17

Will ‘Buyer-Driven’ Commodity Chains Replace Multinational Corporations? Lessons from the Garment Industry

by

Roger Strange (King’s College London)

and

Jim Newton (University of Hong Kong)

ABSTRACT

The aim of this paper is to explore the extent to which the ownership advantages conferred by possession of ‘knowledge’ need not necessarily be exploited through the mechanism of the multinational corporation (MNC), but may be realised through alternative forms of industrial organization. The focus of the discussion is the worldwide garment industry, which has experienced major changes over the last thirty years not only in terms of the geographical location of production but also in terms of its control and international organization. And further changes are already in progress as a result of both the implementation of the World Trade Organisation (WTO) Agreement on Textiles and Clothing (ATC), and the accession to the WTO of the People’s Republic of China. The reasons for, and the effects of, these changes will be considered in the light of global commodity chain (GCC) analysis. This form of analysis explicitly recognises that firms may exploit their ownership advantages without having to internalise productive activities, and yet retain control over the chain. The garment industry, and many other labour-intensive industries, provides an example of a ‘buyer-driven’ commodity chain. And, notwithstanding the focus of this paper on the garment industry, it is suggested that globalisation will result in the greater commodification of many products and many more industries becoming ‘buyer-driven’ commodity chains in the future.
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Will ‘Buyer-Driven’ Commodity Chains Replace Multinational Corporations? Lessons from the Garment Industry

 ‘The role of knowledge as an intangible proprietary asset is central to the inherited economic theory of the MNC and to traditional FDI theory.’

(Call for Papers, 29th EIBA Annual Conference)

INTRODUCTION

The aim of this paper is to explore the extent to which the ownership advantages conferred by the possession of ‘knowledge’ need not necessarily be exploited through foreign direct investment (FDI) and hence the mechanism of the multinational corporation (MNC), but may be realized through alternative forms of industrial organization. The focus of the discussion is on the worldwide garment industry, which has undergone major changes over the past thirty years, both in terms of the geographical location of production and in the form and nature of international organization and control of the industry. The industry faces further changes, driven by the promised removal of trade barriers which have been in place for three decades, and by restructuring and consolidation amongst the leading firms in the industry.

The reasons for, and the effects of, these changes will be considered through the lens of global commodity chain (GCC) analysis (Gereffi 1994, 1998, 1999). GCC analysis explicitly recognises that firms may exploit their ownership advantages without having to internalize productive activities, and yet may retain control over the essential aspects of the production process. It is this latter aspect, of control without equity ownership, that differentiates GCC analysis from mainstream work on FDI and the classical theory of the MNC. Dunning (1993: 5) expresses the classic view that, with FDI control over the use of the resources transferred (including knowledge-based assets) remains with the investor, whilst with contractual modes of international business ‘control over the resources is relinquished’. This has led some observers (e.g. Oman 1984, 1989) to dub contractually-based international production modes as ‘new forms of investment’ (NFI). We may perhaps characterize both GCCs and NFI as the exemplars of the externalization of production, in contrast to the internalization of production at the heart of FDI and the MNC.

A typology of GCCs has been developed in the work of Gary Gereffi. One type is the ‘producer-driven’ commodity chain, in which the MNC plays a significant role as a lead firm in an external network of outsourced producers. The second, and the focus of this paper, is the “buyer-driven’ commodity chain, in which marketing and distribution activities become dominant, and firms with expertise in these areas are able to control the chain without the commitment of equity capital. This paper examines the way in which the garment industry fits the criteria and characteristics of a ‘buyer-driven’ commodity chain
, and raises the question, though for a later phase of the research, of whether other industries may be being transformed inter alia by the forces of globalisation, from traditional MNCs, through ‘producer-driven’ commodity chains, to ‘buyer-driven’ commodity chains. If later empirical research were to show this to be the case, it would clearly have significant implications for traditional FDI theorising.

The structure of the paper is as follows. In the next section, the basic framework of global commodity chain analysis is reviewed. The structure of the international garment industry is then outlined, and the changes in location and organization over the past thirty years are highlighted. The ways in which the garment industry conforms to the model of a ‘buyer-drive’ commodity chain are then analysed in the penultimate section. The paper concludes with a brief assessment of the extent to which the model of a ‘buyer-driven’ commodity chain may be becoming more widespread in practice, and the implications this would have for theory in international business.

GLOBAL COMMODITY CHAIN ANALYSIS

The GCC perspective highlights the fact that large firms in global production systems participate simultaneously in many different countries in line with global production and distribution strategies, rather than in an isolated or segmented fashion. To understand the dynamics of change, it is thus necessary to look not only at the geographical spread of the production arrangements, but also at how they are organised in terms of linkages between raw material suppliers, manufacturers, traders and retailers. Thus global commodity chains have four main dimensions:

· An input-output structure, which specifies how various products and services are linked together.

· A geographical structure, which refers to the territorial coverage.

· An internal governance structure, which specifies the ‘authority and power relationships that determine how financial, material, and human resources are allocated and flow within a chain’ (Gereffi 1994: 96-7).

· The institutional framework that shapes how control over market access and information are exercised.

Two distinct governance structures for GCCs have been identified: ‘producer-driven’ and ‘buyer-driven’ – see Figure 1. ‘Producer-driven’ chains are most often found in industries where production is capital and technology-intensive. The lead role in the chain is taken by large (usually multinational), integrated industrial enterprises which possess the necessary technological know-how and which typically undertake the most capital-intensive part of the production process. International subcontracting of the labour-intensive manufacture of parts and components is common, often to related affiliates, as are strategic alliances between competitors. The main sources of profits in such chains are the economies of scale and scope in production, and technological innovations. Importantly, it is the MNC which effectively controls the chain 

In contrast, ‘buyer-driven’ chains are most often found in labour-intensive, consumer goods industries. Much of the production is effected through independent subcontractors in developing countries, and involves the production of finished goods (rather than parts and components) under original equipment manufacturer (OEM) arrangements. The lead role(s), both in establishing and coordinating the chain, are taken by large retailers, brand-name merchandisers and/or trading companies in the countries of the final markets. Often these lead firms do not own any production facilities, but simply manage all the elements of their production and trade networks. The production system thus consists of a geographically-dispersed set of manufacturing activities, wherein power is associated with the integration and coordination of the system rather than the ownership of productive assets. In contrast to ‘producer-driven’ chains, profits in ‘buyer-driven’ chains derive from ‘unique combinations of high-value research, design, sales, marketing, and financial services that allow the buyers and branded merchandisers to act as strategic brokers in linking overseas factories and traders with evolving product niches in their main consumer markets.’ (Gereffi 1994:99) This broking role allows the lead firm(s) the flexibility to adjust their sources of supply so as to reduce costs and/or to improve the speed and reliability of supply.

Profitability will be highest in those segments of the global commodity chain which are characterised by high entry barriers for new firms (Gereffi 1999: 99). In ‘producer-driven’ chains, the lead MNCs usually belong to global oligopolies, and are able to exert control not only over their backward linkages with component and raw material suppliers but also over their forward linkages with distributors and retailers. In ‘buyer-driven’ chains, in contrast, the manufacturing segment of the chain is typically both geographically dispersed and highly competitive. Control is exercised by the buyers and branded merchandisers at the retail end of the chain. These buyers not only decide where, how and when manufacturing will take place, but also determine in large part how much profit is made at each stage of the chain. Table 1 summarises and contrasts the main characteristics of ‘producer-driven’ and ‘buyer-driven’ commodity chains.

It should be clear from the above discussion that traditional FDI theory relates more to industries characterised by ‘producer-driven’ commodity chains. Yet many goods (including garments) are produced in conditions that are more akin to the ‘buyer-driven’ model. And, as Ponte (2002: 1100) notes, many lead firms in ‘producer-driven’ chains (e.g. automobiles, consumer electronics) are increasingly outsourcing component manufacture, and often supply–chain logistics and final assembly, whilst simply retaining control of the promotion and marketing of the brand names. Furthermore, the advent of the internet and e-commerce is having a dramatic effect in accelerating the trend for all chains to be come more ‘buyer-driven’ (Gereffi 2001a, 2001b).

THE LOCATIONAL DETERMINANTS OF GARMENT PRODUCTION

The locational choices affecting garment production have been heavily influenced by trade protectionism for decades. Since the mid-1950s, there have been restrictions on international trade in cotton textiles and clothing. Nevertheless exports of these products from developing countries continued to grow quickly through the 1960 and early 1970s, and the range of products also expanded. The developed importing countries, concerned about this threat to their domestic industries, instigated negotiations on a more comprehensive package of restraints. These negotiations resulted in the Multi-Fibre Agreement (MFA) which extended the coverage of the restrictions to non-cotton textiles and clothing, and which became operational in 1974. The MFA permitted certain developed importing countries to impose quantitative restrictions on exports of textiles and clothing from developing countries, if they were faced with the disruption of their domestic markets, but required that these quotas be increased annually. The MFA deviated from normal GATT principles in two important ways. First, it provided for quota restrictions on trade, in contrast to the general GATT preference for tariffs. Second, it allowed discrimination among trading partners by specifying how much each importing country would accept from each exporting country. The quotas (and the export licenses) were thus valuable in that they guaranteed access to Western markets (and the rents therefrom) for those with an export entitlement.


The MFA ran until the end of the Uruguay Round of trade negotiations, whose Final Act in 1994 established the World Trade Organization (WTO) and contained inter alia the Agreement on Textiles and Clothing (ATC). The ATC took effect from January 1st 1995, and provided for the full integration of the sector within normal GATT rules over a 10-year transitional period. The integration of textile and clothing products under GATT rules was scheduled in four phases. In the first stage, from January 1st 1995, each importing country was required to remove quotas on not less than 16% of the products covered by the ATC, as measured by their 1990 volume of imports. In the second and third stages, an additional 17% and 18% of the covered products were to be released from quota with effect from January 1st 1998 and January 1st 2002 respectively. The final 49% of products are due to come under normal GATT rules on January 1st 2005. The ATC delegated the selection of products for liberalisation at each stage to the importing country concerned. The only condition was that at least one product must be drawn at each stage from each of the four main product groups, classified as tops and yarns; fabrics; made-up textile products; and clothing. The Agreement provided explicitly for its own abolition on January 1st 2005 on which date it, and all restrictions covered by it, ‘shall stand terminated’. Furthermore, ‘there shall be no extension to this Agreement’ and no new restrictions may be introduced, except as provided for by the ATC or under normal GATT provisions (e.g. for balance of payments problems). It should be noted that this does not necessarily mean that there will be totally free trade in textiles and clothing after 2005, as countries will still be permitted to maintain tariff barriers. Under the normal GATT rules, however, such tariffs will have to apply equally to all WTO members without discrimination.

Hale (2002:38), considering the causes of the initial trade restraints concludes that the ‘MFA was drawn up in the interests of Northern companies’ and,.when looking at the promised removal of the restraints, goes on to claim that ‘it is not difficult to see why industrialized nations were willing to agree to the dismantling of MFA. It was becoming more advantageous to powerful business interests to remove barriers to international sourcing than to protect local manufacturing.’  Driving these changes in attitude has been the post-MFA restructuring of the industry. Company mergers and rationalization have led to increased market concentration, focused on the retail end of the production chain. Hale (2002: 41-42) therefore foresees the outcome of MFA removal as ‘likely to intensify the processes through which powerful companies are able to use international differences in wages and conditions to maximize their profits.’ The future determinants of production location, therefore, will be the profit concerns of powerful companies alone, as the influence of trade restraints declines and eventually disappears.

RESTRUCTURING IN THE GARMENT INDUSTRY

The industry restructuring to which Hale refers, resulting in an increase in both size and influence of the emerging groups, has been characterized by Gereffi (1994: 104-105) as a ‘retail revolution’, and is most prevalent in the United States and the United Kingdom. He notes that the industry became more oligopolistic in the 1960s and 1970s as many independent retailers were swallowed up by large department stores. In the 1980s, however, demographic and lifestyle changes in US society meant that the department stores and mass merchandisers came under competitive pressure from large-volume discount chains and speciality stores. The three principle types of participant are now:

· Large retailers, which may be either department stores (e.g. J.C. Penney), discounters (e.g. Wal-Mart) or mass merchandisers (e.g. Woolworth or Sears).

· Branded marketers of fashion garments (e.g. Liz Claiborne, The Gap, Ralph Lauren).

· Branded manufacturers of standardised garments (e.g. Levi Strauss, Fruit of the Loom)

The importance of these ‘big buyers’ has grown substantially over time, and the companies’ investments in product development, computerised inventory systems and advertising are huge – thus providing substantial barriers to entry. Meanwhile, independent traders and small independent retailers have accounted for an ever-declining proportion of garment sales in the US market (Mortimore et al 2000: 87).


In the United Kingdom, there is also a sharp distinction between garment retailers and manufacturers (Gibbon 2001: 6-8). The top twenty garment retailers no longer have any significant manufacturing interests, whilst only some of the remaining large manufacturers have their own brands and (small) retail chains. The sector is dominated by specialist mid-market chains (e.g. Marks & Spencer), but their market position has been under pressure in recent years from foreign chains (e.g. H&M), a new generation of UK discounters, and a revived department store segment. The main players are thus:

· Mid-market chains (e.g. Marks & Spencer, BhS, Arcadia, Next).

· Mail-order firms (e.g. Littlewoods, GUS, N.Brown)

· Discounters (e.g. Matalan, Primark, Peacocks, New Look) and supermarkets (e.g. Asda – owned by Wal-Mart since 2000 – and Tesco).

· Branded manufacturers (e.g. Burberry)

· Department stores (e.g. House of Fraser, Debenhams))

Thus, notwithstanding some differences in the detail, both the US and the UK garment retailing sectors exhibit many of the features of ‘buyer-driven’ commodity chains. Furthermore, both sectors have suffered over the past decade from similar problems: product proliferation, over-investment in retail space, sharply intensified price competition, and falling profit margins. 

A common response among the retailers has been a movement towards ‘lean retailing’ (Abernathy et al 1999) with the result that sourcing patterns reflect not only price and quality considerations, but also speed and reliability of delivery. The ‘lean retailing’ model emphasises minimising the costs of holding inventory, marking down the prices of slow-moving stock, and ensuring that stock is available for items in high demand. At this point, it is useful to acknowledge that the garment industry includes both categories of clothing for which demand is relatively predictable (basics) and other categories (fashion-oriented, and differentiated basics) where demand is less predictable and, moreover, there are six or more retail buying seasons each year. Whereas cost considerations are of paramount importance in the sourcing of basics, production and distribution of fashion items and differentiated basics have the highest flexibility requirements and this entails the location of their production ‘closer to home’ (Gibbon 2001, 28). The implications of this for the changing geography of US/EU sourcing is that retailers are happy to source basics at a distance (e.g. in Asia), but that they prefer to source fashion items and differentiated basics closer to home – in the Caribbean (fur US retailers) or in Central and Eastern Europe or North Africa (for EU retailers).

THE GARMENT COMMODITY CHAIN 

In summary, during the past thirty years there have been changes in the location of garment production driven largely by trade restraints, and in the organization of garment production chains driven largely by the distribution elements of the chain. This reorganization has elevated the status of the marketers and distributors to the status of ‘governors’ of the producers, maintaining control through superior market access. As trade restraints continue to be removed under ATC, and as access to China’s low-cost production base becomes easier as a result
, it is these governors who will play a major role in deciding where production will be located in the future. Before turning to an assessment of the drivers of future locational change, however, it is instructive to consider what drove the emergence of ‘buyer-driven’ commodity chains in this specific industry.

Mortimore el al (2000) have identified a number of factors enabling garment production to be widely dispersed in terms of location, organization and ownership, yet to remain under the control of specific and concentrated participants. The first concerns the technology of production, which must both allow the production process to be broken down into distinct phases, and also allow international trade in intermediate products. Clearly a dispersed commodity chain is unlikely to emerge if there are significant efficiency gains from integrating the separate phases of production. Second, some, if not all, of the production phases must be labour-intensive and involve modest skill requirements. Unless cost savings are to be achieved, there is no incentive to relocate production away from end-markets. The nature of the production technology is also at the core of the third factor. Production technology should be standard and lend itself to codification. The implications of this are threefold. Technology transfer is relatively straightforward and can be readily achieved both between independent firms and between countries. Quality issues are not a serious problem. The leakage of proprietary knowledge is also unimportant. 

The emergence of governance is related, on the one hand, to the nature of end-user demand and, on the other hand, to the existence of entry barriers at the final stage of the commodity chain. If demand is relatively stable, and even more importantly if the product is also standardized, then it is unlikely that a governor can emerge. However, if end-users demand constant changes in product style, if demand can be segmented into distinct niches, and if there is a need to respond quickly to changing consumer requirements, then buyers are able to secure the role of strategic brokers between producers and end-user markets (Mortimore et al 2000). This role is made more secure by the creation of high entry barriers at the retail end of the chain, as retailers and marketers engage in expensive advertising and promotional campaigns to create and sustain global brands. In addition the quick response inventory requires investment in costly information technologies, thus elevating barriers even higher (Gereffi 1999).

From the earlier review of the nature and structure of the garment industry, it is clear that the industry exhibits all of these features. Production can be broken down into distinct phases, of which the main ones are design, cutting, sewing, inspection and packaging, and the physical intermediate products can be readily traded. With the exception of design, all other phases are labour-intensive and the technology is standard and easily transferable, which raises no issues about the loss of intellectual property assets. 

Demand for fashion items and differentiated basics is constantly changing: there are a wide range of niche markets and consumer tastes change rapidly, thus allowing the garment buyers ample opportunity to act as strategic brokers given their superior access to end-markets. Whilst barriers to entry are low in the garment production stage, the promotional costs required to build fashion brands at any level act as substantial entry barriers at the retail end of the chain. Finally the computerized inventory management systems needed to maintain a lean retailing operation constitute major barriers restricting access by participants to the downstream links of the chain.

CONCLUSION

The international production of garments thus clearly fits the criteria for a ‘buyer-driven’ commodity chain. Control is centralized in lead firms without the need for equity investment, and production is fragmented organizationally and dispersed geographically. Yet the question posed in this paper is whether this form of international organization is, and is becoming, far more widespread with respect to industry type. In other words, in practice will the NFI replace FDI? Furthermore, if practice moves in this direction, what are the implications for theories based on equity investment as the means of control. 

Other industries, such as footwear, toys, furniture and ornaments, which exhibit similar properties as garments, are already organized within ‘buyer-driven’ commodity chains, and FDI is the exception rather than the rule. But what of other industries where FDI has traditionally been of great significance? Even here, in industries such as consumer electronics and automobiles, globalisation is leading to a greater fragmentation of production, greater outsourcing of parts of the production process, and looser organizational forms than have previously been the norm. This paper has limited its empirical base to the garment industry, in order to review the utility of commodity chain analysis in examining international production. The pressing task now, and the next step in this project, is to expand the empirical base beyond such light industrial products that clearly fit the criteria of the ‘buyer-driven’ model, and to examine contemporary developments in other industries. As products mature, as management becomes more sophisticated, and as communication more encompassing, this paper suggests that control without capital may be the way of the future. If so, the IB scholar will need to develop new theoretical tools.

NOTES
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Table 1: The Main Characteristics of Producer-Driven and Buyer-Driven Commodity Chains
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Producer-driven

Buyer-driven






        Chains


      chains

___________________________________________________________________________

Drivers of global commodity

industrial capital

commercial capital


chains

Core competencies


R&D, production

design, marketing

Barriers to entry


economies of scale

economies of scope

Economic sectors


consumer durables

consumer non-durables






intermediate goods






capital goods

Typical industries


automobiles, computers
garments, footwear, toys






aircraft

Ownership of manufacturing

multinational corporations
local firms, mainly in


firms







developing countries

Main network links


investment-based

trade-based

Predominant network structure
vertical



horizontal

___________________________________________________________________________

Source: Gereffi (1998) p.100.

Figure 1: The Organisation of ‘Producer-Driven’ and ‘Buyer-Driven’ Commodity Chains
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� GCC analysis has been applied by various authors to the garment industry – see , for example, Appelbaum and Gereffi (1994), Gereffi (1994, 1998, 1999), Gibbon (2000, 2001b), Kessler (1999), Mortimore et al (2000) and Smith (1996).


� See Strange and Newton (2004) for further discussion of these issues.





