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VALUE CHAIN ENGINEERING
— THE SME PERSPECTIVE

This workbook is recommended for the attention
of students of and managers in Danish small
and medium sized enterprises (SMEs). Danish
SMEs are currently facing a number of key
challenges related to their position in global
value chains. This book provides an insight

into value chain management that may help
these SMEs to occupy and sustain a competitive
position in the value chain. It addresses this
objective by introducing and discussing:

e The concept of global value chains and its
founding principles

® The buyer-supplier relationships

e Various SMEs operations configurations

o |deas for positional change in the value chain
® Practical case examples

e Key take-aways and recommendations

VALUE CHAIN ENGINEERING

Value Chain Thinking and SMEs

SMEs have advantages in terms of flexibility,
reaction time, and innovation capability that
make them formidable competitors in various
sectors. Therefore, it is not surprising that, SMEs
have the potential to steal the centre stage from
large companies. However, at the same time,
SMEs are less endowed in human, financial, and
technological resources than large firms. SMEs

in general, and Danish SMEs among them, are
currently facing a number of key challenges,

and their response to these challenges will

define their future competitiveness. The SMEs

are challenged by growing customer demands
and constant risk of losing business to larger
companies. The SMEs are also under constant
pressure from suppliers who may prefer
collaboration with larger customers. The SMEs are
also pressed by the industry that expects them

to conform to industrial standards or certain
ways of doing business, which are often set by
large corporations. Furthermore, the SMEs need
to keep up with the increasing technological
developments and new trends. Additionally,
Danish SMEs are facing an ever increasing risk of
larger organizations either integrating backwards
or simply excluding them as a part of their value
chain to keep costs down, unless the specific
SMEs add a unique value to the given product

or service. As such, SMEs are being forced into
undesirable positions in the value chain that are

either squeezed on profit margins or do not fit
with the self-perception of the company.

Among some of the typical responses to these
pressures are: offshoring to low-cost regions or to
locations in proximity to their strategic customers
outsourcing non-core competences and, generally,
attempt to run faster in day-to-day business in
order to survive. Numerous studies and industry
reports on global value chains indicate that
often, configuration choices are made based
primarily on their expected capacity and narrow
cost implications, without adequately taking into
account the equally important aspects of risk,
flexibility, innovation, and competitive positioning
or the dynamic effects related to this dispersion
of activities. As a result, companies not only
leave value on the table from failing to make the
right cost-risk-flexibility-innovation tradeoffs,

but also put themselves in a difficult operational
and strategic position. Trying to deal with these
challenges the SMEs enter into areas unknown for
them, and figuratively speaking, build the bridge
as they walk on it — and there is thus a need for
building a basis for increased consciousness and
reflection to guide their actions.

Value chain engineering offers an important
input into this discussion as it focuses on the
very essence of organizations, i.e. the capacity to



manage activities and partners that are part of
the greater value chain system that ultimately
delivers value to end-customers. As such, it is
believed that a solid understanding of the premise
on which one competes is necessary before one
can make fully informed decisions about value
chain positions, out-sourcing and offshoring. This
workbook is an attempt to put focus on this area
and present the basic foundations of the concept
as well as the tools that could enable SMEs to
work proactively with value chains.

There are many perspectives on what constitutes
a value chain. In this workbook, we adopt the
following definition of the value chain: a chain of
interdependent companies covering the full range
of activities that are required to take a product or
service from conception to market, going through
the various stages of development, production and
sales. The value chain analysis originates in the
internal working of a focal company in the chain.
It maps interrelated activities and functions that

POSITIONING IN VALUE CHAINS

A key concern for SME managers is the matter of being able to position
their company in a position in their value chain to ensure survival,

growth, and success. The first step for understanding value chains and
positioning in them, is to understand the fundamental dimensions that

describe specific value chain design traits. These traits are determined
by both internal and external factors. External factors include industrial
context, relationships with customers, suppliers and competitors.
Internal influences can essentially be narrowed down to issues related to
resources, power, interdependencies, physical and information flow.
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define a firm’s unique capabilities supporting
competitive advantage. This view recognizes that
a firm’s strategic position is determined by a set of
tailored activities designed to deliver value. It may
extend beyond the boundaries of a single company
and comprise what Michael Porter referred to as
the “value system”. As acknowledged by many
authors (e.g. Lambert, 2007; Gann and Dahlander
2010; Chesbrough, 2003), all organizations

are part of such a supply and value system
spanning from suppliers to retailers, customers,
designers, consultants, etc. and their competitive
performance depend on it. As such, organizations
compete as part of a entire value chain rather
than as single entities (Lambert, 2006). As a
natural consequence companies increasingly seek
improvements in the inter-organizational domain,
which is, however, still ill understood as a means
of performance.

To initiate this discussion a number of
foundational considerations must be taken into
account when starting the work with value chains:

o Firstly, value chains can be differentiated based
on the types of relations in the chain, the nature
of make-or-buy decisions that dominate the
chain, the role of offshoring in the value chain,
specialization and roles of different actors in the
value chain.

o Secondly, there is no one ideal comprehensive
framework that covers all aspects of value
chain engineering and management. Instead
different tools for analyzing, upgrading, and
reengineering one’s position in the value chain
exist and should be proactively applied.

It is widely recognised that value chains are governed by demand logic. Therefore, the value chain analysis

could be initiated from an assessment of the changing customer-supplier relationships. An overview of
changing demand trends and how they affect uncertainty are provided in the table below. This could be a
point of departure in discussions of the changing interfaces between customers and suppliers.

Customers are consolidating
their supply base

Span of order quantity increases
and so does frequency of orders

Lead time decreases

Increased standardisation of
components and process demands

Variety of required products increases

Required service level increases

Number of channels through which
products may be acquired increases

Rate of innovation increases

.. this is both a challenge and a opportunity,

but it requires centrality and broad scoped
contribution (eg. as systems supplier)

.. requires broader sets of capabilities and knowledge

.. a wider range of quantity implies

greater variance in demand

.. there is less time to react to orders

.. demands to reach compliance increase

.. demand per product becomes more disaggregated

.. supplier need to carry service and logistics
.. firm now has to handle unusual surges in demand

.. total customer demand is now

disaggregated over more channels

...demand for supplier driven innovation

and engagement in customer R&D

.. changing responsibilities for supply

maintenance and product warranty

.. new products tend to have more uncertain demand
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VALUE CHAINS IN DIFFERENT

INDUSTRIAL CONTEXTS

Value chain configurations are highly influenced
by industrial context. According to one of the
founding fathers of the value chain concept,
Michael Porter, industrial factors and dynamics
are likely to shape value chains and the
attractiveness of different industrial positions.
Experience from working with different industries
shows how differences in industrial integration
level are strongly related to the degree of

variability of inputs and outputs, the degree of
industrial standards, the degree of technological
change and finally the degree of rivalry in the
industry. Now the question remains how the
change in individual or several of these factors
will contribute to a greater fragmentation of
value chain activities. See the table below for
inspiration to guide the discussion of the role of
industrial contingencies.

Value chain Textile Marine industry Furniture Telecom

characteristics

Integration/density Dramatic fine Quite integrated/ Increasing fine Dramatic fine

density of connections  slicing/low high slicing/ medium slicing/ medium

Governance type Market/ modular Captive Relational Modular

(offshoring) (market server)

Lead OEM, but increasing-  OEMs and Designers, OEM, but key compo-
ly the supply base shipowners Brand owners, nents become increas-
and its standards outlets ingly concentrated

Key drivers Standards Certification, Automation Platforms

tradition

Challenges/ Breaking the code; New entry; transport  Transportation cost; Market standards

constraints flexibility; optimizing  cost; maintaining

the system rather
than its parts

Rivalry Intense

knowledge base

Moderate, Moderate Intense

strong positions

POSITIONING IN DIFFERENT
VALUE CHAIN CONFIGURATIONS

After specifying the industrial context in

which the firm operates, the next step for
understanding value chains and positioning

in them is to describe the fundamental
dimensions that determine specific value chain
design traits.

The types of value chain relations can be
differentiated based on: 1) relations, 2) the
make or buy and offshoring decisions that are
made in value chains and 3) the different roles
SMEs can take in value chains. The five generic
value chain types presented in the figure
illustrate examples of value chains that Danish
SMEs could be part of. Each of them is further
illustrated and described in more detail later in

End Use

Value chain

Based on: Gereffi, G., J. Humphrey, and T. Sturgeon Material
(2005) ‘The governance of global value chains'.

Review of International Political Economy, 12 (1),

pp. 78-104.

this section. Overall, the full value chain of a
given product may be composed by any number
of different relations.

The value chain types illustrate the way in
which companies are related within a value
system and predicate key determinants that
will tend to dictate how the relationships
between companies are formed. The
combination of product and process complexity
and supplier capabilities can arguably de-
termine whether one operates under market
conditions or whether one engages in a
strategic partnership with a supplier/buyer.
This is important to acknowledge as these
relationships are not static, but may be altered
over time — also proactively.

Market Modular Relational Captive Hierarchy
Customers Lead Firm
! Lead Firm Integrated
Firm
% % Lead Firm
Turn-key Relational
Supplier Supplier
. . . Captive
Suppliers Suppliers Suppliers Suppliers
Degree of Explicit Coordination .
Low < » High

Degree of Power Asymmetry
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The market type of relationship is arm’s length and is considered the most basic of relationships. The relational type is, as the word indicates, far more interactive than the market and modular types. It

The standard transactions are governed by the market price mechanism. The number of players on the typically involves several interfaces (R&D, production, finance, etc.), high intensity of the tacit knowledge
market is high and the degree of power asymmetry between them is low. This also means that sources transfers, meaning that the depth of interaction between the parties is continuously fostered. A typical
of sustainable competitive advantages are few. example of this type of relationship would be a strategically important element of a product, for which

competences do not exist in-house or where in-house production is considered unnecessary.

20

The captive type of relationship indicates that a supplier is highly dependent on (or held ‘captive’

The modular type of relationship is concerned with a closer link between the parties. Due to the na- by) its buyer. These types of relationships can be present in cases where a very large MNC fills
ture of turn-key supply, the lead firm will need to provide the specifications to the suppliers who will the majority of the supplier’s order book, and thus holds high leverage towards the supplier. This
deliver modules or complete systems complying with these specifications. is combined with the fact that resources in the SMEs will be specified towards the MNC, making

switching costs very high. It is often the case that the OEM will contribute with specific competences

in e.g. purchasing, product development, or another area where the SME is less competent.
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The hierarchical type of relationship is a further integration of the supplier through ownership.
Explicit coordination and control as well as high degree of power asymmetry characterize this type
of relationship.

It is important to note that these relationship
types are not mutually exclusive, meaning
that more than one type may exist within a
given company or business unit, and it may
even play different roles within these (lead,
supplier, support etc.). As with all things

this provides strengths and weaknesses.

The strength of adapting resources to fit
different relations is that different tasks
require different relationships and as such it
is a necessary evil to function optimally. The
backside of it is that each type of relationship
requires different structures, processes and
competences, which can be tricky for a small-
er organization. The biggest issue, however,
is the appropriate allocation of costs to the

different types of products that caused the
variety of relationships in the first place. This
involves allocating development costs, fixed
costs, and variable costs over product groups
in order to ensure competitiveness throughout,
and ensure that certain product groups are not
too heavily loaded.

An important emerging discussion as we
engage both with new organizational forms
and increased geographical dispersion is the
discussion of choosing between footloose

and rooted networks (illustrated in the figure
below). While these are related to offshoring
and outsoucing, they also add new dimensions
(product and process) to the discussion.

Footloose networks are comprised of arms lengths external operations partners and offer standard
production processes and commodity products. As such, the footloose form is the most appropriate
for the situations where it is relatively easy to move production processes (i.e. the textile example
given above). Rooted networks, on the other hand, are concerned with building operations networks
that offer proprietary production processes and unique products. Here operations are treated as

a key source of competitive advantage, but they also hinder the movement of production across
organizational borders. The discussion of footloose and rooted networks is important, especially
when the dominating reason for outsourcing is the focus of costs, rather than the complexity and
uniqueness of a given product or service. Thus, the best solution for outsourcing should be determined
by more strategic concerns rather than on costs. The figure illustrates the different positions
organizations can be placed in accordance to product characteristics and the processes needed to
manufacture them.

- Proprietary Production )
. High site Processes Figure: Footloose & Rooted
competence

Operations Networks,
based on Ferdows (2008)

O Medium site
competence
O Low site
competence
O Mo Production
Capabilities
O Supplier's sites

Commodity

Rooted

Standard Production
Processes

We often experience that companies shift
their priorities over time and, therefore, shift
position in the product-process matrix. They
do so either by conscious strategic choice,
strategic drift, or respond to shifts in the
industrial context. The effects are seen in
the need for new structures, processes and

capabilities for organizations in order to gain
the benefits of the overall value chain. These
together build operations configurations, which
ideally should create the basis for competitive
advantages as they embody key sources of
productivity, flexibility, quality, profitability,
costs, and market position of the organization.
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Abroad

Domestic

KEY DRIVER OF VALUE CHAIN
CHANGES: OFFSHORING

Offshoring is a key driver of value chain
reconfigurations in modern companies. In this
book offshoring is defined as the act of moving
processes of the organization to a foreign
location — either in-house or via outsourcing.
The distinction between different types of
offshoring and outsourcing is illustrated in the
figure below. The figure distinguishes between
offshore insourcing, offshore outsourcing,
domestic in-sourcing, and domestic
outsourcing.

Offshore insourcing Offshore outsourcing

Domestic insourcing Domestic outsourcing

Insourcing Outsourcing

Obviously, the four scenarios mentioned in the
figure above do not represent the full spectrum
of possibilities. They rather cover extreme
scenarios that can be further detailed. In
terms of contractual arrangements, strategic
partnerships can be added to insourcing and
outsourcing. From the point of view of location
and distance from headquarters, companies
can locate their activities: 1) in close proximity
(domestically) or 2) offshore at a geographical
distance.

The typical drivers for offshoring include
access to new markets, knowledge and
competences, and lower costs. Close proximity
to market will allow for easier adaption of
products/services to local needs — additionally,
many MNCs choose to source locally, meaning
that failure to remain close in proximity can
lead to loss of a customer for SMEs. The
experience shows that original home base
suppliers often enjoy a strategic window

of two-five years before their offshoring
customers start to scan the local sourcing
market. This window remains open for at

least short-to-mid term because offshoring
customers initially aim to stabilize their

own operations before new uncertainties are
introduced in the form of engaging with the
local supply base. Offshoring activities also
present the opportunity to exploit local talent.
However, as mentioned before, the most
common reason for offshoring activities in
Danish SMEs remains labour costs and general
cost savings related to e.g. lower establishing
costs, lower costs of investment, and low cost
components sourcing.

Studying industrial development trajectories
over time will enable a further qualification

of the future value chain configuration. As
can be seen from the table below, the value
chain configuration in the textile business has

changed from fully rooted and integrated to
geographically dispersed and organizationally
fragmented. The textile industry illustrates
how new value chain configurations are
constantly in the making and sources of
competitive advantage are temporary and,
therefore, value chain strategies rarely remain
competitive for long. The history of the Danish
textile and clothing industry demonstrates
how manufacturing has shifted between

a centralized production structure and a

Activity: 0PT
Outward Processing Traffic
(-1990)
Design Denmark
Logistics Denmark
Procurement Denmark
Processing Outsourcing DK
Cutting Outsourcing DK
Sewing Southern Europe
Packaging Southern Europe
Quality control Denmark
Branding Denmark

*) Based on Nielsen and Pedersen (1998). Dansk tekstil & tgj. p. 4

decentralized production network, which
opens discussions about changing sources

of competitive advantage as well as of the
overall business profile and its consequences.
An additional step is today emerging for
parts of the industry, where even the design
responsibility has been outsourced to external
partners, leaving a hollow company from

a operations capability perspective, which
further intensified the discussion of the origin
of sustainable competitive advantages.

CMT* S0D
Cut, Make and Trim Sourcing from own Design
(1990-1995) (1995-)
Denmark Denmark
Outsourcing DK Outsourcing DK
Outsourcing DK Eastern Europe
Southern Europe Eastern Europe
Eastern Europe Asia
Eastern Europe Asia
Eastern Europe Asia
Southern Europe Asia
Denmark Denmark



SME POSITIONS AND SME’S ROLES AND POSITIONS
REPOSITIONING INITIATIVES IN GLOBAL VALUE CHAIN

Danish companies have
come quite far in reorga-
nising most parts of their
value chain, but they do it
at great cost and with the
potential loss of means for
competitive leverage.

From the previous discussion it is clear that
any business process or task that can be (i)
depersonalised (ii) decomposed, (iii) codified,
and (iv) digitalized, is transferable to a
different location or a different provider and
is, therefore, open for value engineering. This
a crucial task that most SMEs are struggling
with today in one way or another. An outline of
key value chain challenges is provided in the
following table.

Danish companies in general have been

quite apt in responding the these challenges,
but although they have come quite far in
reorganising their value chains, they do

so at great initial cost, followed by intense
coordination efforts and the potential loss of
competitive leverage. This leaves the question:
how may Danish SMEs support their successful
engagement with global value chains? In the
following pages we seek to provide insight and
inspiration in support of individual companies
seeking to answer this question. Firstly by
introducing a methodology and secondly by
discussing different roles of SMEs in the value
system.

SMEs may be too small to have any leverage against
or even to buy from raw-material suppliers.

Specialized sub-suppliers may over time outperform
or make the function played by the focal company
obsolete as they push for increased downstream
engagement .

The typical contribution of Danish SMEs — flexibility,
ingenuity — is increasingly devalued by larger and
more professional purchasing departments in lead-
firms.

Failure to be local will result in declining sales,
due to e.g. logistics reasons.

The typical knowledge contribution of Danish SMEs is
difficult to work with across great distances. They are
dependent on proximity.

The challenge, on the other hand, is very limited
resources in SMEs.

If a Danish SME miss the window-of-opportunity as
the lead-firm misses its activities, it will be difficult
to retain the position.

The limited scope of SME activities may mean that
resources for R&D are limited, and the technological
capabilities do not keep up the pace.

Increased cross-border, cross-firm collaboration as
a result of multi-technology usage and increased
fragmentation and dispersion.
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The starting point for value chain engineering
is that supply chain reconfiguration is a major
challenge that cannot be answered by any
single company or any individual functional

a future value chain design, which may then
as a second stage be translated into detailed
sub-concepts. The methodology works with
two primary concepts as its outset, which
constitute key value drivers these are:

area of the company, but requires broad
involvement. There are no simple solutions

and no one sits with the solution alone, but

we generally find that there is much insight to
draw from, if all come into play. The objective
is to change the supplier-customer relationship
in such a way that value is increased, new
sources of value are identified and/or waste

is reduced. To accomplish this there is a need On the following page we will introduce a

to move beyond the status quo and to work procedure for working with these dimensions
with a holistic clean-slate concept to support in practice.

e Value Offering Point: The VOP is the point
in the demand chain at which the customer
allocates demand to a specific supplier.

e QOrder Penetration Point: The OPP is the point
where the product is allocated to a specific
customer.

Manufacturer’s demand chain

p uction —— Inventory _.C_ Eﬁ_ L2=%
P«r:hasing ?_ pJ
Ph“"‘ﬁ EE‘: SR Y pfier OPP in production
Before: OPPin EUO planning to achieve more

production U responsible delivery process

‘5
. Produ :!I.on Ihwmihnal
Haming pun:luung

Matenal' vendor’s supp.i‘y chan

After: VOP in inventory
management. Access to

ﬁ
o
'1‘-7
more level demand data olPn, oo :L 4
PR F S _\é

Sales company ‘s demand chain

_____\ —
_r_f Inventory - —_\ = = P
rﬁ“"““‘ e rp ST BEBLTHEIPES] dmaramns,
J l\-—-—-' |'|U\ Before: OPPin packages like store-ready
“ t.‘«‘ @ /f\\ Before: VOP 'v) warehousing E g pallets
W “ 1 u'(g/ in call off
C?"'U’ s l_é a_, ,_-%EU’ -g = ay ’_F'_'_‘_'ﬁ_\[—'_ lz/;glng anufacturing
Ve Ve Tod R TR _ﬁyrr\g: |
Step 2: VOP In Step 1: VOP in inventory mgmt. ——"'_'j ——-_-—-—
forecasting. Less Lower inventory level, reduced lost Manufacturer SSI’.pr-‘y" chan

obsolete products sales and fresher products

Holmstrom, J. et al. (1999) Using Value Reengineering to Implement Breakthrough Solutions for Customers,
Internatiownal Journal of Logistics Management, Vol. 10 No. 2, pp. 1-12.

q
A

Following the conceptual introduction to
value chain engineering we will now outline a
procedure for working with the existing value
chain position based on the VOP/OPP figures.
The procedure has been divided into 5 se-
uential steps:

: Choose a market segment, for which you
want to address the discussion of value.

By market (customer)/By product?
Map your supply chain. Ask yourself:

What are the processes leading up to the
delivery of value/product/service?

At what point in the process do you allocate
your product to a specific customer? This

is the Order Penetration Point, and it is
important to understand as a means

to assess the cost and development
opportunities related to serving specific
customer needs.

: Map your customer’s demand chain. Ask
yourself:

e What are the processes leading up to the
consumption of your value/product/service?

e At what point in the process does your
customer choose whom to source from?
This is the Value Offering Point, and it is
important to understand the impact of
customer behavior. What are the underlying
principles behind the decision-making in
the demand chain? Why do they choose to
source from particular suppliers and why
does the decision happen where it does?

: What is the value we offer? And what is

our solution for providing that value?

: Solution—How can we design the VOP/

OPP relationship and provide a solution

for mutual gain?
Things to consider for your VOP/OPP solution:

e Cost structure and cost drivers related to
the solution,

¢ How can we engage customers in a
dialogue?

e Who needs to buy into the idea and how
are they equipped to do so? Can we source
additional resources (partner) to help
provide the solution? Who will take to lead/
system integrator role?

e What needs to be in place in order
for the solution to be a success (e.g.
complementary technologies/solutions)?

o |f the necessary role lies outside of your
“comfort zone”, consider how you can
manage different roles simultaneously.

Probe the new VOP/OPP with a select customer.

e |t allows trial and error runs in a closed
circuit.

o |t allows for further development
(maturation) of the solution.

o |f successful it provides solid argumentation
for other customers in the same segment.



SME ROLES &
VALUE CONFIGURATIONS

The following will introduce different types of SME roles that Danish suppliers are likely to take.
These roles are not mutually exclusive, meaning that companies are able to, and likely will,
assume more than one role. The roles are designed to give you an opportunity to identify yourself,
and thus the challenges and opportunities that exists with each role.

is a relatively new type of organization. Typically a single technology is
mastered, but the key to the profitability here is the ability to coordinate the cooperation of multiple
suppliers and sub-suppliers, and deliver turn-key solutions. There are examples of these companies
that have changed from a specialist towards a systems integrator. This seems to happen when
sourcing achieves a higher strategic importance within the customer organization as a result of
increased specialization and outsourcing, leaving much of the coordinating role to an external party
who is willing and capable of doing so.

Characteristics

Competitive advantage Strong coordination mechanisms and processes.
Skilled workers who are capable of understanding the entire system.

Customer relations Relatively close customer relations. In order to facilitate the transactions that are
necessary for systems integrators, the relations mostly go beyond arms-length.
Lst tier supplier for the customer.

Product process The turn-key solutions may be either/or. The uniqueness of the systems integrator

(Unique/commaodity) is the coordinating capability. As such, the processes for coordination will be
unique and situationally dependent. The turn-key solution of the system may be
somewhat standard.

Manufacturing Network The systems integrator is likely not to have a manufacturing network of its own,
but instead rely on those of others.

Product development If involved in product development, it will be in a coordinating manor, in which
the systems integrator supports the system innovation.

Challenges Gaining economies of scope/scale in order to appear attractive to the MNC.

Establishing and maintaining excellent supplier portfolio management.

The sub-supplier and its journey towards the
systems-supplier position

The SME in this case was established in the early
90s and started as a subcontracting company
with competence within metal work The company
delivered simple products based on customers
specifications. In the 90s the company was able
to create its own product programme based on
customer solution to a niche market. In the 00s
some customers started to push the company to
develop solutions and to take over responsibilities
for meeting the full range of customers demands.
Over the years the integration with the customers
transformed the company into a system integrator.
The company is now able to develop and produce
client specific solutions including full assembly and
engineering work.

Today the solutions business represents 50% of
revenue, its own product programme 35% and
subcontracting only represent 15% of the overall
business. The subcontracting position, however, re-
mains an important business, as it holds the key to
recruiting new customers, who over time can become
systems customers, but also because it demands
that the company remains sharp on its competitive
capabilities within this market, which remains a
key qualifier for retaining the systems business.
This also remains one of the key problems for many
systems integrators (as they shift their positions

towards servicing the systems business), that the
virtues that brought them into this position in the
first place sometimes slip out of focus. The lack of
performance on cost, flexibility, speed etc. cannot
in the long term be compensated for by increased
engagement with the customer, service, logistics
services, which comes with the systems integrator
position.

The industry was generally undergoing change
from a focus on subcontracting towards a more
integrated customer relationship. Looking into
potentials for growth, its own product program was
expected to shrink by 30% within 5 years, and the
subcontracting was expected to shrink over time as
well. Meanwhile the solutions business was steady,
but not increasing — something had to happen to
meet ambitious growth plans. The challenge was
addressed by actively seeking economies of scope by
looking for other use of knowledge to integrate the
solution in other markets. By harvesting its capa-
bilities built from delivering solutions to existing
customers the company was, among other initiati-
ves, able to create a new product to the declining
marked within its own product programme in order
to increase market share. The SME was able to
pursue new opportunities and offer new solutions by
applying the leverage of existing technologies and
competences, which provided it with a high initial
legitimacy in the market and strong operational
capabilities.



is a supplier or sub-supplier of commodity products or services. They are
concerned with commodity processes in which they have achieved a high degree of efficiency due to a high
degree of automation. Considering the fact that they deal with commodity products, they are typically in
markets of high cost pressure and as such possess advanced processing skills in order to be competitive.

Foreign firms com-pete with the commodity supplier on cost via e.g. access to low-cost production or
differences in factor conditions.

Characteristics

Competitive advantage

Customer relations

Product process
(Unique/commodity)
Manufacturing Network

Product development

Challenges

High efficiency as a result of a high degree of automation.
Access to key scarce materials or other factor conditions.

Often unknown via an intermediate, akin to the market relationship.
If known, then shallow and arms-length.
Highly opportunistic behavior.

Commodity suppliers deliver commodity products.

The process technology applied by the commodity supplier relies on high technical
capabilities, and as such a rooted manufacturing network is desirable.

The commodity supplier is rarely involved in product development. The commodity
supplier is an extreme case of laggard, who only adapts its products.

Maintaining business excellence.

Continuously exploiting process technology.

Utilizing their superior process technology to create higher value added products.
Gaining access to commodity markets and trading platforms and qualifying for
bidding on orders.

Commodity suppliers are highly dependent

Dealing with the commodity business
in the food industry

The case company has its primary activities in
the food industry; they include both production
and sales. The company is primarily known locally
under its own label, but it operates globally and
serves a wide range of customers. In the recent
years the company, who sells processed food
products to large supermarket chains, have been
experiencing downstream pressure from the mar-
ket. Customers are consolidating their supplier
base, and in doing so forcing producers to offer a
wider product portfolio. In order to stay compe-
titive downstream, the company had to address
numerous issues upstream.

An increasing share of the business in the industry
comes from private label products, where the
supermarkets offer best price products under their
own name. This business is usually conducted
through a tender process, where the customer
specify the content of the demand as well as its
expectations for overall volume. Competition in
this market segment is increasing — many players
on the market are able to deliver standardized
commodities Therefore, the tender process must
be fast, flexible and accurate in order to secure
and sustain a stable position on the market.

Taking charge of the tender process

The old tender process was slow and created a

lot of flux in the organization. The company had

a history of putting bids on all tenders in the
business, although it was well-known that only a
small percentage of tenders would be won. How-
ever, it was important to show presence in order
to build customer awareness. Every tender went
through the same internal process, stretching
internal resources to the limit and building fatigue
into the process. So changes had to be made. The
company decided to work towards: selecting best
fit tenders, matching tender conditions with stock
and operations resources.

The development of a new tender process was
divided into three steps: Before, during and after.
This more structured and systemic approach
allowed the company to gain knowledge of the
different strategic importance of various tenders
in the market and to act in accordance with
these. The tender process, included the entire
organization, allowing for better transparency
and internal knowledge flows. Lastly the company
developed the process and performance moni-
toring procedures: their own and competitors for
different categories of quality of the products in
the portfolio.
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Case in point:
Changing the position of the
commodity supplier

As the food producing companies have been
focused on reducing inventory of packaging
materials quick response capabilities are key to
competing in the industry. This also means that
the case company only serves 20% of demand
from finished good stock; the rest is produced
during the week it is shipped. Furthermore, the
customer loyalty to the supplier is low and shif-
ting cost are generally believed to be low, which
means that cost is still the main performance
criteria.

The case company is taking a lead in the indu-
stry to take charge of these business conditi-
ons, partly through new product development
offering new opportunities and solutions to
their customers and through intensifying its
partnering set-up with its customers through
new logistical services and order flow and
replenishment optimization. However, few
customers consider their packaging supplier
as a strategic supplier and there is a strong
tradition for shifting between suppliers in this
industry to drive cost down. In spite of this the
company increasingly identifies itself as a full
service provider, which alongside its efforts to
optimize its cost profile has built an integrated
approach to customer service. Key selling
points are customization, solutions design,
logistics, reliability, quality and environmen-
tal footprint and are based on the economic

rationale that these priorities will also bring
down cost. Individual customers often purchase
a narrow range of products. Hence although
the company has a very broad product range,
consisting of 4 product families and an almost
indefinite number of variants within each of
these, the typical customer interface is limited
to a few variants. Therefore, from a product/lo-
gistical perspective, the complexity of servicing
new markets is rather low, which provides an
opportunity for optimization and has become a
key outset for planning.

The customer interface takes its outset in
co-design, where the technical team and
experienced sales force follow every job to its
completion. The company promises its custo-
mers a competent and experienced partner that
is willing to ask questions in order to optimize
production in every phase. This is built on the
principle that well-thought-through solutions
start as early as the design phase. Here, the
company’s industrial designers and tooling
team from the outset advise customers on how
material types, design and functionality can

be composed to meet specific product require-
ments without losing stability or entailing
production stoppages in customers’ packaging
lines. The team of technical experts visits
customers to ensure a smooth and problem-free
production flow. The company is not satisfied
until the packaging fully fits the operational
priorities of the customers. And when it does, it
has a technical sales department that assists
the customer in making further optimizations.

Designs help managers: to identify
opportunities and potential capabilities
from existing positions; embed these in a
configuration that grows and exploits them;
leverage those capabilities across comple-
mentary sets of market opportunities.

In other words effective designs enable
synergies between resources and emerging
opportunities.



is a supplier that possesses strong engineering
skills, within a given technology domain, but often lacks the ability to formulate the product specifications

themselves, and is thus highly dependent on their professional buyers. The problem solver provides

engineered solutions to the customer's product specifications and as such works as an OEM/ODM supplier.
Project management is vital in the eyes of the problem solver, as everything they do revolves around projects

with their buyer.

Characteristics

Competitive advantage

Customer relations

Product process
(Unique/commaodity)

Manufacturing Network

Product development

Challenges

Highly skilled engineers, who can solve any problem within their given domain,
based on customer specifications.
Skilled project management organization.

Relations with customers may be relatively weak, as product specifications are
typically designed for an arms-length approach.

Products are unique by nature, as standard solutions would be cheaper at generic
companies.

Given the uniqueness of the products and resources, manufacturing networks will
be rooted rather than footloose. This, however, will depend on the manufacturing
technology, which may or may not be outsourced.

The problem solver does not develop products per SE. The role of product devel-
opment lies with the OEM, who uses the problem solver to engineer solutions
pertinent to those specific requirements.

Commoditization of technology. Increased competition influences the price of the
product, which comes to a disadvantage for expensive Danish workers.

Avoiding tunnel vision. We see examples of companies that, due to increased
competition, become so focused on keeping the wheels running on the bus that they
forget to earmark resources for organizational development.

The specialist taking charge of
solving customer problems

The company works with industrial customers
and provides solutions based on high qua-

lity woven fabrics. Until the mid 1980s, the
company’s focus centered on the domestic
market. But since then exports have been gra-
dually increasing, and in 2013 it reached 95%.
These changes affect not only sales, since the
late 1990s, the company had seen a growing
low-cost competition from Asia, which revealed
the need to transform the company’s operations
and subsequently also the business model. The
company was known as a specialist in wool-
based fabrics, but more recently the company
has supplemented them with other types of
fabrics and moreover with a range of related
services from logistics to innovation services.
This has changed the profile of the company
quite radically and has allowed the company to
change its position in the value chain.

Historically the company mastered each stage
from the processing of raw materials for the
textile finishing and had invested a great deal
of management attention and financial resour-
ces in these processes and achieved a market
leading position in its niche. This niche, howe-
ver, experienced increased pressure partly from
other product technologies and partly from new
competitors with a lower cost base. This pres-
sure drove a radical shift in the business model

and the company’s supply chain. The business
model involved more focus and broader enga-
gement with the market’s top 50 customers.

In relation to the supply chain, outsourcing

of manufacturing became a key means for
restructuring. Concurrently, the company had
established a sourcing office in China with the
original purpose to address standardized sup-
plies as well as to offer customers a low cost
option, but later this unit has managed to take
on development tasks, as well as key account
responsibility for strategic customers.

This new reality required numerous organizatio-
nal changes. The shift from being a traditional
textile manufacturer to solutions provider had
to be supported by organizational development
building on the ability to integrate multiple
deliverable elements, and a strengthening

of business and product development. The
organization was split into independent profit
centers, all of which were fully competitive
externally with the aim of creating an efficient
and competitive delivery system. However, with
a long history as a manufacturing company,
the company had a lot to learn in terms of
establishing and managing the virtual opera-
tions network and external supply chain. These
factors were directed towards the employee’s
understanding of their work, support systems,
supply chain management and customer

and supplier development. The company has
successfully met the challenges and today it
orchestrates a highly effective global network.



is, as the name would indicate, a supplier that has chosen to

specialize in a given domain, i.e. process technology, product/component, etc. The specialist employs highly
knowledgeable experts, who can aid the buyer in the development of process and/or product innovations,
and they work closely together with e.g. the systems integrator. The specialist is deeply involved in the

product development process where they, in interaction with their buyers, are close to the technological lead.

Characteristics

Competitive advantage

Customer relations

Product process
(Unique/commaodity)

Manufacturing Network

Product development

Challenges

Highly specialized knowledge within a narrow domain - be it process, technology or
a product.

The specialist has relatively deep relations with customers and would likely be
labeled Relational Supplier.

Products are likely unique, on the basis of a unique process technology.
Value proposition is based on specialized knowledge & capabilities in a narrow
domain not deeply supported by the customer own capabilities.

Due to the proprietary nature of its processing technology and products,
it is likely a rooted manufacturing network.

Two forms of product development may exist here:
® Co-development with customer on behalf of customer requirements.
o Own development on the basis of research within the field.

Safeguarding towards IPR infractions.
Continuously expanding their technology depth to avoid commoditization and thus
competition from lower cost countries.

The Problem Solver in a Squeeze
— leeway for the specialist

The company is a SME specialized in develo-
ping wireless communications solutions and
equipment, which were either sold as private
label or as part of OEM products. The company
started as an entrepreneurial initiative, and it
has build a strong position in the industry as a
technology leader, and has historically invested
heavily in technology development in its domain.
From the start, the business model relied on
producing physical products in foreign low-cost
destinations, while all knowledge-intensive
engineering and development tasks were
carried out in Denmark.

The company strategically placed its headquar-
ters within a telecommunication cluster, close
to a leading university in its field, which provi-
ded a good recruitment base for qualified staff.
The company’s core business currently and
throughout its history has been heavily reliant
on the company’s proprietary engineering capa-
bilities. Therefore, it approached offshoring and
outsourcing of engineering the tasks with great
care because of the strategic risk involved.

The company belongs to a value chain
dominated by large multinational companies,
which during the lifetime of the company has
become increasingly mature. As a consequence
most components and solutions are now widely

available in the global sourcing market and
customers are increasingly looking to conso-
lidate their supply base. This meant that the
company found itself in a fragile position,
surrounded by large and powerful players, who
were increasingly pushing their total operations
footprint towards low cost destinations while
insourcing main parts of the knowledge work.

While the company is well-recognized in the
market for its problem-solving capabilities for
complex tasks, Its partners catch up fast and
are slowly starting to develop their own systems
solutions putting the role of the development
houses in a squeeze, and meant that it was
increasingly difficult to win high volume

orders. The company has recently refocused

its business towards groups of customers in
search of full service outsourcing partners
(R&D, design, assembly and test). This has also
enabled the company to strike a better balance
between research related work, building future
capabilities and application work initiated by
the customer. The company has more recently
established offshore engineering close to the
production base of the company in South-East
Asia in order to respond to local demands from
the production base and from local customers.
Technology development, which is regarded as
the traditional core business of the company

is, however, still firmly rooted at its home-base,
but by supplementing it with offshore resources
its activities are now more focused around high
value adding activities.



concerns itself with building

capabilities that allow it to become flexible in all aspects. This type of supplier employs a highly flexible
workforce, utilizes flexible machinery and prefers variation to scale, i.e. they produce in smaller quantities
but with large variation. Typically, the flexibility supplier will manage multiple technologies, which again
puts high requirements towards their resources being flexible.

Characteristics

Competitive advantage

Customer relations
Product process
(Unique/commaodity)
Manufacturing Network

Product development

Challenges

Flexible resources.

Highly adaptive.

Commanding multiple technologies.
Order processes are highly efficient.

Functioning in somewhat market conditions, relations with customers are quite
shallow.

Manufacturing processes are standard, as are products.

Commodity products, flexible resources and standard manufacturing processes
means footloose manufacturing network.

Not involved in product development, as they do not possess sufficiently deep
knowledge in a domain.

Maintaining sufficient customer base to avoid excess capacity.
Avoiding legislations and other issues that may reduce resource flexibility.
Keeping up-to-date on order qualifiers (e.g. certifications and cost).

The flexible supplier searching
for tighter customer relationships

TThe company is a medium sized company

in the electronics industry. In a very volatile
marked with fierce competition a great deal of
the production in the industry has moved to low
cost countries. The company has followed this
industrial trend and established production in
Asia in order to offer its customers low-cost
manufacturing and serve existing customers
at their offshore facilities. Based on this the
company creates flexible supply chain solution
according to customer demand.

In the midst of these changes the remaining
Danish manufacturing facility needed to
redefine its role. It was recognized that a home
base would remain an important gateway for
the business and that the specialized capa-
bilities, which had been built-up over many
years and had resulted in a highly capable and
broad phased manufacturing set-up, was key
to maintaining the ability to solve customers
problems during product development, ramp-up
and operations upgrades. However, the reality
was that price was often the key order winner.
Many customers have been outsourcing electro-

nics for years now, but more recently this also
pertains to tasks related to product maintenan-
ce and development, as it for many customers
is too expensive to maintain or build-up these
capabilities in-house. This also means that
offerings are not only limited to the product, but
that the company is now offering a complete
solution to the customer including service and
development. The company wants to be at the
center of developing a good and sustainable
solution to the customer needs, but it also
needs to do so while keeping cost in control.
The business case for the customer builds

on a total cost perspective, where the value

of employing tight and geographically pro-
ximate relationships, but also builds on the
fact that its customers demands are diverse
and its volumes too small to make sense in a
international sourcing market. In order to stay
competitive this type must build its capabilities
to cater for flexibility and cost efficiency, thus
recognizing that cost represents an important
threshold capability.



is a type of SME that has specialized
in targeting new markets with new or new combinations of known products/services. This type of company
often has a entrepreneurial approach to the market and draw on strong entrepreneurial R&D capabilities.
This is, like the market server, a B2C configuration as opposed to the other five SME roles mentioned. The
market developer makes a living by interpreting future user needs and establishing the necessary structure
and processes to feed that market early. They experience limited competition due to their ability of reaching
the market fast, before it is commoditized by competitors, who in return are often much better at exploiting
the markets afterwards.

Characteristics
Competitive advantage Strong entrepreneurial spirit.
Skilled marketing department, including price setting capability.
Capability of continuously adapting the organization.
Strong brand.
Customer relations Strong relations to groups of customers who are capable of relaying needs.
Product process Unique offerings, which are new to the market, but not necessarily new to other
(Unique/commodity) markets or with can be found in other combinations.
It represents a break with existing norms, standards and ways of doing business
in the industry.
Manufacturing Network Footloose manufacturing network that is applicable for the flexibility that is so
essential for the market developer.
Product development Skilled product development function. Core technologies are sought applied in
new markets and new product applications.
Mature project portfolio management function.
Challenges Continuously developing new offerings.

Assessing/realizing market acceptance and need
Maintaining the entrepreneurial spirit.
Maintaining a dynamic organization.

Keeping pace with user trends.

The knowledge intensive market developer

The case company was established in the late
90s by two entrepreneurs as a spin-off from

a number of research projects at Aalborg Uni-
versity in water treatment. Today they employ
20 highly skilled employees and the company
serves customers’ worldwide and has secured
a strong position in its market. The customer
is working within a wide range of industries.
The main focus area has been to develop and
mature sterilisation systems with the aim of
substituting traditional filtration systems.

The company works as an innovative business
developing new solutions for a range of diffe-
rent market segments. This sets the conditions
for the overall strategy and the daily decisions.
Since the beginning it has been the intention to
become a market leader within green-tech wa-
ter cleaning systems. The company is challen-
ged by the demand for continuous new product
offerings, which put pressure on the overall
organisational structure. Selling products

and components to international distributors
provides access to multiple markets, however
the penetration to markets is highly dependent
on the reliance on the distributors, further

it prevents the company from developing an
understanding of the markets in which the

products are used and decouples the company
from the profitable spare parts market. Recently
the company has established sales activities

in Sweden, the close geographical proximity
makes it possible for the local activities to rely
heavily on the managerial, engineering and
product delivery competences build in the home
market. Further, the expansion in the market
has only slowly developed resulting in an well-
established market position in southern part of
Sweden after five years, meanwhile the remai-
ning Swedish market is untouched. Indicating
the slow rate in which the market expansion
has taken place.

Despite massive efforts neither the entry

into the British nor the American market has
yet taken place. The founders recognizes the
challenge of market expansion because of the
difficulty of replicating the Danish operational
setup and knowledge base.

As the Swedish activities are supported by the
knowledge base in Denmark, the close proximity
allows for an easy knowledge exchange during
business hours and the possibility to quickly
dispatch technical assistance if required. To
establish a foothold in new markets, a similar
knowledge base would have to be built locally,
which would require significant resources and
managerial attention.



is an example of a company that is capable of

exploiting already existing markets. Where the market developer looks externally first, and then adapts its
resources to fit external demands, the market server looks internally first, aiming to see how they can exploit
their resources most effectively. The market server does not enter the market until the product has reached a
level of maturity where the design is well-established.

Characteristics

Competitive advantage

Customer relations

Product process
(Unique/commodity)

Manufacturing Network

Product development

Challenges

Narrow focus.
Capable of exploiting resources to target new [to them] markets.

Little or no actual relations to customers. Likely to operate through an intermediary.

Commodity products based on well-known production processes

Footloose manufacturing network, due to it being commodity products and likely
standard processes.

Most likely situated very close to the markets it serves, to ensure market
responsiveness and quick response capabilities.

The market server is only concerned with minor developments to products.

Retaining some resource flexibility to ensure the adoption of new products and
markets.

Changing the position
for the commodity supplier

The case company has its competence within
sheet metal for industrial use. The company
was founded in 50s and has developed into a
highly specialized company within the industry.

The company has changed from simple tech-
nologies to including a wide set of specialised
process technologies and increasing its level of
automation, enabling a dynamic and flexi-

ble value proposition for its customers. The
company applies a unique technique in produc-
tion. The focus is on few product segments that
consist of a wide product range customized

to customer requirements and special needs.
The company serves an “engineer to order”
approach for all customer orders, as a part of
their service. This leads to a focus on securing
an innovative and close collaboration to both
customers and suppliers.

The SME faces a challenge in achieving high
production flexibility to meet new product
requirements from different markets. The
challenge was met by looking at the company’s
position in the value chain, which has chal-
lenged the approach towards serving custo-
mer demands. By clustering and addressing
different types of customer requirements the
company was able to change internal proces-
ses to establish both a higher responsiveness
towards selected customers and improving its
cost efficiency.

As the concept developed the company aimed
to move closer to selected customers by
developing the means to embed the company’s
services into the operations processes of the
customer. Solving problems for the customer,
which were not core business to the customer,
and which the customer could not solve without
heavy investments and which could not be
easily solved by non-relational partners
managerial attention.



DELIVERING IMPROVEMENTS
IN THE VALUE CHAIN

Important process elements

1. Create common ground and understanding of the VC position in the management team.
2. |dentify your most prominent VC (assuming there are more than one).

3. Reconsider your value offering for customers, the potential and constraints within the existing supply base.

4. Probe the market with your new idea!
5. Consider internationalization in your new business model / value offering.
6. Change and monitor

Value chain redesign helps help managers: to identify opportunities and potential capabilities from

OVERALL
RECOMMENDATIONS

In summary, the challenges and their recommended solutions are presented in the table below. The
challenges presented confront most of the company types discussed and are related to the company
position in the value chain. For each challenge a recommendation is presented in order for the
company to know how to meet the given challenge and to engineer a more sustainable position

Point of interest Recommendation

existing positions; Embed these in a configuration that grows and exploits them; Leverage those
capabilities across complementary sets of market opportunities; Effective design enables synergies
between resources and emerging opportunities. Several types of design improvements may guide this

journey according to outset for the redesign effort (see table):

Type of improvement

Improving process
efficiency in terms of:

Introducing/improving
existing products

Changing the mix
of activities

Placing the company
in a new value chain

Example

R&D; production; changes in logistics;
changes in sales/marketing.

Supply chain management procedures;
strategic sourcing; information sharing.

Expanding marketing and development
department; establishing cross-functio-
nal project teams.

Cooperation for new product develop-
ment; concurrent engineering.

New higher value-added chain specific
functions that have evolved from other
links in the value chain (e.g. vertical in-
tegration); outsourcing low value-adding
activities.

Moving into new links in the value chain.

Adding and focusing activities
in a new value chain

Output/performances

Cost cuts; shorter time-to-market; first-to-market
due to higher degree of customer needs. Lower
costs of final products; enhanced patent activity.

Percentage of profit coming from newly introdu-
ced/improved products; sales from products that
have PR; number of copyrighted brands; increase in
profit due to increase in relative unit price without
losing market share.

Improved division of labour in the value chain;
focus on core competencies; increase the focus on
establishing right fit between given task and the
task supporting skill/salary profiles.

Higher profitability; looking into the proportion of
income coming from different and new product/
service/concept areas

Positioning and the related challenges?

Companies often gets locked into a particular value
chain position. This is due to customer expectations,
past investments in resources and capabilities.

Who takes responsibility for the overall VC
performance — and how can it be mitigated?

Companies specialize within the chosen position
and towards its competitive prerequisites in order to
become competitive on the market.

How to connect with customers and suppliers
(external input) for business development.

Value chain Interdependencies.

Increased fine slicing of the value chain

How to facilitate effective boundary management
and resilient VC relationships.

Get to know your position as an outset for value generation in order
to make informed strategic decisions.

Perform a value chain analysis and develop strategies for
acting according to your position in the VC and explore
opportunities for positional change, by accessing elasticity
of demands, expectations and resources.

Perform a stakeholder analysis and get to know the different
sources of power and leverage.

Look for key sources of resource asymmetries, which may become
sources of competitive advantages.

Be aware of the customers use of product in order to
secure quality in your products.

Consider who does your company rely on and what needs to
happen to make your repositioning a success?

Be aware of who have responsibility and who have the knowledge.
Establish effective means to share knowledge between companies.

Commit boundary resources and look for ways to create
robustness of supply conditions.
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til at overveje virksomhedens fremtidige internationale indsats. Ovennavnte og narvaerende publikation fra Indsats D kan downlades
fra globaliseringsprogrammet.dk
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