Gate Fireworks Inc.
GSCM (HK) Limited

Hlllung Enterpnses Limited

: lnternatmnal Sourcmg Group, LLC

"’Jancov(')verseas Limxted
v -f'Kanya Industnes lelted ‘
L LF Maclame (Thalland) L|m|ted

L& F.u'ng:AgenCIa De Compras
.fem Pol_ugal leltada S

: ‘iLl & Fung (Exports) lelted

Hi & Fiing (Fashion
»»'Accessones) lelted

L| & Fung (lndla)

L & Fung (ltalla) S.rl:
‘ :LI & Fung (Korea) lelted
_‘ '_ Li & Fung (Korea) lelted

“Li & Fuing Mumes sillik,
Pazarlama lexted

L& Fung (Phllllpplnes) Inc.
» L| & Fung (Propertles) Limited

Li & Fung Taiwan Holdings
Limited .

Li& Fung Talwan
Investments Limited

Li & Fung (Taiwan) Limited
Li & Fung (Thailand) Limited

. "3 Hong Kong

England

Hong Kong
Hong Kong
Hong Kong

Turkey
Hong Kong

Hong Kong
U.S.A.

Hong Kong
Hong Kong
U.S.A.
Hong Kong
Hong Kong
Thailand

Portugal
Hong Kong

Hong Kong

India

ltaly
Korea
Mauritius

Turkey
The Philippines
Hong Kong

Taiwan

British Virgin Islands
Taiwan
Thailand

_.Bntlsh Vlrgm Islands}‘_l‘_ US$400 010 .

" HK$ 1,000,000
" GBP 1,200,000

HK$ 250,000
US$ 450,000
HK$ 1,500,000

TL 50,000,000,000
HK$ 1,000,000

HK$ 500,000
US$ 600,000

HK$ 140,000
HK$ 300,000
US$ 300,000
HK$ 760,000
HKS$ 1,000,000

Baht 4,000,000

PTE 20,000,000
HK$ 8,610,000

HK$ 600,000
Rupees 64,000,200
Lire 90,000,000
Won 200,000,000
Rupees 1,250,000

TL 25,000,000,000
Peso 500,000
HK$ 1,000,000

NT$ 287,996,000

US$ 4,912,180
NT$ 63,000,000
Baht 6,000,000

Export trading

Marketing services i
and investment holding -
Export trading -
Wholesaling

Apparel exporting

Export trading

Exporting of garments
and sundry goads

Export trading

Provision of export
assistance service

Export trading

Commission agent and
investment holding

Export trading

Export trading

Trading of apparel

Buying agent
Manufacturing and trading
Export trading

Export trading
Export trading

Export trading
Export trading
Export trading
Export trading
Export trading

Export trading
Property investment

Investment holding

Investment holding
Export trading
Export trading




CASE 15 Li & Fung—The Global Value Chain Configurator

asennis

EXNBMIBIT % (continued)

Li & Fung’s Major Subsidiaries and Associated Companies

e

Hong Kong Exporttradmgand e
investment holding. " -

Li & Fung Trading (Shanghai) The People’s , R
Limited Republic of China RMB 50,000,000 Expo_rttfadjng" S
Li & Fung (Zhanjiang) Limited The People's LT

Republic of China US$ 1,999,055 Packaging - S
Livring Limited Mauritius Rs 250,000 Exporttrading . -
Lloyd Textile Trading Limited Hong Kong HK$ 1,000,000 Expo‘rt‘t:r‘a'ding S
Maclaine Limited Hong Kong HK$ 5,570,150 Expo,rtt'rad‘in'g; TR
Perfect Trading Inc. Egypt LE 2,480,000 Exporttrading - - ¢ o
Shiu Fung Fireworks e R
Company Limited Hong Kong HK$ 1,200,000 Exporttrading. - .
The Millwork Trading Co., Ltd USA. US$ 1,331,000 Distribution ard wholesaling
Toy Island Manufacturing S
Company Limited Hong Kong HK$ 62,000,000 Design and marketing -
Verity Enterprises Limited Hong Kong HK$ 2,000,000 ‘Exporttrading” . -
W S Trading Limited Hong Kong HK$ 1,000,000 Exporttrading” . -
Notes.

1) L& Fung {B.V.L.) Limited provides the subsidiaries with promotional and marketing services outside Hong Kong.
(2) Subsidiaries not audited by PricewaterhouseCoopers, Hong Kong. The aggregate net assets of subsidiaries not audited by
PricewaterhouseCoopers, Hong Kong amounted to approximately 5 percent of the Group's total net assets.

Exhibit 1 lists out the principal subsidiaries of the company as of December 31, 2003, which, in the opinion of the directors, principally
affected the results for the year or form a substantial portion of the net assets of the Group. To give details of other subsidiaries would, in the

opinion of the directors, result in particulars of excessive length.

Source: Li & Fung Annual Report, 2003.

doubled from US$ 6.5 billion in 2001 to US$ 11.6 bn
in 2003. With export quotas among WTO members
proposed to be eliminated from January 2005, China
would be free of restrictions on quantity of exports to
the United States, enabling further growth.

In this light, analysts felt Li & Fung stood to bene-
fit significantly from its new license as it was one of
the world’s leading textile export traders, and the
largest to the United States. The company was well
placed to leverage China’s leadership position in tex-
tile manufacturing and exports, as that country was
the company’s largest manufacturing hub, from
where it sourced over US$ 2 bn worth of products
annually. Li & Fung had sixteen offices in China,
which it planned to take to thirty-six by 2007. The
downside was that in early 2004, Li & Pung faced

many challenges such as a slowdown in its overall
revenues and net profit growth, overdependence on
the U.S. market, declining share of revenues from the
European market, and negligible growth in revenues
from the rapidly growing Asian markets.

Background Note

The history of Li & Fung goes back to the early 1900s,
making it the oldest trading company in Hong Kong.
The company was founded in 1906 by Fung Pak-Liu
(Pak-Liu) and Li To-ming (To-ming) in Guangzhou
(South China) and was one of the first Chinese-
owned export companies. Trade in China at that time
was controlled by foreign commercial houses. Li &
Fung began operations by exporting porcelain and
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silk, mainly to the United States. It later expanded its
product portfolio to include bamboo, jade, ivory, rat-
tan ware, fireworks, and handicrafts.

; During the early 1900s, since U.S. buyers did not
- know Chinese and Chinese sellers did not know
English, traders who could speak both languages be-
came essential mediators between buyers and sellers.
Therefore, Li & Fung prospered, earning commissions
as high as 15 percent on each export deal. Li & Fung
was formally established in Hong Kong as a limited
company in 1937.

World War II disrupted trading in the early 1940s,
forcing Li & Fung to cease trading for some years. In
1943, Pak-Liu passed away. Shortly after the end of
the war, To-ming, who had been a silent partner, re-
tired and sold his stake to Pak-Liu’s family. With this,
the Fung family became the sole owners of Li & Fung.

In 1949, Pak-Liu’s son, Fung Hon-chu (Hon-chu),
restarted trading operations in Hong Kong, which
had come under British control. Hon-chu was instru-
mental in leading Li & Fung into the new era. The
trading business picked up momentum in Hong
Kong during the mid 1900s, driven by the influx of
refugees, which transformed China into a manufac-
turing economy that exported labor intensive con-

/| sumer products. Li & Fung began exporting consumer

products such as garments, electronics, plastic flowers,
and toys and was soon Hong Kong’s biggest exporter.

By the early 1970s, the trading business in Hong
Kong began to struggle owing to stiff competition
from other manufacturing economies in Asia such as
Taiwan and Singapore. Trading margins also went
down significantly to 3 percent, as buyers and sellers
became comfortable dealing directly with each other,
doing away with intermediaries.

Under these circumstances, Hon-chu called his
sons—William and Victor Fung (Victor)—back
home from the United States. Victor was teaching at
the Harvard Business School, and William had just
finished his MBA from the same business school. De-
spite their friends’ warning that trading would die
out in a decade, the two brothers returned to Hong
Kong to join their family firm.

Victor and William worked hard to modernize
and rebuild Li & Fung into a well-structured organi-
zation, professionally managed at all levels. In 1973,
the company went public and was listed on the Hong
Kong Stock Exchange. Li & Fung’s initial public of-
fering was oversubscribed 113 times—a record that
stood for fourteen years.

With the opening up of the Chinese economy in
1979, many manufacturers in Hong Kong relocated
their factories to southern China, which was more
cost effective thanks to low labor costs. The rapid in-
dustrialization of underdeveloped Asian countries
widened the choice of supply sources. Li & Fung real-
ized that there was a huge potential for the trading
business. To benefit, the company established a re-
gional network 6f sourcing offices in Asian countries
such as Taiwan, Singapore, and Korea in the 1980s. It
emerged as a major regional trading company in Asia.

In 1989, with trading margins decreasing further,
Victor and William realized the need for drastic
changes to safeguard the company’s business. As a re-
sult, in that year, Li & Fung was again made a private
company, in one of the first management buyouts in
Hong Kong. The company was then restructured into
a diversified group with export trading and retail as
its core businesses. In 1992, the firm’s export trading
business, Li & Fung (Trading) Pvt. Limited., was
relisted on the Hong Kong Stock Exchange.

As Li & Fung expanded its business, it under-
stood that sourcing could no longer be restricted to a
few countries but a vast network of sourcing offices
to sustain trading business was required. Thus, the
company established sourcing offices across the
world, mainly around its major markets, the United
States and Europe. Li & Fung also went in for acqui-
sitions to strengthen its sourcing and distribution
networks and expand its product lines and customer
networks. It pursued an active information technol-
ogy (IT) and Internet strategy to enhance the effi-
ciency and effectiveness of its internal and external
communications.

By the turn of the twentieth century, Li & Fung
was a premier global trading company, with more
than 95 percent of its revenues coming from North
America and Europe. East Asia and the South
Hemisphere accounted for the rest. In the fiscal
year 2002, North America and Europe accounted
for 76 percent and 19 percent of the group’s total
revenues, while East Asia and the South Hemisphere
were placed at 3 percent and 2 percent, respectively
(see Table 1 for Li & Fung’s revenues by geographic
segments in percentage terms).

The group’s major product segments were both
soft and hard goods. While soft goods included gar-
ments, hard goods constituted product lines such as
fashion accessories, footwear, gifts, and furnishings
(see Table 2 for Li & Fung’s major product lines). Soft
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Source: Li & Fung Annual Report 2003.

goods contributed to a majority of the group’s revenues.
In 2002, this segment accounted for 68 percent of Li &
Fung’s total revenues, while hard goods generated the
remaining 32 percent (see Table 3 for Li & Fung’s rev-
enues by product segments in percentage terms).

In 2002, export trading remained Li & Fung’s
major business, but it also actively operated in the re-
tailing and distribution business through its privately
~ held companies. The retailing business was confined
~ to China and the Asian market, where it operated as a
- regional license holder for Toys “R” Us, the biggest
US toy products chain and was the franchisee for the

. Fashlon Accessones

Footwear ok
. ,"Furmshmgs
. “Glfts
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. '_Statlonery g
" Sporting Gao '_
'VTravel Goods \

-Sorce: www.lifung.com.

Hong Kong-based Circle K convenience store chain.
The distribution business, too, was confined to China
and the Asian region. Li & Fung was also involved in
other businesses such as venture capital, investment
holding, and property investment.

In the fiscal 2002, Li & Fung registered revenues of
HKS$ 37.3 bn, a 13 percent increase over HK$ 32.94 bn
revenues in 2001. The company recorded a net profit
of HK$ 1.08 bn in 2002, an increase of 38 percent
over the figure of HK$ 782 mn in 2001. The com-
pany’s largest customer in the United States was
Kohl’s Department Store Chain, accounting for nearly
13 percent of Li & Fung’s total revenues in 2002.
Other major clients included Abercrombie & Fitch,
Ann Taylor, Disney, American Eagle Outfitters, Guess,
Laura Ashley Jeans, Levi Strauss & Company (Levi’s),
Reebok, The Limited Inc., and Warner Brothers.

By this time, Li & Fung had successfully posi-
tioned itself as a cutting edge sourcing company in
the world, with a well-established sourcing network
of 68 offices across 40 countries and over 4,500 em-
ployees. In 2002, Li & Fung was reportedly one of the
best professionally run companies in Hong Kong.
The company’s commitment to excellence and high
standards in corporate governance practices earned it
many awards and recognitions, Li & Fung was named
one of Hong Kong’s best companies, by Euromoney
magazine, in the category “Asia’s Best Company
2002.” The same year, Li & Fung was named the “Best
Managed Company 2002” and “Company Most Com-
mitted to Corporate Governance” by Finance Asia maga-
zine (see Figure 1 for the corporate governance structure
of Li & Fung).
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Source:Li & Fung Annual Report 2003,

Analysts credited the growth and success of Li &
Fung to the visionary leadership and managerial ca-
pabilities of Victor and William. Since the early
1970s, the duo had led Li & Fung through a series of
transformations in line with changes in the external
environment. The major factors that helped Li &
Fung evolve into a major global export trading com-
pany were the focus on efficiently managing the supply
chain of its clients, a unique customer-centric organi-
zational structure, leveraging IT and the Internet and
global expansion strategies.

Managing the Global

Supply Chain

Li & Fung’s evolution into a supply chain manager
took place in three stages, driven by significant
changes in the global retailing industry, customer and

Li & Fung's Corporate Governance Structure
Source: Li & Fung Annual Report, 2003.

retailer preferences, and economic trends across Asia
through the early 1970s.

In the first stage (during the 1970-1978 period),
Li & Fung acted as a regional sourcing agent. The
company extended its geographic reach by establish-
ing sourcing offices in Singapore, Korea, and Taiwan.
Li & Fung’s knowledge and reach in the Asian region
held value for customers. This was because many big
buyers could manage their own sourcing if they
needed to deal only in Hong Kong. Dealing with the
whole region was far more complex, and buyers did
not have the necessary resources. Commenting on
the complexity of sourcing from the region, in an in-
terview to Harvard Business Review, Victor said that
as quotas governed world trade in the textiles indus-
try, knowledge on which quotas had been used up in
Hong Kong and which was the next best place to
source textiles from, where quotas had not been
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exhausted, enabled Li & Fung to provide customers
with a complete product package.

In the second stage (1979—-1982), Li & Fung evolved

froma sourcing agent into a manager and deliverer of
productton programs. When a customer came up with

Jook, color, and quality, the company developed a de-
tailed manufacturing program for that product. In
other words, the firm created an entire manufactur-
ing program for its customers for a particular fashion
season. The program involved all tasks from specify-
ing the product mix to scheduling the manufacturing
process and delivery time. Li & Fung worked with
factories to plan and monitor the manufacturing
process and to ensure quality and on-time delivery.
This strategy worked well for Li & Fung. Yet, the
1980s brought a new challenge. This led to its third
stage of evolution (1983 to the present period).
Other countries in Asia such as Korea, Taiwan, and
Thailand had by then emerged as labor-intensive
manufacturing hubs, while Hong Kong had become
an expensive and noncompetitive place to manufac-
ture. The Chinese economy was being liberalized, and
the company soon took the advantage by moving the
labor-intensive portion of production to southern

Dispersed Manufacturing

Li & Fung broke the value chain into parts that it
called “dispersed manufacturing” Under this, the
company performed all high-end value-added activi-
ties such as design and quality control in Hong Kong
and outsourced low-end activities like manufactur-
ing to the best possible locations across the world.
For every order, the company aimed at customizing
the supply chain to meet the client’s specific require-
ments. For example, when Li & Fung got an order for
transistor radios, it created little kits (plastic bags)
filled with all the components necessary to build a
radio and shipped the kits to China, where they were
assembled. The assembled radios were then shipped
back to Hong Kong, where they undetwent final test-
ing and inspection.

Similarly, to fulfill an order for baby dolls, Li &
Fung designed them in Hong Kong, produced molds
for the dolls using sophisticated machinery, and then
shipped the molds to China, where plastic was in-

fingers were painted, and their clothes were tailored.
After the completion of such labor-intensive work in

China, the dolls were shipped back to Hong Kong for
final testing, inspection, packaging, transportation
and distribution. So, while the front and back ends of
the value chain were taken care of in Hong Kong, the
middle portion was performed in China.

Once Li & Fung understood the benefits of dis-
persed manufacturing and gained expertise in it, the
company extended its network beyond southern
China. It moved into the inner parts of China, where
wages were even lower. Li & Fung also began search-
ing for other labor-intensive and potential sources of
supply outside China and established a strong global
network of suppliers by the late 1990s. Soon, the
concept of dispersed manufacturing spread to other
industries in Hong Kong, which led to the transfor-
mation of Hong Kong from a manufacturing econ-
omy into a service economy. By 1997, 84 percent of
Hong Kong’s gross domestic product* came from
services (see Exhibits 2 and 3).

Meanwhile, owing to maturing markets, intense
competition and changing consumer trends, many
companies in the Western countries were compelled
to outsource not only their manufacturing but also
the entire supply chain management (SCM) to reap
time and cost benefits. Li & Fung, with its extensive
sourcing depth and network, grew from a deliverer of
production programs into a potential manager of sup-
ply chains for companies looking for optimum SCM.

Li & Fung described SCM as “tackling the soft $3”
in the structure—that is, if the price of a consumer
product when it leaves a factory in China was $1, it
would end up on retail shelves at $4. The company
felt there was very little companies could do to fur-
ther reduce production costs, as they had already ex-
hausted all possible ways. It would be easier to cut on
costs that were spread across distribution channels—
that is, the $3 (difference between the product price
on retail shelves and price when it left the factory).

Li & Fung took its dispersed manufacturing tech-
nique further, dissecting the entire value chain and op-
timizing every step of the chain, from product design
and development, raw material sourcing, production
planning, conducting quality assurance and factory
inspections, managing production and logistics of

4GDP is used to measure the growth and health of an economy and is
defined as the total market value of all final goods and services pro-
duced in a country in a given year, equal to total customer, invest-
ment, and government spending, plus the value of the total exports,
minus the value of total imports.
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Fehanting and other
rade-related services,

Notes:

(1) Figures for exports of travel services have incorporated the new data released by the Hong Kong Tourism Board in November 2003 on
destination consumption expenditure of incoming visitors and travelers. For details, please refer to the feature article “Statistics on
Inbound Tourism” in the December 2003 issue of the Hong Kong Monthly Digest of Statistics.

{2) The sum of individual items and the corresponding total shown in the table may not tally because of rounding.

Source: www.info.gov.hk.

exporting, timely delivery, and complying with im-
port and export quota restrictions, imposed by the
buyer and seller countries, respectively. The company
became a much broader intermediary by connecting
and coordinating many links in the supply chain. It
made its services more valuable by delivering a better
product, which translated into better price and mar-
gins for customers (see Exhibit 4).

Global Supplier Netweork

When Li & Fung got an order from a customer, it
sifted through its global supplier network (se¢
Exhibit 5) to find the right manufacturer for the spe-
cific product and the most attractive combination of
cost and quality. The company broke up its supply
chain to disperse different production processes ©
manufacturers in various countries, based on factors
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- Domestic Exports 121,687 44,668 -7 R
- Re-exports 1,620,749 713,531 13 : 16
. Imports 1,805,770 816,918 12 19
- Total Trade 3,548,206 1575117 12 I Y O
Balance —63,334 —58,719 8 .99
Total Exports—Major Markets I
All Markets 1,742,436 758,199 12 15
- China 742,544 334,450 21 18
-USA. 324,215 122,950 . -3 5
-EU. 231,033 98,469 12 13
- Japan ' 94,003 41,241 12 13
- Singapore 35,704 16,866 13 o2
- Taiwan 42,269 20,334 22. SRR SRE
- Rep. of Korea 35,526 18,054 17 29 -
Total Exports—Major Products .
| | AllProducts 1,742,436 758,199 12 15
| -Electronics # 732653 332,023 20 B
| -Clothing 180,357 65,408 3 5
- Electrical Prod.ucts# 192,485 88,524 13 21 .
- Textile Yarn & Fabrics 101,923 45,067 5. 9
-Toys & Games 75,008 22,538 1 -3
- Footwear 44,755 17,874 —1 -3
- Watches and Clocks 41,903 17,237 9 . 8 .
- Travel Goods & Handbags 32,070 14,333 * 12
- Plastic Articles 23,872 9,309 -8 -6
- Food . 15,404 5,597 -8 - -7
- Jewelry 22,231 9,794 17 2
Re-exports—uwith China :
Total Re-exports 1,620,749 713,531 13 6. -
-To China 705,787 321,126 23 : 19 -
- Of China Origin 967,104 418,816 12 16
Imports—End-use Categories . S
Total Imports 1,805,770 816,918 12 19
- Foodstuffs 53,439 22,747 -3 8
- Consumer Goods 573,926 235,109 : 5 9"
- Raw Materials 654,452 319,439 17 By B
- Fuels 35,398 18,026 13 o8
(" | -Capital Goods 481,081 218,494 12 e
- .. . S y
# Overlap with other products
*Insignificant '
Source: http://stat.tdctrade.com.
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Li & Fung's Supply Chain
Source: Li & Fung Annual Report, 2003.
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) such as labor costs, quality, trade barriers, trans-
portation costs, and so on. The company coordinated
all processes in the value chain, managing the logis-
tics and arranging the shipment of the finished order
to the client. Li & Fung also ensured that suppliers
complied with rules and regulations pertaining to
environmental standards, child labor, and so on in
the importing countries (see Exhibit 6).

For instance, when Li & Fung got an order from
Levi’s, a leading retail clothes chain in the United
States, with garment designs for the next fashion
season, the company took the basic product concepts
and researched the market to find the right kind of
raw materials such as yarn, dye, and buttons. The
company then assembled the raw materials to create
a. prototype, which was sent to Levi’s for inspection.
Once the prototype was approved, Levi’s placed an
order for the garments with Li & Fung, asking for de-
livery within six weeks.

Li & Fung immediately went to work; it distrib-
uted various tasks of the overall manufacturing
process to different producers based on their capabil-
ities and costs. It decided to purchase yarn from a
Korean supplier but have it woven and dyed in
Taiwan. The yarn was picked up from Korea and

shipped to Taiwan. As the Japanese offered best qual-
ity zippers and buttons, which they got manufac-
tured in China, Li & Fung approached the leading
zipper manufacturer in Japan to order the right zip-
pers from Chinese factories. Li & Fung decided to
manufacture the final garments in Thailand, based
on factors like quota availability and favorable labor
conditions. It moved all the materials to Thailand.
Since the order had to be fulfilled within six weeks, the
order was divided across five factories in Thailand. Li
& Fung ensured that within the scheduled date of de-
livery, the finished products, all looking as if they came
from one factory, arrived at Levi’s retail stores.
Efficient SCM also addressed the problem of ob-
solete inventory, a major area of concern for fast-
moving consumer goods (FMCG) companies, which
were consumer driven. FMCG companies preferred
buying closer to the market as it shortened the buying
cycle and gave them more time to get a better senst
of the changing needs and preferences of consumers:
Such quick changes led to shorter product cycles
and the problem of obsolete inventories went Up
significantly. This was where Li & Fung’s global SCM
expertise was useful, as it aimed at buying the right
things at the right place, at the right cost and quality-
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EXHIBIT 5

Li & Fung’s Global Sourcing Network
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The SCM Strategy

Source: Li & Fung Annual Repart, 2003.

To ensure shorter product delivery cycles, Li & Fung
managed the whole supply chain of its customers. To
shrink the delivery cycle, the company reached up-
stream to organize production and ensure small pro-
duction runs, which resulted in improved response
time for retailers, enabling them to alter production
in tandem with market trends. For instance, Li &

™ Fung got to know that Levi’s would order 1 million

e Dleces of garments, but did not have specific details
£ of style or colors. This would be disclosed only four
weeks before delivery was due. Under these circam-

Stances, based on trust and its strong relationship

with suppliers, Li & Fung reserved undyed yarn and
locked up capacity at mills for weaving and dying. It
told suppliers that they would receive an order for a
specific size and colors six days before delivery. Then
the company contacted the factory owners, stating
that it did not know product specifications yet, but it
had organized the colors, fabric, and trim for them,
and they should deliver the order on a specific date,
say two weeks from the arrival of raw materials at
their factories.

Having a vast network of suppliers enabled Li &
Fung to configure activities as if they were modules
in a process. For instance, a South Korean yarn
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Li & Fung’s Code of Conduct for Suppliers

/.

Lr & Fung lTradrng) errted Code of Conduct.(_"Code ot Conduct”) outllnes the bas1c requuements on workmg condmons

‘,;_comple‘ung compulsory educatlon biit in no' event is less_than 15 years old Vendors must vern‘y the age of thelrworkers
- and maintain copies of proof of age Vendo
.";and conditions forminors. . .o

flnvoluntary Labour Vendor shall not use mvoluntary labour "anOluntary Labour” i deﬁned as work or service ex- .
; tracted from any person under threat or penalty for its non- performance and for whrch the worker does not offer i
. ,hlmself or herself voluntarlly Itincludes pnson bonded rndentured and forced labour

" Drselplmary Practices: Vendor_s shall not use corporal punlshment any form of physmal or psychologlcal coermon or
' jmtlmldatlon agamstworkers ~ _ -

‘}'_Non drscnmmatron Vendors shall employ workers solely on the basxs of thelr abllrty to do the jOb They shall not dlS- :
"‘crlmmate on the basis of age; gender racial characteristics, maternlty or marital status natlonahty or cultural rehglous
'-j_jor personal bellefs in relatlon to hlrmg,wages beneflts termmatlon or retlrement BRI : : 2

. Health and Safety Vendors shall mamtaln a clean sate and healthy workplace in compllance wrth appllcable laws and
?‘regulatlons They shall ensure that workers have access to clean drinking Water, sanitary washlng facilities and ade- -
" ‘quate. number oftodets fire- ex’ungulshers and tlre extts Workplaces should provnde adequate lighting and. ventllatlon

: _Ven_dors shall ensure that these standards are also met in any canteen and/or dormltory provrded for workers

- En" _ronmental Protectron Vendors shall comply'Wrth allapphcable Iaws and regulatlons to protect the envrronment

" th vendors’ operatrons

'ust follow all apphcable laws a'nd regulatlons regardmg worklng hours

aintain procedures for notlfylng the local authontre ln the event of an enVIronm” ntal acmd : nt resultlng from

Source: www.lifung.com,
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provider might be appropriate for a product line, but
an Indonesian supplier who used different raw mate-
-rials and production technology might be a better
choice for the needs and preferences of a specific cus-
tomer. Li & Fung assembled the right modules for
each job, customizing value chain solutions for its
clients. Such flexible modules also meant that the
company could quickly change its plans if there were
unforeseen problems at the manufacturing site. The
company could tap its worldwide network and send
the order to another company to avoid delays in
order fulfillment. For example, Li & Fung quickly
shifted production from high-risk countries to lower
risk countries following the September 11, 2001, ter-
rorist attacks in the United States.

A major supplier management strategy of Li & Fung
was to utilize anywhere from 30 percent to 70 percent of
factory capacity of suppliers, ensuring that at such a
capacity, the company would be one of their impor-
tant customers. Most times, Li & Fung would be their
largest customer. Li & Fung also ensured that it did
not use up the entire capacity of any manufacturer to
give itself flexibility. It did not want manufacturers to
be completely dependent on the company. This strat-
egy also enabled the company to gain exposure to
new suppliers.

To improve suppliers’ performance, Li & Fung
managers, based on their interactions with them,
provided a detailed performance feedback to each
supplier, mentioning strengths and weaknesses. Fal-
tering suppliers were dropped from a project or from
the company’s network if they failed to improve. Ac-
cording to analysts, as Li & Fung offered many eco-
nomic incentives to suppliers, they willingly customized
their own operations to fit Li & Fung’s supply chain
strategy. The major benefits to suppliers were sub-
stantial and steady business from Li & Fung and the
opportunity to improve their performance, as the
company set detailed benchmarks across its entire
process network and gave all partners valuable in-
sights into their specific strengths and weaknesses. It
also helped them address performarice gaps.

To further strengthen its supplier network, Li &
- Fung constantly looked out for new suppliers. The
- Company evaluated the experience and skills of each
: prospect to determine whether its operational stan-
dards could be met. By the early 2000s, Li & Fung

ad an extensive network of over seventy-five hun-
dred regular suppliers; each on an average had about
two hundred employees. Li & Fung described itself as

a smokeless factory. Though it did not own any man-
ufacturing concern, it was involved in various func-
tions that qualified it as a manufacturer. -

Customer-Centric
Organizational Structure

Li & Fung had an organizational structure that
masked its size. In line with the transformation of the
company’s business strategy during the 1980s, Li &
Fung revamped its organizational structure to man-
age its global sourcing network better and meet cus-
tomer needs. The company discarded its traditional
structure of geographic division as it found ineffi-
ciencies in this. During this period, all large trading
companies in the world with vast supplier networks
were organized geographically with country units as
profit centers. Such a structure made it tough for the
companies to optimize the value chains for their cus-
tomers, as the country units competed against each
other for business. The lack of cooperation and coor-
dination among country units also resulted in loss of
customers, affecting a company’s business.

To eliminate this, Li & Fung adopted a new
customer-centric structure, where it organized it-
self into various small customer-centric divisions.?
Under the new structure, an entire division focused
on serving a big customer such as The Limited,
Levi’s, Kohl’s, and Abercrombie & Fitch. A single di-
vision aimed at fulfilling the needs of a group of
smaller customers, with similar needs. For example,
the company’s theme-store division served a group
of customers like Warner Brothers stores chain and
Rainforest Café. According to company sources, this
new model assisted them in creating a customized
value chain for each customer order.

As part of its customer-centric strategy, Li & Fung
created small divisions dedicated to serving one cus-
tomer, and a person managing the unit as if it was
his/her own company. Li & Fung hired people who
were entrepreneurial in nature and whose ultimate
aim was to run their own business. Thus, each division
was run by a lead entrepreneur, designated as division
manager, who was responsible for understanding
customers’ needs and fulfilling them by mobilizing re-
sources from the group’s sourcing and process network.
For instance, the Gymboree division, which served

5Tn 2002, Li & Fung had about 120 business divisions across forty
countries.
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Gymboree, a leading U.S.-based clothing store, was
headquartered in a separate office within the Li &
Fung building in Hong Kong. It had forty plus em-

. ployees focused on meeting Gymboree’s needs. The

division was further broken up into specialized teams
in areas such as technical support, raw material pur-
chase, quality assurance, merchandising, and ship-
ping. Apart from the employees at its head office, the
division also had dedicated sourcing teams across the
branch offices of Li & Fung in China, Indonesia, and
Philippines, the countries from where the division
purchased in high volumes.

These divisions also promoted knowledge shar-
ing during their interactions with customers, which
benefited customers. Commenting on this, Frank
Leong (Leong), CFO and head of the Operation Sup-
port Group (OSG), Li & Fung, said, “Our people sit
down to share with them the latest information from
the production side—what sort of material is hot,
what new colours are available, where a product can
be produced”® Such discussions not only expanded
the fashion retailers’ knowledge, but also gave them
scope for more creativity and financial liberty in
designing garments for a season. If required, the
divisions also offered trade financing services to
customers, through Letters of Credit (L/C).”

To preserve the entrepreneurial spirit, Li & Fung
kept each division relatively small, with average rev-
enues ranging between HK$ 30 million and HK$
50 million. The company allowed each division to
act as an independent unit with its own customers
and profit and loss accounts. Li & Fung gave consider-
able freedom to division managers to run their divi-
sions, as it believed that autonomy would encourage a
free spirit. To further ensure the commitment of di-
vision managers, Li & Fung tied up their compensa-
tion to their division’s bottom line. To motivate
them to achieve their division’s targets, the company
gave out substantial financial incentives. Reportedly,
Li & Fung did not fix any ceilings on bonuses. The
company followed the same policy of performance

6“Asset Lite,” www.cfoasia.com, April 2002.

7A document, consisting of specific instructions by the buyer of
goods, that is issued by a bank to the seller who is authorized to draw
a specified sum of money under certain conditions, that is, the
receipt by the bank of certain documents within a given time. A con-
firmed L/C is one issued by a foreign bank, which is validated or
guaranteed by a Hong Kong bank for a Hong Kong exporter in the
case of default by the foreign buyer or bank.
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based compensation and incentives for other
employees, too.

Li & Fung provided the divisions with all neces-
sary financial resources and administrative support,
mainly through the OSG, which provided back-end
support to the entire group operations. The OSG
supplied all divisions with personal computers and
network connections, at a charge per PC, which cov-
ered the entire network, including order processing,
production tracking, and e-mail communication.
These charges were paid from the division’s revenues.

The OSG also acted as an in-house HR provider,
as it supplied recruitment services by internally
matching staff from across various divisions, to meet
some specific requirements of clients, and training
them. It also acted as the divisions’ chief banker as all
divisional revenues finally went to the OSG. Accord-
ing to company sources, the divisions could take
loans from the OSG at an interest rate cheaper than
the market rate.

The OSG’s performance was measured against its
profit and loss account as was the case of any other
division in the group. According to Leong, such a
performance measurement strategy ensured that the
OSG provided advanced high-quality services to its
customers (other divisions) and at the same time op-
timized its costs.

The logic behind such an organizational structure
was to allow each division to function like an inde-
pendent company without worrying about back-end
needs. Such a model provided the group with the
flexibility of a small company, while having the strengths
of alarge, global company. As Leong said, “We’re marry-
ing the strength of being small and big together.. Big
companies tend to get bureaucratic, while small compa-
nies can do specialized products. Our small business
units act extremely fast, but at the back-end, they get
the level of service of a huge company.”

However, while Li & Fung believed in flexibility
in some things, the company was highly conserva-
tive when it came to financial control and operating
procedures. These were centralized and tightly man-
aged. Li & Fung also maintained tight control over its
working capital. All cash flows were centrally man-
aged through headquarters in Hong Kong. For in-
stance, L/Cs from all divisions came to headquarters
for approval and were then reissued. The company

8“Asset Lite,” www.cfoasia.com, April 2002.
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also had a standardized and fully computerized
order executing and tracking system used by all
divisions.

Leveraging IT
and the Internet

To leverage the potential of IT, Li & Fung took many
initiatives through the mid 1990s. It tied up its global
network of offices with intranet? since 1995, to en-
able free information flow. In 1998, the company
began creating dedicated extranet!? sites for major
customers. These sites enabled the company to inter-
act with customers, track their orders, help in prod-
uct development, and perform many other tasks in a
cost-efficient manner. The extranet also enabled cus-
tomers to track their orders and gain access to related
information through Li & Fung’s Electronic Trading
System, known as XTS, which was linked to Li &
Fung’s global network of offices.

The major benefits of a dedicated extranet site
can be understood from the following example. In
the late 1990s, Coca-Cola, the leading soft drinks
company, and many of its independent bottlers
worldwide, largely relied on merchandize tied to
sporting events to promote the company’s core
brand, Coca-Cola. As Coca-Cola was mainly a bever-
age company, with no exposure to manufacturing,
the company found managing the manufacturing ac-
tivity (for its merchandise) expensive and outside its
area of core expertise. The company also feared that
its manufacturing process might be too slow to re-
spond to sporting and entertainment events. As a re-
sult, in March 2001, the company turned to Li &
Fung for managing its manufacturing activities. Li &
Fung designed and built an extranet site, called
Kodimsum.com (KO for Coke’s stock symbol, and
dimsum for a Hong Kong food delicacy), enabling
Coca-Cola’s executives and bottlers to place online
orders. The extranet also allowed bottlers to check or-
ders placed by other bottlers of the company, enabling
them to place a similar order if they found that the
product would be useful in their own markets.

?An intranet is a restricted-access network that works like the Internet.
Usually owned and managed by a corporation, an intranet enables an
Organization to provide content and services to its employees across
its various divisions, without allowing external people to view it.

"An extranet is an Internet site that is offered to a select group of
People such as customers, suppliers, and business partners, usually to
Provide or share nonpublic information.

With the emergence of the Internet as a major
communication medium, industry observers felt
it would make trading companies like Li & Fung
redundant. Li & Fung opposed this view, stating that
the key to its business was not hardware but informa-
tion and its application to the management of client
supply chains. The company believed that instead of
being a threat, the Internet and e-commerce would
offer more opportunities by helping it drive supply
chain costs down and integrating management of
supply chain via IT. Analysts, too, felt that this was
true. They said that the real value of Li & Fung’s busi-
ness model lay not just in its ability to link suppliers
and buyers, but in its power to influence suppliers
and manufacturers, with whom the company had a
strong relationship of trust.

Thus, Li & Pung used the Internet as a tool to
make supply chains more transparent. When Li &
Fung received an order from a customer, it used ex-
tranet sites and the Internet to fine-tune specifica-
tions. It then took instructions from the customer
and fed the information on to its intranet to find the
right raw material suppliers and right factory or fac-
tories to assemble the product. The Web also aided
customers in quickly assessing shifting consumer de-
mands. Thus, as an order moved through different
phases of production, customers could make last-
minute changes through Li and Fung’s website,
which hosted real-time information on the entire
production process.

This real-time tracking by customers was not
possible until the mid-1990s, when Li & Fung began
using phone and fax. For instance, when a customer
ordered 50,000 khaki cargo pants, the company de-
livered the pants five months later, leaving the cus-
tomer with little chance of altering their orders in
line with changing market trends. By the early 2000s,
once the Web-based communication system was es-
tablished, customers could cancel their order until
the time the material was woven, change the color
until the fabric was dyed, and alter design or size
until the fabric was cut.

In March 2000, Li & Fung announced its Internet
strategy to enter the e-commerce market, through its
Business-to-Business (B2B) initiatives. Li & Fung aimed
at creating economies of scale and scope for small- and
medium-sized enterprises by bundling their orders
for the same products and then customizing the
mass-produced product to meet the requirements of
each customer.
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Commenting on this, William said

Li & Fung has done private-label manufacturing
for a long time. We can only do this if the cus-
tomers are very large and they have the scale,
since you need intensive interaction when you do
private-label work. To capture economies of scale,
we need large customers, not small ones.... What
the Internet does is allow us to reach the small
and midsize guys we could never reach before.
What do they want? What the big guys have—a
private label, their own differentiated line, and at
the same price as the big guys.... The Internet al-
lows us to reach those people—without intensive
interaction—and to aggregate their orders. We
can allow you different styles, limited customisa-
tion using American yarn, knitted in China, as-
sembled in Bangladesh. And we can allow you to
put in your own label, embroidery, colours, pack-
ages, boxes. We can reap the economics of mass
production, but with enough customisation.!!

As part of Li & Fung’s Internet strategy, StudioDirect
Inc. was formed in April 2000 as an e-commerce sub-
sidiary of the company (57 percent controlling stake)
with an investment of US$19 million. StudioDirect’s
website, www.studiodirect.com, launched in March
2001, allowed placement of highly individualized or-
ders from small- and medium-sized retailers, enabling
them to choose from a wide variety of fabrics, colors,
and accessories such as cuffs, pockets, buttons, and em-
broidery. According to Li & Fung sources, StudioDirect
had customization options that could satisfy 90 percent
of the smaller retailers.

StudioDirect aggregated all orders placed on its
website and put them on to Li & Fung’s manufac-
turers, resulting in a series of private-label lines
ready for delivery. To handle the logistics needed to
deliver finished goods to retailers across the world,
StudioDirect tied up with Danzas AFI Intercontinen-
tal, a business division of the Danzas Group, which
specialized in logistics services and had already
worked with Li & Fung.

StudioDirect was reportedly capable of beginning
production within six hours of receiving an order
from a client over the Internet. For marketing its B2B
initiative, the company chose the strategy of direct
mailing. Through this, the company aimed at reach-
ing about one thousand small- and medium-sized
retailers in the first year and expected to do business

11“A Different Kind of B2B Play in China?” www.businessweek.com,
May 8, 2000.
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of $2 million with each of them, in"the next five
years. The initiative was launched in the United
States in early 2001.

Analysts felt that Li & Fung, with its sound global
sourcing network and strong financials (US$ 270
million in cash reserves) was poised to establish itself
as a strong player in the B2B market place. Com-
menting on what Li & Fung could provide small- and
medium-sized customers with, Barnett, a Goldman
Sachs’s analyst, said, “A large company that uses Li &
Fung typically pays 4% to 12% of the value of the
order [because of economies of scale]. It’s about 30%
for a small company. Those costs come down to 4%
to 12% if clients use the studiodirect.com Internet
site”12

In the early 2000s, Li & Fung maintained Internet-
based communication with all its major customers
worldwide. About 75 percent of them were large re-
tailers in the United States, who reaped significant
benefits from the transparent SCM attained due to
the use of IT and the Internet.!® Laurence H. Alberts,
managing partner, Mercer Management Consulting
(Asia), said, “They [Li and Fung] are the leaders in
Asia in providing this full solution of sourcing and
supply-chain management. They’ve built up a very con-

siderable barrier to anyone else trying to replicate it

Global Expansion

During the late 1990s, with the growing popularity of
private label brands, shortening product life cycles,
and acute competition in the retailing industry, com-
panies had to focus on their supply chain processes.
As many companies did not have expertise in SCM
and outsourcing was a cost-efficient alternative, the
demand for companies that offered SCM services
increased. Li & Fung, which already had an impres-
sive sourcing network and SCM expertise, increased
efforts to position itself as a global consumer goods
trading company. The company devised an acquisi-
tion strategy to strengthen its position in the global
trading market. The strategy aimed at expanding the
sourcing network, product lines, and customer base.

124picking Asian Winners in the Internet Age,” www.asiaweek.com,
2000.

3 However, in countries such as China, Bangladesh, Philippines,
Africa, and the Caribbean, where communication systems are still
underdeveloped, Li & Fung relied on personal visits, phones, faxes,
and couriers to communicate information and manage operations.
14“Middleman Becormes Master,” www.chiefexecutive.net, October
2002.



CASE 15 Li & Fung—The Global Value Chain Configurator

AT

In 1995, Li & Fung acquired Inchcape Buying
services (also known as Dodwell) from Inchcape Pa-
cific, a leading British trading conglomerate. That
company had an established network of offices in
south Asia, the Mediterranean, and Caribbean re-
gions, where Li & Fung had little or no presence. The
acquisition nearly doubled the size and geographic
reach of Li & Fung and brought with it a vast European
customer base that complemented Li & Fung’s
strength in North America. The acquisition also con-
tributed significantly to the company’s success in
achieving its three-year plan (1995-1998) target of
doubling its profits from HK$ 225 million in 1995 to
HK$ 455 million in 1998.

As a part of its proximity strategy, which aimed at
producing products closer to the customer market
(North America and Europe), Li & Fung began estab-
lishing and expanding its sourcing networks in re-
gions such as the Mediterranean, Eastern Europe,
North Africa, South Africa, and Central America in
the late 1990s.

In December 1999, Li & Fung acquired Swire &
Maclaine and Camberley Enterprises, the trading
businesses of the Hong Kong—based group, Swire
Pacific, for HK$ 450 million. While Swire & Maclaine
was a major provider of product sourcing and qual-
ity assurance services in Hong Kong, Camberley
Enterprises made high-quality ladies sportswear,
ready-to-wear garments, and home accessories.
These acquisitions offered Li & Fung design process
expertise and helped it further strengthen its cus-
tomer base in the United States and Europe, by
adding some major customers such as Laura Ashley
and Ann Taylor. As Swire & Maclaine had been a
major competitor of Li & Fung in Hong Kong, its ac-
quisition helped Li & Fung further consolidate its
business in Hong Kong and strengthened its position
as one of the world’s leading sourcing and supply
chain management companies.

In November 2000, Li & Fung announced the ac-
quisition of Colby Group Holdings Limited; a Hong
Kong-based leading consumer goods trading com-
pany, for HK$ 2.2 billion to consolidate its global
competitive position further and helped it emerge as
the largest consumer goods export trading groups in
Hong Kong. Commenting on the rationale behind
. the acquisition, William said, “Colby has strong
s brand recognition, especially among US department
Stores. Its seasoned staff and diversified sourcing ca-
pabilities will complement our existing business.
ith this acquisition, we will be able to expand our

customer base and further penetrate what is an im-
portant new market segment.”!> Even after the acqui-
sition, Colby continued to operate under its own
company name as a subsidiary of Li & Fung.

In the early 2000s, Li & Fung focused its acquisi-
tion strategy on hard goods companies. In mid 2002,
Li & Fung acquired Janco Overseas, a Hong Kong—
based buying agent, specializing in hard goods, for
HK$ 249.6 million. According to company sources,
the acquisition was expected to increase Li & Fung’s
turnover by HK$ 1.4 billion. Reportedly, Janco’s
strengths in the hard goods segment and focus on
large food retailers, who were rapidly expanding their
nonfood offerings, was expected to strengthen Li &
Fung’s position in the hard goods segment. It was
also expected to open up new customer segments
and opportunities on account of expansion in its
hard goods product portfolio.

In the fiscal year 2002, the hard goods segment
accounted for 32 percent of Li & Fung’s revenues
compared with 28 percent in 2001. The segment reg-
istered a 29 percent increase in revenues and 70 percent
in operating profits over 2001. Li & Fung sources said
the acquisition of Janco was a major factor that con-
tributed to such a significant growth in its hard
goods business.

In August 2003, Li & Fung announced plans to
purchase the remaining one-third stake in the group’s
New York-based garment importer unit, International
Sourcing Group (ISG), for US$ 5.22 million, from
1SG’s chief executive, Alan Chartash, who owned that
stake. The acquisition was expected to increase Li &
Fung’s profitability. Victor said, “By further leveraging
the group’s financial resources, management strength
and entrepreneurial corporate culture, it is envisaged
that a more comprehensive service will be provided
to ISG’s customers.”'6

During the early 2000s, Li & Fung focused on ex-
panding its customer base in non-U.S. markets to
balance the group’s overall revenue portfolio, which
was highly skewed toward the United States. It con-

.centrated on the fast developing economies in Asia

and the Southern Hemisphere, where more and more
companies were outsourcing manufacturing and
SCM on account of increasing globalization and re-
sulting competitive pressures that were forcing com-
panies to optimize resources.

1347 § & Pung to Acquire Colby;” www.irasia.com, November 9, 2000.
1641 § & Fung to Buy Out Last Stake of US Unit,” Hong Kong iMail
(China), August 20, 2003.
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Li & Fung identified Japan as a potential market,
where the fashion retailing business was booming. In
October 2003, Li & Fung entered into an alliance
with Nichimen Corporation (Nichimen), a leading
general trading firm in Japan, to offer higher value
for Japanese retailers. This was possible due to the in-
tegration of Li & Fung’s global sourcing network
with Nichimen’s customer servicing capabilities.

In December 2003, Li & Fung acquired the sourc-
ing business of the Hong Kong-based Firstworld
Garments Limited and the U.S.-based International
Porcelain Inc. for US$ 27 million. These two compa-
nies would together operate under the name “Inter-
national Sources.” They were expected to strengthen
Li & Fung’s presence in the hard goods business and
enable it to reach out to Mexico.

The Challenges

By the end of 2003, Li & Fung emerged as one of the
few global consumer goods trading companies with
geographic flexibility and depth of expertise required
for success in the fiercely competitive business envi-
ronment of the early twenty-first century. In the
fiscal year ending December 31, 2003, the group’s
revenues amounted to HK$ 42.6 billion, a 14.3 percent
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rise over HK$ 37.3 billion in 2002. Net profits amounted
to HK$ 1.22 billion in fiscal 2003, a 13.2 percent in-
crease over the HK$ 1.08 billion in fiscal 2002. In
December 2003, the share price of Li & Fung was
quoting around HK$ 13 (see Exhibit 7).

However, according to company sources, rev-
enues and profits were below expectations. The Iraq
War,'7 the SARS epidemic,'® and poor business

17The U.S. government believed that the Osama Bin Laden led terror-
ist organization, Al-Qaida, which was responsible for the September
11, 2001, terrorist attacks on the World Trade Center in the United
States, may obtain weapons of mass destruction (WMD) from Irag.
As Iraq was ruled by Saddam Hussein (Hussein), who was openly
hostile to the United States, the U.S. officials considered it a severe
threat to the country’s security, and felt the need for preemptive war
against Iraq to prevent further damage from occurring in the United
States. In March 2003, the United States declared war against Iraq
(the second war, the first being in January 1991), called “Operation
Iraqi Freedom.” In May 2003, the U.S. Army captured Tikrit, the
birthplace of Saddam Hussein. Saddam himself was captured in
December 2003.

18 According to www.cdc.gov, Severe Acute Respiratory Syndrome
(SARS) is a viral respiratory illness caused by a corona virus called
the SARS associated corona virus (SARS~CoV). The first case of
SARS was reported in Asia in February 2003. Within a few months,
the illness spread to more than twenty-four countries throughout the
world. The outbreak of SARS in the Asian region severely damaged
its economic performance—the hardest-hit business was the

region’s tourism industry.
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performance in the holiday season of some major
customers were cited as reasons. The drop in the
group’s nontrading income also had an unfavorable
effect on overall financial results. Reportedly, the net
loss from Li & Fungs venture capital business
amounted to HK$ 8 million in the fiscal 2003.

That year, the soft goods segment accounted for
67 percent of Li & Fung’s total revenues, while hard
goods accounted for the remaining 33 percent. Geo-
graphically, North America continued to be the com-
pany’s largest export market, accounting for 75 percent
of its total revenues. It was followed by Europe
(19 percent), East Asia (3 percent), and the Southern
Hemisphere (3 percent). As part of achieving its
three-year plan (2001-2004) goal of doubling profits
by the fiscal 2004, Li & Fung announced that it would
continue its aggressive acquisition drive, focused at
non-U.S. companies, and new product lines that
could open up more revenue opportunities.

In August 2003, Li & Fung finalized a licensing
agreement with Levi’s, under which the former
would design, manufacture, and market clothing
under the latter’s Levi Strauss Signature label. Ac-
cording to company sources, these products would
be marketed in the United States by late 2004. In
early 2004, Li & Fung also signed similar licensing
deals with Official Pillowtex LLC, a U.S.-based com-
pany that owned the Royal Velvet linen brand. Com-
menting on these deals, William said, “Leveraging
our strong position in the supply chain, we are build-
ing a higher-margin business model of licensing
well-known brand names. This new business model
will augment our core sourcing business and will be
an important growth driver for the group in our next
three-year plan for 2005-2007%

By mid.2004, Li & Fung had an extensive net-
work of over 65 offices in 40 countries worldwide,
managed by a dedicated employee base of over
6,000. Reportedly, the company faced very little
competition, which analysts attributed to its unique
positioning as a supply chain manager for its clients
and its focused acquisition strategy. William E. Con-
nor & Associates (WEC&A), an American-owned,
Hong Kong—based trading company, was the closest
competitor to Li & Fung in Hong Kong as textiles was
WEC&A’s major product line. But, as WEC&A fo-
cused on large department store customers and

“Hong Kong Li & Fung Posts 13% Net Profit Rise on Sales Growth,”
www.prophet.net, March 24, 2004.
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Li & Fung concentrated on specialty store chains,
analysts felt that competition between them was
not intense (see Exhibit 8).

While Li & Fung’s business model might seem
error free and its future bright, analysts were quick to
point out that every business had its negative side,
and Li & Fung also had made miscalculations. They
said the company’s much hyped B2B initiative
“StudioDirect,” had failed to get the expected re-
sponse, forcing Li & Fung to restructure its operations.-
In 2002, Li & Fung converted StudioDirect from a full-
service e-commerce company into a private label golf-
wear specialist, offering services to customers through
the Internet. The company also reduced its stake in
StudioDirect from 57 percent to 15 percent. Li & Fung
attributed this restructuring to changes in market con-
ditions in the United States, which were not conducive
to the growth of StudioDirect’s business. It stated that it
was still committed to e-commerce, and its aim was to
reach smaller and midsized retailers. However, even by
early 2004, StudioDirect had failed to make major
progress on this front.

The continuous fall in the annual growth of rev-
enues and profitability through the early 2000s was -
also perceived as an area of concern by many analysts
(see Exhibit 9). While Li & Fung registered a high growth
in revenues and profit after taxation of 53.35 percent
and 49 percent, respectively, for the fiscal year ending
December 31, 2000, the growth in revenues and profit
after taxation came down to 14.35 percent and
12.06 percent, respectively, by the fiscal 2003. Ana-
lysts felt that the sharp decline in the share of overall
revenues derived from European markets, during the
early 2000s, was not a good sign for the company.
They felt the company had failed to come up with ef-
fective strategies to increase revenue share from the
European market, which, next to the United States,
had immense potential for fashion goods, especially
garments, Li & Fung’s major business. They criticized
Li & Fung for failing to build on the opportunities
provided by its acquisition of Inchcape Buying Ser-
vices, which had a strong presence in Europe.

Analysts also felt that Li & Fung’s high depend-
ence on large retailers, especially in the United
States and Europe, might prove a threat for the
company in the long run, given the uncertainties in
the retailing industry. They pointed out that a
major consolidation in the North American retail-
ing industry, Li & Fung’s largest export market,
might severely affect the company’s business. For
instance, if a retailing giant such as Wal-Mart,
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A Note on Hong Kong's Export Trade Industry

TThe Export Trade Industry: )
'..ﬁ'Hong Kong has always been one of the world’s major export trade centres. Until the 1970s, Hong Kong was a manufac-

" turing economy, supplymg the world with textiles, handbags, toys, plastic flowers, watches and footwear. Most of its
fexports were to the US and Europe After the Chinese economy was liberalized in 1979 {initially only some coastal re-

- gions were opened up forforelgn ivestors) many companies across all the major industrial segments and trading
;,Lcompanles in Hong Kong moved the labour-intensive part of manufacturing to China.

" The rapld lndustrlallzatlon of Asian countnes from the 1980s resulted in expansion of production capabilities in the

‘ jmanufacturlng sector and related supporting services especially in other low cost countries like Taiwan and Korea.
“This in turn led to trading companies expanding their sourcing reach beyond China to optimise sourcing costs for their
‘clients: By the late 1990s, Hong-Kong emerged as a service economy with 84% of GDP derived from services. Accord-
Cingto'a survey by the Hong Kong Trade Development Council (TDC) in 1998, 64% of international buyers sourced
~.China- made products through trading companies in Hong Kong. The country's strategic location, good physical infra-

" structure; expertise in international trade and well-established legal framework made trading reliable, simple and con-
ff:_vement By the turn of the 20th century, Hong Kong became one of the world's largest export trade countries.

- n 2001 Hong Kong earned HK$ 106 bn from exportlng trade-related services, accounting for 32.7% of total services
exports In 2002, one in five employed persons in Hong Kong were engaged in the import-export trade. The sector pro-
- duced a net output of HK$ 249 bn and accounted for 21% of Hong Kong’s GDP. In 2002, there were more than 1,133
-.f-fcompanles involved in the Wholesale retail and import and export trade businesses.

“Inthe early 20003 off shore exporttradmg was increasing rapidly on account of many factors. The use of advanced
technology, sophlstlcated production | processes and on-site mspectlons by trading firms eliminated the need for fur-

" ther processing of praducts like final assembly, packaging and imposing quality control procedures Atthe same time,”
the increased availability of cost-effective and reliable transport services contributed to the rise in off shore export
'.trade Some’ expected changes in the regional trade regimes including the China-ASEAN Free Trade Agreement and

“ the Closer Economic Partnershrp Arrangement (CEPA) between Hong Kong and mainland China were expected to fur- .
i ,’ther’ b'oost the tradmg mdustry in Hong Kong

i"-;Traders wrth same value-added services: These firms, apart from sourcing raw material for their customers, oﬁered
- some addltlonal value such as providing trade finance and freight forwarding services.

Traders wrth saphlstlcated value-added services: These exporting firms went beyond traditional trading services.
Additional services included product designing and development, manufacturing prototypes, offering supply chain
’ﬁ,management servrces undertakmg distribution and delivery of finished goods.

%;Hong Kong's exporttradmg firms source garments, toys, electronic items and other manufactured goods. The sourcing
dctivities are of three types:

H Sourcmg goods produced in Hong Kong.
. B Sourcing goods from the Asian region for re-export from Hong Kong.

F Sourcing goods from one country for direct shipping to another country, without touching Hong Kong. This is
’ called offshore trade.

Tradlng firms i in Hong Kong usually specialize in one product. In most cases, they offer shipping services to customers
’_and manage their own warehousing facilities. Such facilities enahle exporters of durable goods to offer better customer
service, as a certain quantity of stock is always readily available for shipment. For goods like textiles, trading firms use

temporary storage, with emphasis placed on prompt dispatch for shipping.
\ ——
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: - (continued)
A Note on Hong Kong's Export Trade Industry

"‘\
Most export trading firms i in Hong Kong are ctosely invalved in manufactunng ac’ovrtles though mchrectly, as actual
production is usually sub-contracted. Short productlon cycles a preference for smaller quantities of mare product
lines and keeping tight deadlines ensured that companies met customer needs. They provided suppher factorles wrth
advanced productlon technrques and know how and helped solve productlon bottlenecks S iy

Profile of Wllllam E Conner & Assoclates (L| & Fung s Ma]or Competltor) I y 5
William E. Conner & Assocrates (WEC&A) was founded in'1949 in Tokyo and moved to Hong Kong m 1985 lt |s one ofthe_
‘major export trade companles in Hong Kong in the early 21st century and the closest competitor to the marketl
& Fung, in the consumer goods trading market. WEC&A op’omlsed the supply chain for its clients' by managing ‘every as--
~ pect of sourcing, right from product design & development to distribution and deltvery of the finished product The' corn-;
pany’s products included apparel, fabrics, fashion accessaries, footwear, decorative accessorres textlles houseware
furniture, lighting, office products stationery and fashion-related products : '

Inthe early 2000s, WEC&A had a global network of 35 otfrces in 20 countries. Wrth an employee base of over 1 ,400, Ahe's
| | company fulfilled the requuements of over 70 customers, which included leading department stores, specialty storé

catalogue companies, e-commerce retailers and importers, mainly in North America, Austraha Europe Latln Amenca
and Japan In 2002, WEC&As net worth amounted to US$ 850 mn. : S :

L

Sources: www.tde.trade.com and www.weconnor.com.

P

L| & Fung—Consolrdated Statements of Income (1997—-2003)

,;;mr .,,r =

Contmumg operattons 42 630 510 37 281 360 32 941 392 ', ' 16 297 501 14 312 618‘,A ]

- Discontinued operations — — 87 183 — —_
Total Turnover 42630510 37,281,360 33028575 24993018 16297501 14312, 618 13315772,
 Counting operations 125,952 1134605 ~ 904520 830223 592885 469501 1,289
Discontinued operations — — (237,955)  (39,375) — —
Gross Prafit 1285952 1134605 666565 790,848 592885 469,501 361 269
Interest income 38,373 s9581 112837 140330 43830 56093 - 31772

Interest expenses (9,813) (8,987) (12,464) (20,585) (32,243) (61,346) : '(6,:270)_
Share of profit less ' R

losses of associated o L
companies 2,015 393 1,443 13,677 9,389 6,850 6,666 .

Profit before taxation 1316527 1175592 - 768,381 924270 613861 471,098 399457
Taxation (105,513) (04896)  (55637)  (64178)  (36638)  (16425)  (25326),
Profit after taxation 1211014 1080696 712744 860092 577,223 454673 . _'37413""
Minority interests 12,104 (228) "69,5.67‘ ' 10,296 (2,585)- . 49'5
Continuing operations 1,223,118 1,080,468 951,307 = 893,118 574,638 455168 .

' | Discontinued operations — —  (1689%) (227300  — —
Net Profit; =, 1223118 1080468 782311 870388 574,638 455168 375105

Source: Li & Fung Annual Report, 2003.
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which rarely outsourced its manufacturing activi-
ties, acquired other major American retailers, or put
them out of business, it could lead to an 8 percent to
10 percent cut in margins for Li & Fung. Such con-
solidation might also result in only a few large retail-
ing giants surviving (with other companies either
having been acquired or forced to quit) in the mar-
ket, which might also have severe implications on Li
& Fung’s revenues. This was because the company
mainly derived its revenues from a large base of com-
panies in the United States, with revenues of over
US$ 100 million.

Analysts further added that Li & Fung’s hopes of

benefiting from increased manufacturing activity in
China to strengthen its competitive position in the
United States, after the removal of the quota system
in January 2005, might fail. They were of the view
that according to WTO rules, the United States and
Europe were entitled to impose “antisurge” quotas
until the end of 2008, in case they felt any threat to
domestic industry from exports. Antisurge quotas re-
stricted annual growth of imports from a country to

7.5 percent per product category. Analysts also said
that it was very likely that the antisurge quotas would
come into existence in 2005.

Despite these challenges, industry observers felt
that with Li & Fung focusing on expanding its cus-
tomer base outside the United States, especially in
Asia, in the years to come the company could reduce
its dependence on the United States, its largest market,
Meanwhile, Li & Fung had already achieved consider-
able success in lessening its dependence on soft goods
over the years, reducing some risks in its business.

Media reports expressed optimism for Li & Fung’s
future. They wrote that the company, powered by its
depth of sourcing knowledge and positioning as an effi-
cient manager of global supply chains, was well poised
for growth, in the light of increasing globalization. An
Economist article had quoted in 2001, “Li & Fung ap-
pears to have as bright a future as globalisation itself?

201§ & Fung: Optimising Supply Chain for Other Companies,” The

Economist, May 31, 2001.




