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strategic agendas of CEOs in an expanding list of industries,

from autos to personal computers to fashion retailing. Pro-
pelling that change is the restructuring of global competition. As
companies focus on their core activities and outsource the rest,
their success increasingly depends on their ability to control
what happens in the value chain outside their own boundaries.
In the 1980s, the focus was on supplier partnerships to improve
cost and quality. In today’s faster-paced markets, the focus has
shifted to innovation, flexibility, and speed.

Enter Li e Fung, Hong Kong’s largest export trading company
and an innovator in the development of supply chain manage-
ment. On behalf of its customers, primarily American and Euro-
pean retailers, Li e Fung works with an ever expanding network

SUPPLY CHAIN MANAGEMENT IS working its way onto the
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of thousands of suppliers around the globe, sourc-
ing clothing and other consumer goods ranging
from toys to fashion accessories to luggage. Chair-
man Victor Fung sees the company as part of a new
breed of professionally managed, focused enter-
prises that draw on Hong Kong’s expertise in distri-
bution-process technology —a host of information-
intensive service functions including product
development, sourcing, financing, shipping, han-
dling, and logistics.

Founded in 1906 in southern China by Victor
Fung’s grandfather, Li e Fung was the first Chi-
nese-owned export company at a time when the
China trade was controlled by foreign commercial
houses. In the early 19708, Victor was teaching at
the Harvard Business School, and his younger
brother, William, was a newly minted Harvard
M.B.A. The two young men were called home from

the United States by their father to breathe new
life into the company.

Since then, the brothers have led Li e Fung
through a series of transformations. In this inter-
view with HBR editor-at-large Joan Magretta, Vic-
tor Fung describes how Li e Fung has made the
transition from buying agent to supply chain man-
ager, from the old economy to the new, from tradi-
tional Chinese family conglomerate to innovative
public company. Victor and William Fung are cre-
ating a new kind of multinational, one that remains
entrepreneurial despite its growing size and scope.

Victor Fung is also chairman of a privately held
retailing arm of the company, which focuses on
joint ventures with Toys R Us and the Circle K con-
venience-store chain in Hong Kong. He is also
chairman of the Hong Kong Trade Development
Council and of Prudential Asia.

How do you define the difference between what Li
& Fung does today —supply chain management -
and the trading business founded by your grand-
father in 1906?

When my grandfather started the company in
Canton, 9o years ago during the Ching dynasty, his
“value added” was that he spoke English. In those
days, it took three months to get to China by boat
from the West; a letter would take a month. No one
at the Chinese factories spoke English, and the
American merchants spoke no Chinese. As an in-
terpreter, my grandfather’s commission was 15%.

Continuing through my father’s generation, Li &
Fung was basically a broker, charging a fee to put
buyers and sellers together. But as an intermediary,
the company was squeezed between the growing
power of the buyers and the factories. Our margins
slipped to 10%, then 5%, then 3%. When I returned
to Hong Kong in 1976 after teaching at Harvard
Business School, my friends warned me that in ten
years buying agents like Li & Fung would be ex-
tinct. “Trading is a sunset industry,” they all said.

My brother and I felt we could turn the business
into something different, and so we took it through
several stages of development. In the first stage, we
acted as what I would call a regional sourcing agent
and extended our geographic reach by establishing
offices in Taiwan, Korea, and Singapore. Our knowl-
edge of the region had value for customers. Most big
buyers could manage their own sourcing if they
needed to deal only with Hong Kong—they’d know
which ten factories to deal with and wouldn’t need
any help.

But dealing with the whole region was more com-
plex. In textiles, quotas govern world trade. Know-
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ing which quotas have been used up in Hong Kong,
for example, tells you when you have to start buy-
ing from Taiwan.

Understanding products was also more complex.
We knew that in Taiwan the synthetics were better,
but that Hong Kong was the place to go for cottons.
We could provide a package from the whole region
rather than a single product from Hong Kong.

By working with a larger number of countries, we
were able to assemble components; we call this “as-
sortment packing.” Say I sell a tool kit to a major
discount chain. I could buy the spanners from one
country and the screwdrivers from another and put
together a product package. That has some value in
it—not great value, but some.

In the second stage, we took the company’s
sourcing-agent strategy one step further and be-
came a manager and deliverer of manufacturing
programs. In the old model, the customer would
say, “This is the item I want. Please go out and find
the best place to buy it for me.” The new model
works this way. The Limited, one of our big cus-
tomers, comes to us and says, “For next season, this
is what we’re thinking about - this type of look,
these colors, these quantities. Can you come up
with a production program?”

Starting with their designers’ sketches, we re-
search the market to find the right type of yarn and
dye swatches to match the colors. We take product
concepts and realize them in prototypes. Buyers
can then look at the samples and say, “No, I don't
really like that, Ilike this. Can you do more of this?”
We then create an entire program for the season,
specifying the product mix and the schedule. We
contract for all the resources. We work with facto-

HARVARD BUSINESS REVIEW September-October 1998




SUPPLY CHAIN MANAGEMENT, HONG KONG STYLE

ries to plan and monitor production so we can en-
sure quality and on-time delivery.

This strategy of delivering manufacturing pro-
grams carried us through the 1980s, but that decade
brought us a new challenge—and led to our third
stage. As the Asian tigers emerged, Hong Kong be-
came an increasingly expensive and uncompetitive
place to manufacture. For example, we completely
lost the low-end transistor-radio business to Tai-
wan and Korea. What saved us was that China be-
gan to open up to trade, allowing Hong Kong
to fix its cost problem by moving the labor-
intensive portion of production across the
border into southern China.

So for transistor radios we created little
kits —plastic bags filled with all the com-
ponents needed to build a radio. Then we
shipped the kits to China for assembly. After
the labor-intensive work was completed, the
finished goods came back to Hong Kong for final
testing and inspection. If you missed a screw you
were in trouble: the whole line stopped cold.

Breaking up the value chain as we did was a novel
concept at the time. We call it “dispersed manufac-
turing.” This method of manufacturing soon spread
to other industries, giving Hong Kong a new lease
on life and also transforming our economy. Between
1979 and 1997, Hong Kong's position as a trading
entity moved from number 21 in the world to num-
ber 8. All our manufacturing moved into China,
and Hong Kong became a huge service economy
with 84% of its gross domestic product coming
from services.

So dispersed manufacturing means breaking up the
value chain and rationalizing where you do things?

That’s right. Managing dispersed production was
a real breakthrough. It forced us to get smart not
only about logistics and transportation but also
about dissecting the value chain.

Consider a popular children’s doll -one similar
to the Barbie doll. In the early 1980s, we designed
the dolls in Hong Kong, and we also produced the
molds because sophisticated machinery was needed
to make them. We then shipped the molds to China,
where they would shoot the plastic, assemble the
doll, paint the figures, make the doll’s clothing —all
the labor-intensive work. But the doll had to come
back to Hong Kong, not just for final testing and in-
spection but also for packaging. China at that time
couldn’t deliver the quality we needed for the print-
ing on the boxes. Then we used Hong Kong’s well-
developed banking and transportation infrastruc-
ture to distribute the products around the world.
You can see the model clearly: the labor-intensive
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middle portion of the value chain is still done in
southern China, and Hong Kong does the front and
back ends.

Managing dispersed manufacturing, where not
everything is done under one roof, takes a real
change of mind-set. But once we figured out how to
do it, it became clear that our reach should extend
beyond southern China. Our thinking was, for ex-
ample, if wages are lower farther inland, let’s go
there. And so we began what has turned into a con-

“Managing dispersed production

forced us to get smart about
dissecting the value chain.”

stant search for new and better sources of supply.
Li & Fung made a quantum leap in 1995, nearly dou-
bling our size and extending our geographic scope
by acquiring Inchcape Buying Services. IBS was a
large British hong with an established network of
offices in India, Pakistan, Bangladesh, and Sri Lanka.
The acquisition also brought with it a European
customer base that complemented Li & Fung’s pre-
dominantly American base.

This Hong Kong model of borderless manufactur-
ing has become a new paradigm for the region. To-
day Asia consists of multiple networks of dispersed
manufacturing —high-cost hubs that do the sophis-
ticated planning for regional manufacturing. Bang-
kok works with the Indochinese peninsula, Taiwan
with the Philippines, Seoul with northern China.
Dispersed manufacturing is what’s behind the boom
in Asia’s trade and investment statistics in the
19908 —companies moving raw materials and semi-
finished parts around Asia. But the region is still
very dependent on the ultimate sources of demand,
which are in North America and Western Europe.
They start the whole cycle going.

What happens when you get a typical order?

Say we get an order from a European retailer to
produce 10,000 garments. It’s not a simple matter
of our Korean office sourcing Korean products or
our Indonesian office sourcing Indonesian prod-
ucts. For this customer we might decide to buy yarn
from a Korean producer but have it woven and dyed
in Taiwan. So we pick the yarn and ship it to Taiwan.
The Japanese have the best zippers and buttons, but
they manufacture them mostly in China. Okay, so
we go to YKK, a big Japanese zipper manufacturer,
and we order the right zippers from their Chinese
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LI & FUNG’S GLOBAL REACH

Li & Fung produces a truly global product by pulling apart the manu-
facturing value chain and optimizing each step. Today it has 35 offices
in 20 countries, but its global reach is expanding rapidly. In 1997, it
had revenue of approximately $1.7 billion.
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plants. Then we determine that, because of quotas
and labor conditions, the best place to make the
garments is Thailand. So we ship everything there.
And because the customer needs quick delivery, we
may divide the order across five factories in Thai-
land. Effectively, we are customizing the value
chain to best meet the customer’s needs.

Five weeks after we have received the order,
10,000 garments arrive on the shelves in Europe, all
looking like they came from one factory, with col-
ors, for example, perfectly matched. Just think
about the logistics and the coordination.

This is a new type of value added, a truly global
product that has never been seen before. The label
may say “made in Thailand,” but it’s not a Thai
product. We dissect the manufacturing process and
look for the best solution at each step. We're not
asking which country can do the best job overall.
Instead, we're pulling apart the value chain and op-
timizing each step —and we’re doing it globally.
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Not only do the benefits outweigh the costs of lo-
gistics and transportation, but the higher value
added also lets us charge more for our services. We
deliver a sophisticated product and we deliver it
fast. If you talk to the big global consumer-products
companies, they are all moving in this direction—
toward being best on a global scale.

So the multinational is essentially its own supply-
chain manager?

Yes, exactly. Large manufacturing companies are
increasingly doing global supply-chain manage-
ment, just as Li & Fung does for its retailing cus-
tomers. That'’s certainly the case in the auto indus-
try. Today assembly is the easy part. The hard part
is managing your suppliers and the flow of parts. In
retailing, these changes are producing a revolution.
For the first time, retailers are really creating prod-
ucts, not just sitting in their offices with salesman
after salesman showing them samples: “Do you
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want to buy this? Do you want to buy that?” Instead,
retailers are participating in the design process.
They’re now managing suppliers through us and are
even reaching down to their suppliers’ suppliers.
Eventually that translates into much better man-
agement of inventories and lower markdowns in
the stores.

Explain why that translates into lower markdowns
for retailers?

Companies in consumer-driven, fast-moving
markets face the problem of obsolete inventory
with a vengeance. That means there is enormous
value in being able to buy “closer to the market.” If
you can shorten your buying cycle from three
months to five weeks, for example, what you are
gaining is eight weeks to develop a better sense of
where the market is heading. And so you will end
up with substantial savings in inventory mark-
downs at the end of the selling season.
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Good supply-chain management strips away
time and cost from product delivery cycles. Our
customers have become more fashion driven, work-
ing with six or seven seasons a year instead of just
two or three. Once you move to shorter product cy-
cles, the problem of obsolete inventory increases
dramatically. Other businesses are facing the same
kind of pressure. With customer tastes changing
rapidly and markets segmenting into narrower
niches, it’s not just fashion products that are be-
coming increasingly time sensitive.

Several years ago, I had a conversation about
ladies fashion garments with Stan Shih, CEO of
Acer, the large Taiwan-based PC manufacturer. I
jokingly said, “Stan, are you going to encroach on
our territory?” He said, “No, no, but the PC busi-
ness has the same basic problems you face. Things
are changing so fast you don’t want to wind up with
inventory. You want to plan close to the market.”
He runs his business to cut down the delivery cycle
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and minimize inventory exposure by assembling
PCs in local markets. So what I have to say about
supply chain management for fashion products
really applies to any product that’s time sensitive.

Supply chain management is about buying the
right things and shortening the delivery cycles. It
requires “reaching into the suppliers” to ensure
that certain things happen on time and at the right
quality level. Fundamentally, you're not taking the
suppliers as a given.

The classic supply-chain manager in retailing is
Marks & Spencer. They don’t own any factories, but
they have a huge team that goes into the factories
and works with the management. The Gap also is
known for stretching into its suppliers.

Can you give me an example of how you reach into
the supply chain to shorten the buying cycle?
Think about what happens when you outsource
manufacturing. The easy approach is to place an
order for finished goods and let the supplier worry
about contracting for the raw materials like fabric
and yarn. But a single factory is relatively small and
doesn’t have much buying power; that is, it is too
small to demand faster deliveries from its suppliers.
We come in and look at the whole supply chain.
We know the Limited is going to order 100,000 gar-
ments, but we don’t know the style or the colors
yet. The buyer will tell us that five weeks before de-
livery. The trust between us and our supply net-
work means that we can reserve undyed yarn from
the yarn supplier. I can lock up capacity at the mills
for the weaving and dying with the promise that
they’ll get an order of a specified size; five weeks be-
fore delivery, we will let them know what colors we
want. Then I say the same thing to the factories, “I
don’t know the product specs yet, but I have orga-

“We think about supply chain
management as ‘tackling the soft

%3’ in the cost structure.”

nized the colors and the fabric and the trim for you,
and they’ll be delivered to you on this date and you'll
have three weeks to produce so many garments.”
I've certainly made life harder for myself now. It
would be easier to let the factories worry about se-
curing their own fabric and trim. But then the order
would take three months, not five weeks. So to
shrink the delivery cycle, I go upstream to organize
production. And the shorter production time lets
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the retailer hold off before having to commit to a
fashion trend. It’s all about flexibility, response
time, small production runs, small minimum-order
quantities, and the ability to shift direction as the
trends move.

Is it also about cost?

Yes. At Li & Fung we think about supply chain
management as “tackling the soft $3” in the cost
structure. What do we mean by that? If a typical
consumer product leaves the factory at a price of
$1, it will invariably end up on retail shelves at $4.
Now you can try to squeeze the cost of production
down 10 cents or 20 cents per product, but today
you have to be a genius to do that because every-
body has been working on that for years and there’s
not a lot of fat left. It’s better to look at the cost that
is spread throughout the distribution channels - the
soft $3. It offers a bigger target, and if you take 50
cents out, nobody will even know you are doing it.
So it’s a much easier place to effect savings for our
customers.

Can you give me an example?

Sure. Shippers always want to fill a container to
capacity. If you tell a manufacturer, “Don’t fill up
the container,” he’ll think you’re crazy. And if all
you care about is the cost of shipping, there’s no
question you should fill the containers. But if you
think instead of the whole value chain as a system,
and you're trying to lower the total cost and not just
one piece of it, then it may be smarter not to fill the
containers.

Let’s say you want to distribute an assortment of
ten products, each manufactured by a different fac-
tory, to ten distribution centers. The standard prac-
tice would be for each factory to ship full containers
of its product. And so those ten con-
tainers would then have to go to a
consolidator, who would unpack and
repack all ten containers before ship-
ping the assortment to the distribu-
tion centers.

Now suppose instead that you move
one container from factory to factory
and get each factory to fill just one-
tenth of the container. Then you ship it with the
assortment the customer needs directly to the dis-
tribution center. The shipping cost will be greater,
and you will have to be careful about stacking the
goods properly. But the total systems cost could be
lower because you've eliminated the consolidator
altogether. When someone is actively managing
and organizing the whole supply chain, you can
save costs like that.
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So when you talk about organizing the value chain,
what you do goes well beyond simply contracting
for other people’s services or inspecting their work.
It sounds like the value you add extends almost to
the point where you're providing management ex-
pertise to your supply network.

In a sense, we are a smokeless factory. We do
design. We buy and inspect the raw materials. We
have factory managers, people who set up and plan
production and balance the lines. We inspect pro-
duction. But we don’t manage the workers, and we
don’t own the factories.

Think about the scope of what we do. We work
with about 7,500 suppliers in more than 26 coun-
tries. If the average factory has 200 workers —that’s
probably a low estimate —then in effect
there are more than a million workers
engaged on behalf of our customers.
That’s why our policy is not to own any
portion of the value chain that deals
with running factories. Managing a
million workers would be a colossal
undertaking. We'd lose all flexibility;
we'd lose our ability to fine-tune and
coordinate. So we deliberately leave that manage-
ment challenge to the individual entrepreneurs we
contract with.

Our target in working with factories is to take
anywhere from 30% to 70% of their production. We
want to be important to them, and at 30% we're
most likely their largest customer. On the other
hand, we need flexibility — so we don’t want the re-
sponsibility of having them completely dependent
on us. And we also benefit from their exposure to
their other customers.

If we don’t own factories, can we say we are in
manufacturing? Absolutely. Because, of the 15
steps in the manufacturing value chain, we proba-
bly do 10.

The way Li & Fung is organized is unusual in the
industry. Can you describe the link between your
organization and your strategy?

Just about every company I know says that they
are customer focused. What, in fact, does that
mean? Usually it means they design key systems
that fit most of their customers, they hope, most of
the time. Here we say—and do-something differ-
ent: We organize for the customer. Almost all the
large trading companies with extensive networks of
suppliers are organized geographically, with the
country units as their profit centers. As a result, it
is hard for them to optimize the value chain. Their
country units are competing against one another
for business.
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Our basic operating unit is the division. Whenever
possible, we will focus an entire division on serving
one customer. We may serve smaller customers
through a division structured around a group of cus-
tomers with similar needs. We have, for example,
a theme-store division serving a handful of cus-
tomers such as the Warner Brothers stores and
Rainforest Cafe. This structuring of the organiza-
tion around customers is very important—remem-
ber that what we do is close to creating a custom-
ized value chain for every customer order.

So customer-focused divisions are the building
blocks of our organization, and we keep them small
and entrepreneurial. They do anywhere from $20
million to $50 million of business. Each is run by a

“What we do is close to creating

a customized value chain for
every customer order.”

lead entrepreneur —we sometimes call them “little
John Waynes” because the image of a guy standing
in the middle of the wagon train, shooting at all the
bad guys, seems to fit.

Consider our Gymboree division, one of our
largest. The division manager, Ada Liu, and her
headquarters team have their own separate office
space within the Li & Fung building in Hong Kong.
When you walk through their door, every one of the
40 or so people you see is focused solely on meeting
Gymboree’s needs. On every desk is a computer
with direct software links to Gymboree. The staff is
organized into specialized teams in such areas as
technical support, merchandising, raw material
purchasing, quality assurance, and shipping. And
Ada has dedicated sourcing teams in our branch of-
fices in China, the Philippines, and Indonesia be-
cause Gymboree buys in volume from all those
countries. In maybe 5 of our 26 countries, she has
her own team, people she hired herself. When she
wants to source from, say, India, the branch office
helps her get the job done.

In most multinational companies, fights be-
tween the geographic side of the organization and
the product or customer side are legendary—and
predictable. From the product side, it’s “How can I
get better service for my customer? It may be small
for you in Bangladesh, but it’s important for my
product line globally.” And from the country side,
it’s “Look, I can’t let this product group take unfair
advantage of this particular factory, because it pro-
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duces for three other product groups and I'm respon-
sible for our relationships in this country overall.”

Here’s our solution to this classic problem: Our
primary alignment is around customers and their
needs. But to balance the matrix, every product-
group executive also has responsibility for one
country. It makes them more sensitive to the prob-
lems facing a country director and less likely to
make unreasonable demands.

Can you tell us more about the role of the little
John Waynes?

The idea is to create small units dedicated to tak-
ing care of one customer, and to have one person
running a unit like she would her own company. In
fact, we hire people whose main alternative would
be to run their own business. We provide them with
the financial resources and the administrative sup-
port of a big organization, but we give them a great
deal of autonomy. All the merchandising decisions
that go into coordinating a production program for
the customer—which factories to use, whether to
stop a shipment or let it go forward —are made at
the division-head level. For the creative parts of the
business, we want entrepreneurial behavior, so we
give people considerable operating freedom. To mo-
tivate the division leaders, we rely on substantial fi-
nancial incentives by tying their compensation di-
rectly to the unit’s bottom line. There’s no cap on
bonuses: we want entrepreneurs who are motivated
to move heaven and earth for the customer.

Trading companies can be run effectively only
when they are small. By making small units the

“We think of our divisions as

a portfolio we can create and
collapse, almost at will.”

heart of our company, we have been able to grow
rapidly without becoming bureaucratic. Today we
have about 60 divisions. We think of them as a port-
folio we can create and collapse, almost at will. As
the market changes, our organization can adjust
immediately.

What role, then, does the corporate center play?
When it comes to financial controls and operat-
ing procedures, we don’t want creativity or entre-
preneurial behavior. In these areas, we centralize
and manage tightly. Li & Fung has a standardized,
fully computerized operating system for executing
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and tracking orders, and everyone in the company
uses the system.

We also keep very tight control of working capi-
tal. As far as I'm concerned, inventory is the root of
all evil. At a minimum, it increases the complexity
of managing any business. So it’s a word we don't
tolerate around here. All cash flow is managed cen-
trally through Hong Kong. All letters of credit, for
example, come to Hong Kong for approval and are
then reissued by the central office. That means we
are guaranteed payment before we execute an order.
I could expand the company by another 10% to
20% by giving customers credit. But while we are
very aggressive in merchandising—in finding new
sources, for example—when it comes to financial
management, we are very conservative.

I understand, though, that Li & Fung is involved in
venture capital. Can you explain how that fits in?

We've set up a small venture-capital arm, with
offices in San Francisco, London, and Brussels,
whose primary purpose is corporate development.
If you look at a product market grid, Li & Fung has
expertise in sourcing many types of products for
many types of retailers, but there are also holes in
our coverage. A big piece of our corporate develop-
ment is plugging those holes - the phrase we use is
“filling in the mosaic” —and we use venture capital
to do it.

Let’s say Li & Fung is not strong in ladies fashion
shoes. We'll have our venture group look for oppor-
tunities to buy into relatively young entrepreneur-
ial companies with people who can create designs

and sell them but who do not have the abil-
ity to source or to finance. That’s what we
bring to the deal. More important, doing
the sourcing for the company lets us build
presence and know-how in the segment. At
the same time, we think it’s a good way to
enhance our returns. All venture capital-
ists will tell you that they bring more than
money to their investments. In our case,
we are able to back the companies with our sourc-
ing network.

One of our biggest successes is a company called
Cyrk. We wanted to fill a hole in our mosaic in the
promotional premiums business - clothing or gift
items with company logos, for example. We bought
a 30% stake in Cyrk for $200,000 in 1990. We ended
up doing all the M&M gum ball dispensers with
them, but the real coup was a full line of promo-
tional clothing for Philip Morris. After five years,
we sold our investment for about $65 million.

We're more than happy with our investment re-
sults, but our real interest is in corporate develop-
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SUPPLY CHAIN MANAGEMENT: HOW LI & FUNG ADDS VALUE

Li & Fung does the high-value-added front- and back-end tasks in Hong Kong.

front end
design
engineering
production planning

back end
quality control
testing
logistics

raw material and
component sourcing

It organizes the
lower-value-added middle stages through its network
of 7,500 suppliers, 2,500 of which are active at any one time.

managing production

ment, in filling in the mosaic. We're not looking to
grow by taking over whole companies. We know we
can’t manage a U.S. domestic company very well
because we're so far away, and the culture is differ-
ent. By backing people on a minority basis, however,
we improve our sourcing strength and enhance our
ability to grow existing client relationships or to
win new ones. That’s real synergy.

You’ve grown substantially both in size and in geo-
graphic scope in the last five years. Does becoming
more multinational bring any fundamental changes
to the company?

Since 1993, we’ve changed from a Hong Kong-
based Chinese company that was 99.5% Chinese
and probably 80% Hong Kong Chinese into a truly
regional multinational with a workforce from at
least 30 countries. We used to call ourselves a Chi-
nese trading company. (The Japanese trading com-
panies are very big, and we wanted to be a big fish in
a small pond, so we defined the pond as consisting
of Chinese trading companies.) As we grow, and as
our workforce becomes more nationally diverse, we
wonder how Koreans or Indians or Turks will feel
about working for a Chinese multinational.
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We're torn. We know that if we call ourselves
a multinational, we’re very small compared to a
Nestlé or a Unilever. And we don’t want to be face-
less. We are proud of our cultural heritage. But we
don’t want it to be an impediment to growth, and
we want to make people comfortable that cultur-
ally we have a very open architecture. We position
ourselves today as a Hong Kong-based multinational
trading company. Hong Kong itself is both Chinese
and very cosmopolitan. In five years, we’ve come a
long way in rethinking our identity.

As we grow and become more multinational, the
last thing we want to do is to run the company like
the big multinationals. You know —where you have
a corporate policy on medical leave or housing al-
lowances or you name it.

How do you avoid setting policies, a path that would
seem inevitable for most companies?

We stick to a simple entrepreneurial principle.
For the senior ranks of the company, the mobile ex-
ecutives, we “encash” —that is, we translate the
value of benefits into dollar figures —as much as we
can. Cash gives individuals the most flexibility. I
cannot design a policy to fit 1,000 people, so when
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in doubt we give people money instead. You want a
car? You think you deserve a car? We’d rather give
you the cash and let you manage the car. You buy
it, you service it. The usual multinational solution
is to hire experts to do a study. Then they write a
manual on car ownership and hire ten people to
administer the manual.

If you ask yourself whether you would rather
have a package of benefits or its equivalent in cash,
maybe you'll say, I don’t want such a nice car, but
I'd prefer to spend more money on my home leave.
Cash gives individuals a lot more freedom. That’s
our simplifying principle.

Since you operate in so many countries, do you
have to index cash equivalents to local economies?

Wherever we operate, we follow local rules and
best practices. We do not want uniformity for lower-
level managers. If they say in Korea, “We don’t
want bonuses but everybody gets 16 months
salary,” that’s the market. What we do would prob-
ably drive the HR department in a multinational
crazy. But it works for us: for the top people, we fig-
ure out a cash equivalent for benefits, and for the lo-
cal staff, we follow local best practices. It’s fine if
we do things differently from country to country.
And remember, we are an incentive-driven com-
pany. We try to make the variable component of
compensation as big as possible and to extend that
principle as far down into the organization as possi-
ble. That’s the entrepreneurial approach.

As you spread out geographically, how do you hold
the organization together?

The company is managed on a day-to-day basis by
the product group managers. Along with the top
management, they form what we call the policy
committee, which consists of about 30 people. We
meet once every five to six weeks. People fly in
from around the region to discuss and agree on poli-
cies. Consider, for example, the topic of compli-
ance, or ethical sourcing. How do we make sure our
suppliers are doing the right thing-by our cus-
tomers’ standards and our own—when it comes to
issues such as child labor, environmental protec-
tion, and country-of-origin regulations?

Compliance is a very hot topic today—as well it
should be. Because our inspectors are in and out of
the factories all the time, we probably have a better
window on the problem than most companies. If
we find factories that don’t comply, we won’t work
with them. However, because there is so much sub-
contracting, you can’t assume that everyone is do-
ing the right thing. That is, you have to make sure
that a supplier that was operating properly last
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month is still doing so this month. The committee
of 30 not only shapes our policies but also trans-
lates them into operating procedures we think will
be effective in the field. And then they become a ve-
hicle for implementing what we’ve agreed on when
they return to their divisions.

There are few businesses as old as trading. Yet the
essence of what you do at Li & Fung - managing in-
formation and relationships —sounds like a good
description of the information economy. How do
you reconcile the new economy with the old?

At one level, Li & Fung is an information node,
flipping information between our 350 customers
and our 7,500 suppliers. We manage all that today
with a lot of phone calls and faxes and on-site visits.
That’s the guts of the company. Soon we will need
a sophisticated information system with very open
architecture to accommodate different protocols
from suppliers and from customers, one robust
enough to work in Hong Kong and New York —as
well as in places like Bangladesh, where you can't
always count on a good phone line.

I have a picture in my mind of the ideal trader for
today’s world. The trader is an executive wearing
apith helmet and a safari jacket. Butin one hand isa
machete and in the other a very high-tech personal-
computer and communication device. From one
side, you're getting reports from suppliers in newly
emerging countries, where the quality of the infor-
mation may be poor. From the other side, you
might have highly accurate point-of-sale informa-
tion from the United States that allows you to re-
plenish automatically. In other words, you’re ma-
neuvering between areas that have a lot of catching
up to do—you're fighting through the underbrush,
so to speak—and areas that are already clearly fo-
cused on the twenty-first century.

As the sources of supply explode, managing infor-
mation becomes increasingly complex. Of course,
we have a lot of hard data about performance and
about the work we do with each factory. But what
we really want is difficult to pin down; a lot of the
most valuable information resides in people’s
heads. What kind of attitude does the owner have?
Do we work well together? How good is their inter-
nal management? That kind of organizational
memory is a lot harder to retain and to share. We
see the capturing of such information as the next
frontier. You could look at us as a very sophisticated
IT system. So that’s the modern side of who we are.

What about the more traditional side?

In the information age, there is an impersonality
that seems to say that all the old-world thoughts
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about relationships don’t matter anymore. We're all
taken with the notion that a bright young guy can
bring his great idea to the Internet, and it’s okay if
no one knows him from Adam. Right?

Maybe. But at the same time, the old relation-
ships, the old values, still matter. I think they mat-
ter in our dealings with suppliers, with customers,
and with our own staff.

Right now we’re so big, three of our divisions
could be scheduling work with the same factory.
We could be fighting ourselves for factory capacity.
So I'm in the process of creating a database to track
systematically all our supplier relationships. We
need something that everyone in the company can
use to review the performance history of all our
suppliers. One of my colleagues said, “We’d better
guard that with our lives, because if somebody ever
got into our system, they could steal one of the
company’s greatest assets.” I’'m not so worried.
Someone might steal our database, but when they
call up a supplier, they don’t have the long relation-
ship with the supplier that Li & Fung has. It makes
a difference to suppliers when they know that you
are dedicated to the business, that you've been hon-
oring your commitments for 9o years.

I think there is a similar traditional dimension to
our customer relationships. In the old days, my fa-
ther used to read every telex from customers. That
made a huge difference in a business where a detail
as small as the wrong zipper color could lead to dis-
astrous delays for customers. Today William and
I continue to read faxes from customers - certainly
not every one, but enough to keep us in personal
touch with our customers and our operations on a
daily basis. Through close attention to detail, we
try to maintain our heritage of customer service.

As we have transformed a family business into a
modern one, we have tried to preserve the best of
what my father and grandfather created. There is a
family feeling in the company that’s difficult to de-
scribe. We don’t care much for titles and hierarchy.
Family life and the company’s business spill over
into each other. When staff members are in Hong
Kong to do business, my mother might have tea
with their families. Of course, as we have grown we
have had to change. My mother can’t know every-
one as she once did. But we hold on to our wish to
preserve the intimacies that have been at the heart
of our most successful relationships. If I had to cap-
ture it in one phrase, it would be this: Think like a
big company, act like a small one.

Is the growing importance of information technol-

ogy good or bad for your business?
Frankly, I am not unhappy that the business will
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A TRADITION
OF INNOVATION

In the company’s early years, Li & Fung
dealt in porcelain and other traditional
Chinese products, including bamboo
and rattan ware, jade and ivory handi-
crafts—and fireworks. Li & Fung’s in-
vention of paper-sealed firecrackers in
1907 to replace the traditional mud-
sealed firecracker was a major break-
through. At that time, the U.S. import
duty on firecrackers was based on
weight. The paper-sealed firecrackers
not only incurred lower import duties
by being lighter but also eliminated the
problem of excessive dust produced by
the discharge of the mud-sealed variety.
Li & Fung’s paper-sealed manufactur-
ing process has become the industry’s
standard.
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be more dependent on information technology. The
growing value of dispersed manufacturing makes
us reach even further around the globe, and IT helps
us accomplish that stretching of the company.

As Western companies work to remain competi-
tive, supply chain management will become more
important. Their need to serve smaller niche mar-
kets with more frequent changes in products is
pushing us to establish new sources in less devel-
oped countries.

We're forging into newly emerging centers of pro-
duction, from Bangladesh to Sri Lanka to Madagas-
car. We're now landing in northern Africa—in Egypt,
Tunisia, Morocco. We're starting down in South
Africa and moving up to some of the equatorial
countries. As the global supply network becomes
larger and more far-flung, managing it will require
scale. As a pure intermediary, our margins were
squeezed. But as the number of supply chain op-
tions expands, we add value for our customers by
using information and relationships to manage the
network. We help companies navigate through a
world of expanded choice. And the expanding power
of IT helps us do that.

So the middle where we operate is broadening,
making what we do more valuable and allowing us
to deliver a better product, which translates into
better prices and better margins for our customers.
In fact, we think export trading is not a sunset in-
dustry but a growth business.

Was the professional management training you and
William brought with you from the United States
helpful in running an Asian family business?

It’s an interesting question. For my first 20 years
with the company, I had to put aside—unlearn, in
fact—a lot of what I had learned in the West about
management. It just wasn’t relevant. The Li & Fung
my grandfather founded was a typical patriarchal
Chinese family conglomerate. Even today, most
companies in Asia are built on that model. But a lot
has changed in the last five years, and the current
Asian financial crisis is going to transform the re-
gion even more.

Now, instead of managing a few relationships —
the essence of the old model - we’re managing
large, complex systems. It used to be that one or
two big decisions a year would determine your suc-
cess. In the 1980s, for example, many of the Asian
tycoons were in asset-intensive businesses like real
estate and shipping. You would make a very small
number of very big decisions —you would acquire a
piece of land or decide to build a supertanker—and
you were done. And access to the deals depended on
your connections.
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The Li & Fung of today is quite different from the
company my grandfather founded in 1906. As it
was in a lot of family companies, people had a sense
over the years that the company’s purpose was to
serve as the family’s livelihood. One of the first
things William and I did was to persuade my father
to separate ownership and management by taking
the company public in 1973.

When our margins were squeezed during the
1980s, we felt we needed to make dramatic changes
that could best be done if we went back to being
a private company. So in 1988, we undertook Hong
Kong’s first management buyout, sold off assets,
and refocused the company on its core trading busi-
ness. Later we took our export trading business
public again. I'm sure some of our thinking about
governance structure and focus was influenced by
our Western training.

But I'm more struck by the changes in the com-
pany’s decision making. Right now in this building,
we probably have 50 buyers making hundreds of in-
dividual transactions. We're making a large number
of small decisions instead of a small number of big
ones. I can’t be involved in all of them. So today I
depend on structure, on guiding principles, on man-
aging a system.

Of course, I think relationships are still impor-
tant, but I'm not managing a single key relationship
and using it to leverage my entire enterprise. In-
stead, I'm running a very focused business using a
systems approach. That’s why I say that in the last
five years, everything I learned in business school
has come to matter.

Li & Fung is a good example of the new genera-
tion of companies coming out of Asia. As the cur-
rency crisis destroys the old model, stronger com-
panies will emerge from the ashes, still bolstered by
Asia’s strong work ethic and high savings rates, but
more narrowly focused and professionally run by
what we can call the “M.B.A. sons.”

What'’s driving Hong Kong is a large number—
about 300,000 —o0f small and midsize enterprises.
About 40% of those companies are transnational;
that is, they operate in two or more territories.
Some may have 20 to 30 people in Hong Kong, plus
a factory in mainland China with 200 or 300 people.
Hong Kong runs about 50,000 factories in southern
China, employing about § million workers. Hong
Kong is producing a new breed of company. I don't
think there will be many the size of General Motors
or AT&T. But there will be lots of very focused
companies that will break into the Fortune 1,000.
I hope Li & Fung is one of them. o
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