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Abstract

.The new institutional form known as “the global factory” is the key

to understanding changes in the configuration of the world economy. The
evolution of the global factory requires managers to act as orchestrators or
coordinators across the system of globally inter-connected firms. Managerial
styles need to accommodate these changes. Integration and coordination in the
global factory are critical success factors. Control of information is central
to these roles. Location and control are still key variables but extra degrees
of freedom in location of activities and non-ownership forms of control are
increasing in importance.

Key words: Global factory, International management, Multinational
enterprise, Global strategy, Internalisation theory

1 The new institutional form known as “the global factory” is the key to
understanding the changes in, and configuration of, the global economy. This
paper examines globalisation and the growth of the global factory as a response
to changing external circumstances and managerial innovations. It pays
particular attention to the need to coordinate activities across the global factory

and examines the changes in management style that are required to ensure

success in a competitive global economy.



J3v; Technological changes, including the rise of e-commerce, have made
global operations cheaper and more manageable. Managers in companies with
global operations have learned to “fine slice” their activities and to locate

each “stage” of activity in its optimal location and to control the whole supply

chain, even when not owning all of it. These technological and managerial

drivers have been augmented by political changes towards far more openness

in previously closed economies. Even local factors can be seen to support

global development. For instance, biases in the local capital market in China

discriminate against whole swathes of local activity in the domestic private

sector and make foreign ownership more likely than the growth of smaller

indigenous firms. The nature of the global factory varies over time and space.

There have been three major step changes in the geographical separation

of previously connected activities. (See Table 1) These are: (1) trade; the

geographical separation of production and consumption, (2) foreign direct

investment through the MNE; the geographical separation of (internalised)

stages of value adding activities, (3) offshoring; the geographical separation

of specific tasks through the global factory. The last separation may be

reconnected through internalised or contract relations (captive or non captive

offshored facilities). Differences in industrial systems across countries have

been frequently noted. Particular differences can be noted in the degree of

vertical integration (or internalisation of the value chain) as between Japanese

and U.S. industry, the rest of Italy versus the Emilia-Romagna region, and the

British and U.S. textile industries in the first half of the 19th century. In all

these examples, the first half of the pairing is much less vertically integrated.

Table 1 Three Historic Geographical Separations of Activities

Trade—geographical
separation of
production and
consumption (trade)

Falling costs of trading
(mostly) completed
goods (affected most
sectors equally)

Industrial sectors,
broad labour groups
e.g. skilled/unskilled

Focus on education

and skill upgrading.
Move to an

“information society”.
Sectoral protectionism




Focus on the
attractiveness of the
Falling costs of business environment,
Production— ; . . .
. managing productive . incentives etc.
geographical Industriai sectors, ) .
resources and . | Business strategies
separation of stages of] o stagesof valueadding| .~ =~ =~
. coordination with “limited
value-added (foreign . L. e.g. R&D, assembly .
L (differential impact separation e.g.
direct investment) .
on sectors) Magquiladora
twin plants, Asian
offshoring from Japan
Problem of
understanding
. .| Falling costs of Labour market comparative
Tasks—geographicall =~ . s . .
) ... | trading ideas (subject | flexibility, manifested| competitiveness by
separation of specific .
] to nature of task and | as falling wages or [ task. Compounded
tasks (offshoring) . . .
task interconnections)| rising unemployment| by the problem of
high trade costs
with some tasks
3 The progress — and the differential speed of progress across different

geographical areas and types of market — of globalisation has co-evolved
with faster and cheaper transportation and has led to far higher degrees of
interspatial specialisation. This nexus of innovation and globalisation is driven
by the actions of multinational enterprises. This article analyses the integration
and responsiveness of MNEs as embodied in the global factory structure and
examines the role of “place” and “distance” in their strategies.

The Global Factory — The Model

4 The model analyses a representative MNE that exploits an
internationally transferable intangible public good, such as knowledge. It
is assumed that this knowledge is embodied in a unique product (or product
variety) which is monopolised by the firm usually protected by a brand.
Whilst the product has competitors, alternative products are imperfect
substitutes. The firm therefore faces a downward-sloping demand schedule

in each market. The firm defends its intellectual property by internalising

D Uitz
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‘the exploitation of this intangible asset. This means that the firm owns its
own production facilities — it does not license or subcontract production
— and it controls its own marketing—it does not franchise to independent
distributors. The firm can, in principle, pr-oduce and sell in any part of the
world. Any given market may be sourced by local production, or by imports,
or a combination of the two. Any production plant may serve just the local
market, or export markets too; in the limiting case it may become an “export
platform” which produces only for export.

5 If markets were fully integrated then MNEs would be obliged to charge
the same price for the same product in every country, because if they did not
then arbitragers would buy up their product in the cheaper markets and export
it to the more expensive ones. Some countries have introduced competition
pdlicies to encourage arbitrage of this kind (e.g. Internet retailing of motor
car imports). In practice, though, many MNEs retain effective control over the
pricing of their products — especially when products are branded, patented,
or otherwise unique. It is assumed in this model that whilst the firm’s internal
market is fully integrated, its home and foreign markets remain sufficiently
distinct that it can set a different mark-up on the common internal price in
each market.

6 By contrast, the firm has no power to impose discriminatory process on
customers in a given country. It can set different prices in different countries,
but must charge the same price to all customers in the same country. This
contrasting treatment is designed, not to simplify the model, but rather to reflect
reality. In a typical industry there are normally more customers for the product
than suppliers of production sites, and customers are more reluctant to enter
into long-term contracts than suppliers. To achieve the same degree of control
over a customer that it has over its production site a firm would normally need
to integrate forward through acquisition of its customer’s business, which is
often completely impractical, and usually uneconomic.

7 The competitive advantage of interconnected firms arises from the
ability of the focal firm to extract rents from assets that it does not necessarily

own. Such assets may be quasi-internalised. This idea can be traced to



Penrose’s point that it is not the resources themselves, but the services that
they provide, that generate value for the firm. Forsgren et al. refer to the
“embedded multinational” to reflect the close interconnection between firm
and environment.

8 The dynamics of the global factory are a response to the modern
global economy. Shocks are the norm. Failure is the norm. Only companies
that can build resilience into their systems and their management systems will
be able to survive more than one economic cycle. The global factory is rarely
in equilibrium — it is constantly responding to ciogenous shocks through
a series of feedback loops.'Although complex in detail, the key analytical
decisions in the global factory are very simple — control and location.
The manager of the global factory has to ask two very straightforward
questions of each activity in the global nétwork. Where should this activity
be located? How should this activity be controlled? The first question of the
optimum location for each activity is of course complicated by managing the
interrelationships between activities. The relocation of one piece of the global
network will have profound effects on many others as the links in Fig. 1
illustrate, but the principles of least cost location are paramount. The second
question concerns the means of control. Should the activity be managed by
the market via a contract and price relationship or should it be internalised
and controlled by management? There are of course important mixed methods
such as joint ventures which have elements of market relationships and
elements of management fiat. '

9 It is of course essential to realize that these decisions are taken in
a volatile, risky and dynamic situation, that the decision making process is
information intensive and the environment and competitive pressures are
constantly changing. These decisions have to be revisited on a continuing
basis. However the principles should never be overwhelmed by detail. The
need for flexibility, for judicious collection and use of information and for
a knowledge management strategy are complements to the key decisions of

location and control.
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