G @ | TOGETHER

!{’\N i D/? L&y

=S~ vears | for a sustainable future
OCCASION

This publication has been made available to the public on the occasion of the 50" anniversary of the
United Nations Industrial Development Organisation.

’-.
Sy
B QNIDQI
s 77

vears | for a sustainable future

DISCLAIMER

This document has been produced without formal United Nations editing. The designations
employed and the presentation of the material in this document do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations Industrial Development
Organization (UNIDO) concerning the legal status of any country, territory, city or area or of its
authorities, or concerning the delimitation of its frontiers or boundaries, or its economic system or
degree of development. Designations such as “developed”, “industrialized” and “developing” are
intended for statistical convenience and do not necessarily express a judgment about the stage
reached by a particular country or area in the development process. Mention of firm names or
commercial products does not constitute an endorsement by UNIDO.

FAIR USE POLICY
Any part of this publication may be quoted and referenced for educational and research purposes
without additional permission from UNIDO. However, those who make use of quoting and
referencing this publication are requested to follow the Fair Use Policy of giving due credit to
UNIDO.
CONTACT

Please contact publications@unido.org for further information concerning UNIDO publications.

For more information about UNIDO, please visit us at www.unido.org

UNITED NATIONS INDUSTRIAL DEVELOPMENT ORGANIZATION
Vienna International Centre, P.O. Box 300, 1400 Vienna, Austria

Tel: (+43-1) 26026-0 * www.unido.org * unido@unido.org


mailto:publications@unido.org
http://www.unido.org/

IR | 9370

UNIDO
S22 LIMITED
‘§§57<3£é’ 1D/WG.526 /1(SPEC. )
9 July 1%v2
, Lpited Nations Industrial Development Organization ORIGINAL: ENGLISH
Regional Consultation on the restructuring [2y 3
* of the capital goods industry in 4l
Latin America and the Caribbean omnt~

Caracas (Venezuela), 9-12 November 1992

COHKPETITIVENESS OF THE
LATIN AMERICAN CAPITAL GOODS INDUSTRY#*

Prepared by

S. Widmer¥**

IR Qe

* The views expressed in this paper are those of the author and do not
necessarily reflect the views of the Secretariat of UNIDO. Mention of firm names
and commercial products does not imply the endorsement of the United Nations
Industrial Development Organizatiou (UNIDO). This document has not been edited.

% SIGA Management AG, Gotthardstrasse 54, 8002 Zurich, Switzerland

V.92-55663

o Lo N _b\, ‘/[{lnféu (A




Table of content

Page

Introduction 3
1. Competitiveness: The Key Requirement

for Sustainable Profitability 4
1.1 Market Definition . 4
1.2 Building up Strategic Business Units (SBU) 5
1.3 Awareness of Relevant Success Factors 6
1.4 Definition of Competitiveness 8
2. Market Changes and Global Challanges 9
2.1 Decre=asing Importance of Traditional

Production Factors 10
2.2 Saturated Markets and Overcapacities 11
2.3 High Indebtedness of Nations, Firms and

Private Households 13
2.4 Changing Competition 14
3. The "Diamord" of International Competitiveness 17
3.1 Determinants of Competitiveness 17
3.2 Factor Conditions 19
3.3 Demand Conditions 20
3.4 Related and Supporting Industries 22
3.5 Firm Strategy, Structure and Rivalry 24
3.6 Interrelations Among Determinants 24
4. Building up Successful Clusters for the Capital

Goods Industries of Latin America 26
4.1 Basic Requirements for Sustained Competitiveness 26
4.2 Identification of Competitive Clusters 2
4.3 Support of Associations and Government to Industry 29
5. Strategic Approaches for Sustaining Competitiveness 31
5.1 Guidelines for Strategic Management 32
5.2 Methods for Strategic Thinking 34
52.1 Generic Strategies of Porter 34
52.2 Experience Curve and@ Portfolio Analysis 38
52.3 PIMS 41
52.4 Time-based Competition 45
6. Ideas for Action 49

10 Thesis to Improve Competitiveness 51

Bibliography 52




Introduction

The paper presented here will serve as a framework for a
discussion of the competitiveness of Latin America's capital
goods industry. Experts from several countries will discuss
this paper and contribute to an examination of the subject (25
- 27 March 1992 in Sao Paulo).

The points covered in this paper and the results of the
discussion will then be incorporated into a background paper,
which will be presented at the GAEX-meeting in November in
Caracas.

The objective of this paper is to investigate how
competitiveness is influenced in a changing world and o
support existing efforts to increase the competitiveness of
Latin America's capital goods industry.




1.1

COMPETITIVENESS: THE KEY REQUIREMENT FOR SUSTAINABLE
PROFITABILITY

Competitiveness may be measured in different ways: market
share, productivity, or by some factor which indicates a
preference to buy one product or service over another.
Whichever method is chosen, a comparison with competitors
is always necessary and it is, therefore, critical to
identify the relevant competitors.

A sustainable profitability is the primary objective for
every firm, and the basic requirement for this condition
is a sustainable competitive advantage. Competitive
advantages are based on customers' values, which have to
be derived from the relevant success factors in the
respective market segment. The better customers' values
are matched (the greater their benefit), the higher the
relative price or market share and the more profitable
the firm.

Market Definition

The first step to competitive advantage is to target
specific markets. The target market(s) must be analyzed
and its approach must be planned: marketing expenses,
sales forces, distribution networks, advertising, etc.
must all be considered. This market may be defined
geographically or according to criteria such as target
groups or product functions. Further, a particular
product may be produced at differcnt levels of quality,
directed to different segments of the market.
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The definition of the market is a management decision
with 1large implications for profitability. The smaller
the market segment, the higher the specialization and the
smaller the market volume. In the automobile industry,
for example, there are producers of luxury cars (Rolls
Royce), sports cars (Ferrari or Porsche), expensive
limousines (Mercedes Benz or Jaguar), or recreational

vehicles an¢ small cars (Jeep or Hyundai).

These different markets demand different products, use
different marketing approaches, have different production
tools, different main functions and, therefore, different
competitors.

Competitors are relevant within the same market and the
same market segment, and to identify the relevant
competitors it is necessary to define the target market.
But the target market cannot be defined just by looking
at the market side. Only the combination of a
product/market segment shows the relevant determinants of

that segment. This strategic approach is the first step
towards a consistent business strategy.

Building up Strategic Business Units (SBU)

The strategic business unit is an independently
manageable business which consists of a relatively
homogeneous product/market segment. A firm can have one
or more SBU's, allowing an autonomous planning process
and plausible cost and investment allocation. The
strategies and activities of one SBU can, therefore, be
considered independently of other SBU's.




1.3

The strategic business unit is the ~organization to
compete with - not a single organizational function.
Competitiveness consists of a group of supporting and
operating activities with very different ranking in order
to best fulfill the customers values. That means that the
whole organization has to be directed toward a defined
product/market segment and that all activities within the
value chain affect competitiveness. Optimizing business
processes is more relevant to competitiveness than
optimizing single factors.

The SBU gives the basic determinants for the judgement of
competitiveness - the definition of a product/market
combination within which comparisons with competitors can
be made. The question now is: Which firm serves it best,
and why?

Awareness of Relevant Success Factors

There are no standard success factors, but there are
important groups into which factors can be classified
(quality or price, for example). There is a ranking of
the success factors, and this ranking, or the factors
themselves, can change in time within a market segment
into evident single success factors.

A success factor is not an independent single function
but is the result of interrelated activities within an
SBU on specific issues.




The following table shows an example of_how such success
factors can be defined and ranked:

Product/Market Segment: Middle class car

Ownpositicn
Relevent Tocday’s egeinst p’endencycf Strategy
Sriccess factors mportance | competitors freortance | pricrities
11 213 e 1vjo+1+211123 3485
workmenship
constance of quality
Quality anty
ciretion of e
sales price
. discounts
Price meintenance costs
resale price
Celivery time
Time model cycles
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Success factors can, for instance, be found by a market
survey, as we have done with a big capital goods producer

in Switzerland.

It is very important to have actual data, and results of
such a survey may be used. as criteria for new
product/market segmentations. As an example, a special
vacuum pump was used in laboratories or in packaging
machines. The customers' needs were completely different
and led to completely different market approaches for the
same basic product. It was found that in only one of the
two segments had the company a real competitive
advar tage, and should rather concentrate on upgrading
these advantages rather than split their forces.

Definition of Competitiveness

Competitiveness shows the position of a firm relative to
defined competitors and is based on the relevant and
rated success factors of a defined and actively-served
product/market segment (SBU).




MARKET CHANGES AND GLOBAL CHALLENGES

Competition has become global in more and more industries
and there has been a dramatic change in competition.

The classical theories of Adam Smith and David Ricardo
rely on the influence of the so-called factors of
production: natural resources, labour, land, and capital,
which influence predominantly the flow of international
trade. A nation will export those goods of which it has a

comparative advantage over other nations.

These differences in factor costs played an influential
role in industries which were emerging at the beginning
of the industrial age, but they are no longer sufficient
to explain today's trade flows. The assumptions upon
which those theories were based- increased gain through
economies of scale, an unlimited availability of
technologies, and the immobility of capital and labour-
are no longer entirely valid. The market place has become
more complex and can no longer bte explained by the

classical theories.

In addition, the actual international market situation
shows - above all in the capital goods industry -
saturated markets and overcapacities. This situation is
linked to the high indebtedness of nations, firms and
private households. This tendency toward debt
accumulation is copied by entrepreneurs, resulting in big
challenges to defining a firm's right strategy.




Decreasing Importance of Traditional Produoction Factors

Governments and industries have influenced in the past,
and still influence, single production factors to improve
their competitive position in an internatioilal
environment. Labour costs are fixed, interest rates are
politically influenced, and trade barriers are introduced
to become or stay competitive. There are also direct
subsidies in many forms, promoted by industries and their

pressure groups.

Does all this tampering with factors help a nation become

more competitive in an international environment?

We can diagnose a trend towards the globalization of
markets where capital and qualified labour have become
very mobile, knowing no borders. While immobile factors
must concentrate on the best possibility within a
country, mobile factors 1look for the most attractive

locations on an international basis.

Single factors, 1like the cost of capital or labour, are
very vulnerable because they can chance quickly in
relation to other countries. Basing a comparative
advantage of an industry on those factors would,
therefore, be highly unstable.

On the other hand, there are globally-competitive
industries, like the Swiss chocolate industry, which rely
neither on cheap labour nor on natural resources. Other
explanations have to be sought to explain the
competitiveness of such industries. The Swiss chocolate
industry, for example, emerged through the know-how
imported from northern 1Italy but above all through

process innovations made by Swiss producers.




Today, thes importance of knowledge -and skill have
increased dramatically to match quality requirements.

Saturated Markets and Overcapacities

Many markets show signs of saturation (for instance, the
Italian automobile market). This market was already
saturated by well over 90% in the mid-eighties and future
growth will, therefore, be very limited. The automobile
industry is a major industry and has a great impact on
the economy as a whole. We notice today the same
saturation in the automobile market in other European
countries and an overcapacity in that production sector.
Overcapacities have always created a high pressure to
rationalize and increase productivity, as well as
pressure to lower prices. Entrepreneurs normally first
try to reduce costs and to push up productivity on
existing plants rather than look for innovations and new

products.

Since today's situation is similar in all industrial
countries there is no possibility to substitute 1losses in
one market by gains in another. Of course, there are not
saturated markets in developing countries but, due to the
lack of finance, these countries cannot relieve the
problem.

History shows that every fifty to sixty vyears,
technologies fundamental to the industries of developed
nations undergo a drastic change. One exampie of this
phenomena would be the progression of wood, coal, oil,

and gas as the primary energy source in the US.




In the early forties., crude oil emerged, strongly linked
with other industries like the automobile or chemical
industry and now gas is becoming more and more important.
The same trend can be shown in shipbuilding, where
sailing boats have been substituted by steamers and now

motorships are substituting steamboats.

New forms of techaology are usually known a 1long time
before they become dominant, or even reach a market share
of 50%.

Most entrepreneurs are attached to well-known
technologies in wuse and are unwilling to invest at an
early stage in new technologies. Once the market is
saturated, prices come under pressure and the
uncertainity of the market places an additional obstacle
to investments in new technologies. Furthermore,
entrepreneurs are often unwilling to accept a structural
decline of a well-known and broadly-accepted technology,
extrapolating more or less the growth rates ofi the past.
In a situation of saturated markets and structural
unemployment due to rationalization, a minor recession is
all that would be necessary to produce a deep crisis. It
is often in such situations where entrepreneurs take
their last chance to invest in innovations and start a
new trend. In such a development, investments are
necessary. The availability of necessary finances are
vital for new potential, whereas availability of new
technology is of secondary concern.




- 13 -

2.3 High Indebtedness of Nations, Firms and Private

Households

Never before have the debts of nations been as high as at
present. And if we are talking of indebtedness we are not
concentrating only on developing .countries but on the
industrialized world. In spite of the good economic
situation, the indebtedness of most western countries has
increased significantly. Even in countries where the
government has tried to realize a restrictive household
policy (for instance, Germany), the interest share has
increased from 9% of GNP in 1982 to 11% in 1989. The
expected share f~c 1992 is 12.8%.

The consequence of high indebtedness of nations is a lack
of investments necessary for its future prosperity. In
times of high inflation rates, high interest rates, and
declining consumption, investments are difficult to
justify.

Not only nations, but firms and even private households,
have increased their indebtedness. Whether we look at the
saving and loan banks in the United States, or at the
degree of bankrupty in Switzerland, both are indications
of prcblems in the global economy. A comparison of the
liquidity of big US companies between 1929 and 1987 shows
a dramatic difference.
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Liquidity of US companies 1929 and 1987
(in % of short term liabilities)
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Private households show a similar situation, because in
the 80's it was cheap and easy to get credit for
consumption.

In such an economic situation, competition and the rules
of the market place in the nineties will no longer be
those of the previous years.

Changing Competition

Some of the traditional factor costs can shift from one
nation to another, the impcrtance of labour has declined
in favour of knowledge and skill, and natural resources
have partly been substituted by new materials. Of course
natural resources remain important for industries
depending on it but in many industries - above all in
those demanding highly skilled employees and
sophisticated technology - the position of traditional
factor costs has weakened significantly.




Competition is no 1longer based solely- on traditional
factors which are similar only among advanced nations,
but also between advanced nations and many developing

nations.

Competition has also changed because firms compete more
on an international basis, buying and selling outside
their own markets and forming alliances with firms in
other countries to strengthen their export position. The
access to comparative advantages of other nations has
been lowered. By forming free trade areas, market entry
barriers have been lowered.

Under these circumstances, can we deny an influence of a
nation on the competitive position of a firm? Our
competitive advantages are surely the result of a firm
strategy?

If we are 1looking at certain irdustries or certain
product/market segments, we can state that some leading
industries are concentrated in specific nations and for
vyears defend their competitive advantages out of that
environment. There must be an explanation why Japan is a
leading producer of copiers, Switzerland dominates the
market of vitamins, and the United States is number one
in commercial airplanes. To answer that question, Porter
has designed four groups of determinants at an industry
level which result in the so-called "diamond" of

competitive advantage.




It assumes that competitive advantages cannot be
explained just by the consequences of traditional
production factors, that competition is a dynamic
evolutionary process, that innovation is a main source of
competitiveness, that national conditionS'fallow the
strategic positioning of activities on different sites,
and that firms do not adapt themselves just on given
conditions, but play an active role in building up
competitive advantages.
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THE “DIAMOND" OF INTERNATIONAL COMPETITIVENESS

Determinants of Competitiveness

Much of what follows will rely heavily on material from
the book "The Competitive Advantage of Mations", by
Michael E. Porter, Professor of Harvard Business School.

Porter has developed a new paradigm of competitive
advantage, based on industries and related to the
national environment on one hand, and the firm's strategy
on the other.

Porter identified four major attributes which create the
context for competitive advantage in an industry. This
context is considered to be a national one (for instance
currency, laws) but could also be a local or regional
basis. These four determinants are:

(1) Factor Conditions:

- the availability of labour and its level of skill,

infrastructure, etc. for a given industry

(2) Demand Conditions:

- demand for the industry's product or service

(3) Related and Supporting Industry:

- presence/absence of related and supporting industries
that are internationally competitive




(4) Strategy, Structure and Rivalry:

the nature in which companies are created, organized,
and managed, and the nature of domestic rivalry.

Those four attributes may be placed as shown below, to

form the determinant "diamond".

FIRM STRATEGY,

RIVALRY

The Determinants of National Advantage
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Each of the four determinants has an influence on
competitiveness and all reinforce each other. Every
competitive advantage based only on one or two of these
determinants often proves unsustainable, because
international competitors can circumvent it. On the other
hand, it is not necessary to achieve advantages in every
detexminant. The interplay of advantages in different
determinants causes benefits which are hard to overcome
by foreign competitors.

Beside these four determinants, chance and government
influence an indusrry's competitiveness. Chance is
outside the control of industries and includes
technological breakthroughs, the influence of conflicts,
or a change in behaviour on the part of customers.

The government can influence the different determinants

by regulations, investments, purchases, or supports in

different ways. Only a planned influence of the
government, however, will 1likely support the national
diamond.

In the following, we shall explain the different

determinants as single influence factors and as a whole

system.

Factor Conditions

Factor conditions refer to the presence of the
traditional production factors such as human resources,
natural resources, capital and infrastructure. It is
further useful to make a distinction between basic and

advanced factors.




Basic factors: natural resources, unskilled 1labour,
location, and capital, among others.

Advanced factors: highly-trained human resources,
sophisticated communication networks, and research

facilities, among others.

In the capital goods industry, basic factors tend to be
less important for competitive advantage than advanced
factors. Advanced factors, on the contrary, require large
and sustained investments to develop and are, therefore,
much harder to copy. As a result, such advantages are
more sustainable and more important for competitive
advantage. Advanced factors have to be continually
upgraded to maintain such advantages.

Demand Conditions

Demand conditions have a strong influence on a firm's
activities and Porter distinguishes three significant
attributes:

(1) The composition of demand in the company's home
country.

This composition influences a firm in three ways:

- by demanding particular varieties of a product

- by anticipating buyer needs

- by pressuring firms to meet certain standards and
to innovate constantly
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(2) The size and pattern of growth in the whole market.

(3) The mechanisms by which a preferences of the home
country are transmitted to foreign markets.

If local buyers are sophisticated and demanding, they
T will pressure companies to have high standards and to
continually improve their products. Asking for the best
quality encourages firms to match these objectives.
Beside, if home buyers anticipate needs in other
countries, home firms may get the 3jump on foreign
competitors. If, on the other hand, home buyers are slow
to accept new ideas, firms may, in fact, be at a
disadvantage in such a market segment.

The particular needs of a nation may promote and
encourage certain industries. Finland is, for instance, a
world leader in the market segment of ice breakers but
does not compete in the world market for other ships.
Being recognized in a defined market segment makes it
harder for competitors to overcome this advantage. Home
market size is important as a starting point for
establishing an international reputation, based on R & D
expenses, production and process technologies, or high
frequencies c¢f innovation. Even more important than the
size is the growth rate of the home market. A high growth
rate stimulates investments and innovations.




Related and Supporting Industries

Industries tend to succeed, not in isolation, but in
groups of related and supporting industries called
clusters. A group of supplier industries, for example,
competing with one another, provides efficient, rapid and
convenient access to their products. Buyers, in turn, are
attracted by these advantages and stimulate the
suppliers. This relationship of mutuval stimulation helps
all companies in the cluster: the efficiency of supply
channels are dramatically increased; access to
information, ideas, and innovations 1is gquick and
convenient; and markets gained by one firm often make it
easier for another tc enter (for example, the success of
the computer hardware industry was closely followed by
computer software industry). The coordination between
industries raises efficiency and spreads the results of
research faster. R & D  in one industry, for example,
usually benefits others and, by being part of a cluster,
this process is quicker and more efficient. The bottom
line is that clusters improve the process of innovating
and upgrading, giving competitive advantage. The
following page shows an example of a cluster.
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Firm Strategy, Structure and Rivalry

The strategy and structure of a company are determined by
the people within that company and, hence, by their goals
and by the society which formed them. In other words, the
structure of industries within a nation will be affected
by the values of that nation’s society: attitudes toward
authority and education, for example, or the prestige of
certain professions.

Nationally prestigous professions always attract the
highest quality human resources. Attaching prestige to
science and engineering is the best way to upgrade
industry, because these professions provide the greatest
boost to innovation.

Rivalry is also an important boost to innovation.
Industries are pressured to upgrade and develop new
products. A wider range of products and processes is,
therefore, available to other industries at the lowest
available costs and highest quality.

Interrelations Among Determinants

All determinants influence each other but not necessarily
to the same degree. Domestic rivalry, in fact, seems to
have the largest impact on the other three determinants:
it stimulates development of human resources and
technologies (factor creation), continual product
development (creating sophisticated purchaser demands),
and provides a wide range of products and technical
support to related and supporting industries.




The influences of the other three upon each other are not

as great. 3Supporting and related industries stimulate new
products and ideas (factor creation), create inroads for
demand (i.e. - Swiss watchmakers provided a reputation
that improved demand for Swiss precision mechanical
goods), and stimulate competition. In fact, related and
supporting industries often enter certa:na markets and

increase rivalry in these markets.

Factor conditions usually stimulate the other three by
factor creation mechanisms. Universities, for example,
attract students who later use products and technigues
with which they are familiar (demand), and also develop
knowledge and technology (supporting and related
industry).

Demand draws resources into factor creation, creates

competition, and supports many related industries.




BUILDING UP SUCCESSFUL CLUSTERS FOR THE - CAPITAL GOODS
INDUSTRIES OF LATIN AMERICA

Basic Requirements for Sustained Competitiveness

The fundamental requirements for sustained

competitiveness are:

- basing the strategy on actual and relevant success
factors;

- continual improvement, innovation, and change;

- including the entire value chain;

- upgrading and defending advantage sources; and

- having an international approach to strategy.
I1f these requirements are not present, competitive
advantage will not be sustained. Identifying the relevant

success factors is crucial to a strategy.

Continual innovation must be applied to every activity in

the wvalue chain: marketing, production, training,
organization, etc., not just the adaption of new
technologies.

Involving the entire value system means close contact
with suppliers and channels. Competitive advantage arises
through the reconfiguration and management of the entire
value system. Modifications must be continually made
within an overall strategic context. Additionally,
advantage sources must be upgraded. Basic factor costs,
such as labour costs, are not long-lasting advantages.
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Advantages can only be maintained by upgrading (by using
newer processes or producing higher quality goods,
advantages that cannot be so easily copied). Finally, an
international approach to strategy must be taken. Merely
operating internationally is not an international
strategy. Rather, having an international strategy refers
to international sales, having activities in other
nations, and coordinating activities on an international

basis.

Identification of Competitive Clusters

The home nation of a firm has a strong influence on how
the firm operates and the markets it pursues. A nation,
for example, may have a large market for a certain
product, thereby giving 1local firms an advantage in
industries built around such a product. Other ways in
which the home nation affects an industry include the
presence or absence of sophisticated suppliers and
buyers, research facilities, and relevant factor costs.

Nations with low cost advantages will be home to
industries built around natural resources or which are
not capital-intensive. Nations with a large pool of
specialized human resources, sophisticated local buyers,
and world-class supplier industries will be home to
high-technology industries which produce high-quality
goods and services. Identifying the benefits of a nation,
and thus the industries its environment favours, may be
assisted by answecring the questions posed on the
following page. It should be kept in mind@ that those
questions should be answered with an eye to future,
rather than past, conditions.




Favorable Home Base
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Choosing Industries and Segments for Which the Nation Is a

FIRM STRATEGY, STRUCTURE,

AND RIVALRY

* Does the style of management and
prevailing types of organizational
structures in the nation matc’, industry

needs?
* What types of strategies exploit national
norms of organization?
* Does the industry aftract outstanding
talent in the nation?
* Do investor goals fit the competitive
needs of the industry?
* Are there capable domestic rivals?
FACTOR CONDITIONS DEMAND CONDITIONS
* Does the nation have particularly * Are the nation’s buyers for the industry’s
advanced or appropriate factors of products the most sophisticated or
production? In what segments? For what  demanding? In what segments?
strategies? * Does the nation have unusual needs in
* Does the nation have superior factor the industry that are significant but will

creation mechanisms in the industry (for
example, sp:cialized university research
programs, outstanding educational insti-
tutions)?

* Are selective factor disadvantages in the
nation leading indicators of foreign
circumstances?

likely be ignored clsewhere?

* Do buyer needs in the nation anticipate
those of other nations?

* Are the distribution channels in the nation
sophisticated, and do they fcreshadow
international trends?

RELATED AND SUPPORTING

INDUSTRIES

* Does the nation have world-class supplier
industries? For what segments?

* Are there strong positions in important
related industries?
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Support of Associations and Gevernment to Industry

Industry is supported in many ways: education and
training, science and technology, infrastructure,
information, and government subsidies. Governments play a
role in all kinds of supports. For the most part,
however, government's role should be kept indirect,
mainly as a stimulus and support for industry activities.

Education and training is one aspect of industrial
support in which governments play a 1leading role. To
attain more sophisticated (sustainable) advantages, human
resources must be continually upgraded, standards of
training must be high, training must be promoted (i.e. -
apprenticeship programs), and there must be close contact
between industry and research centers or universities.

Science and technology must also be promoted. Because
pay-offs on investment on R & D do not come soon,
government encouragement is vital. An effective science
and technology policy would include the following:

(1) A good match between the nation's competitive
advantages and its efforts in science and technology. If
a nation's world-class industries are in the optics
sector, research related to optics would be more

productive than research in waste management.

(2) Emphasis should be placed on research universities
rather than government laboratories. 1In this manner, new
graduates have been exposed to the latest developments.
Also, the more casual atmosphere of the university allows
information to be diffused more readily.
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(3) Research within firms should be promoted. They know
the industry's needs best and are better able to direct

innovations.

Good transporcation and communication are prerequisites
for competitiveness. Of more importance is the presence
of an adequate supply of low cost capital for upgrading
investments. In addition, this capital must be directed
to investments with the highest productivity. At the same
time, information identifies opportunities and threats.
It takes many forms, technical publications, conferences,
government statistics, and allows trends to be recognized
and firms to react.

Finally, subsidies are generally harmful to competitive
advantage. Adjustment and innovation are usually delayed
rather than promoted. And subsidies usually come with
conditions (i.e. - plart location). ConseJjuently,

flexibility is limited and innovation dampened.




STRATEGIC APPROACHES FOR SUSTAINING COMPETITIVENESS

Balance sheets and profit/loss statements are the most
popular means of judging the financial performance of a
firm. But a firm's financial standing gives no idea as to
its strateqgic position. They generally reflect past
performance, whereas strategic position should give an
indication of how competitive the firm will be in the

future.

Being under the pressure of daily operations, managers do
not devote enough attention to planning strategies to
secure their firm's future. Strategic management,
therefore, needs time, commitment, and reliable, relevant

information.

Strategically-relevant information is often not
systematically collected and analyzed. A survey in
Switzerland shows a substantial information deficit

regarding markets and new technologies.

Most firms know their direct competitors quite well but
are not aware of technological developments outside their
markets and their industries. Here, industry associations
can help by providing reliable and relevant information.
In the following, we concentrate on firms' strategies and

deal with methods for strategic thinking.




Guidelines for Strategic Management

There are well-recognized guidelines to follow in
planning and implementing strategic management. These
guidelines do not depend on specific methods of strateqgic
planning but are valuable generally and are valid
independent of what method is used.

Strategic management is different from

- inflexible long range planning which extrapolates
trends of the past into the future.

- uniform and so-called "fair" dispersion of finances
to all activities of a firm.

Strategic management bases on

- an accurate judgement of the situation and
development in the relevant product/market segments
and the firm's environment (for instance, market
growth, technological trends, competitor situation,
and so on).

- a market-oriented judgement of strengths and
weaknesses based con knowledge of the relevant success
factors.

- a realistic judgement of future expectations in the
different product/market segments (SBU's), and a
timely recognition of new chances and risks.
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Strategic management concentrates forces

- to determine so-called "points of crystallization"
which are crucial for the development of a firm.

- to recognize declining product/market segments with
unattractive profit potential from which the firm must
divest.

- to identify new product/market segments with attractive
growth rates and profit potential.

Strategic management gives product/market-oriented
guidelines

- for an active adjustment of the firm and their products
and services to the changing markets.

- for the concentration of activities toward a common
goal.

- for a dynamic operative management.
Strategic management focuses on the relevant success

factors of the strategic business units and dedicates
high attention to the continual monitoring of these

factors.




Strategic Managewent uses state-of-the-art strategic
planning methods. For instance

- learning curve and portfeclio method

- PIMS concept (Profit Impact on Market Strategies)

- generic Strategies and analysis of the value chain
(Porter)

- Time-based competition

- "Diamond" of Competitive Advantages

In the following, we concentrate on the basics of the
above-mentioned strategic methods. It will be one of the
tasks of the round of talks of experts to determine
further work to be done in relation to the available
strategic methods.

Methods for Strategic Thinking

Generic Strategies of Porter

In his book "Competitive Advantage" (1985), Porter relies
on the so-called ''generic competitive strategies'”. These
strategies consist of a matrix based on “competitive
scope” and "competitive advantage". Porter sees two basic
types of competitive advantage, relying on either cost
advantages or on differentiation. All the relevant
success factors ultimately have an impact on cost or
differentiation.




These two basic functions are combined with the scope of
activities, which can be broad or narrow. Brocad or narrow
scope 1is equal to a broad or narrow defirition of the
market. A narrow target will be a specific product/market
segment whereas the broad target will be an overall
market (which ultimately must be properly defined as
well). A narrow target will result in a focus strategy,
either on cost or differentiation.

The following matrix shows the position of the three
generic strategies:

COMPETITIVE ADVANTAGE

Lower Cost Differenuation
Broad . . -
. 2. Differentiation
Targer 1. Cost Leadership eren
COMPETITIVE
SCOPE
Narrow 3. Cost Focus 3B. Differentiation
Target Focus

Three Generic Strategies

Due to the specific actions to be taken to follow a
generic strategy, actions vary widely between industries.
The message of this model is that a choice must be made
between concentrating on costs or concentrating on
guality.

These two basic strategies demand different company
cultures and, therefore, a wmix of the two is not

recommended.




SUPPORT

ACTIVITIES

To have cost and differentiation advantages at the same
time is inconsistant. It all comes down to a definition
of the target market and the influence of other
activities along the value chain. A company can have a
cost advantage but lose that advantage through higher
marketing costs in specific - markets or higher
infrastructure costs in other markets. The generic value
chain can be structured in support and primary
activities:

-
FIRM INFRASTRUCTURE \

! [
HUMAN RESOURCE MANAGEMENT
1 1

y

] i
TECHNOLOGY DEVELOPMENT
! i

] ]
{ PROCUREMENT]

.
INBOUND OPERATIONS OUTBOUND MARKETING SERVICE S
LOGISTICS L.OGISTICS & SALES
\ 7

PRIMARY T\C"VITIFS
The Generic Value Chain




The basis of a value chain

is the strategic business
unit. Within airline services there are big differences
for

between, instance, a national carrier and a charter

company. The difference between competitors is the main

source of competitive advaatage. The following table
shows alternative value chains for airlines:
Ticker T )
CounTir GATE AIRCRAFT On-Boanro BAGGAGE TICKET
Ort:raTIONS Ort:raTions OrERATIONS ServiCE HANDLING OFriCES
Trunk Full service Full servme Purchase wew Full service Free baggage Txcket offices
Airlines aircraft checking in down-
Union pekots town loca-
tions
No-Frills Sccondary air- Sceomdary airpewts Unad aircralt Nonunion flight Provide carry- None
Carriers wts and fcr- and tcrminals Ihgh-density attendants on space
minals First come, St saating Snack oaly or Charge for
No ticket scrved ing N. pikts no mals checked
cuunter (o No ticketing at Senller crews Charge for foud baggage
check-in only) gates and more fly- and drink No interline
Purchase tickets ing hours per served baggage
on boanl the day
aircraft or

from machines

No interfine tick-
<ts

Few (are opinms

In analyzing cost advantages, the dynamism of the cost
So the

have to be analyzed,

factors have to be taken into account. size and
growth of the related activities

including the cost behaviour of the activity.

In addition, it is useful to analyze the typ2s of costs
and to identify the development of fixed and variable
costs.

A differentiation strategy depends first on
the

purchasing criteria of the

identifying
success factors. The

should be linked with
the possible influences in the value chain.

buyer and the relevant

buyer
Then existing
can be

and of differentiation

potential
identified and the

which creates the most value for the buyer can be chosen.

sources

configuration of value activities




5.22 Experience curve and portfolio analysis

By the end of the sixties, the Boston Consulting Group
had developed the so-called "Boston effect" which is
based on a learning curve. The learning curve has an
influence on all value-added activities and today - after
a lot of further investigation - it is generally agreed
that each doubling of production 1leads to a cost
reduction of about 15% in the value added.

The effect of that 1learning curve can be applied to an
industry as a whole or to a single firm.

The Boston Consulting Group identified two influence
factors on a learning curve: the growth rate of a product
and the market share.

The growth rate is of importance because, in a saturated
market with low growth, the doubling of production is
only possible over a long time period and the respective
cost reduction is, therefore, less important. The larger
the market grows, the stronger the influence on cost

reduction.

The market share is important because the market leader
has the advantage to double his production in shorter
time intervals than his competitors. He has then the

choice to have higher actual earnings or to invest in
future market share.




The following portfolio shows this relation between
market growth and market share, and the positioning of
the four basic positions. These positions we can refer to
the product life cycle concept, where the question mark
products are in the phase of market introduction, the
star products are in a high growth phase 1like the
question marks but with the difference of high market
share. Cash cows rely to saturated markets and are the
cash producer of a strategic business unit. Dogs are in a
declining phase and have to be sorted out earlier or
later.

high
Question
Star mark
Market
Growth
Cash
Cow Dog
ow
high fow
Market Share

In developing the portfolio method further, the term
"market growth" has been substituted with "market
attractivity” and '"market share" has been substituted
with ‘'competitiveness". This substitution implies a
future-oriented view of a business and also includes a

dynamic aspect.




Market attractivity includes, for instance, market

growth, market volume, competitive structure, innovation
potential of that market, and market entry and exit

barriers.

Competitiveness includes the firm's market share and its
relevant strengths and weaknesses in comparison to
competitors. These advantages and disadvantages have to

be judged from the point of view of potential buyers.

In this portfolio of market attractiveness and
competitiveness we can now compare different strategic
business units and draw conclusions upon the promotion or

deletion of strategic business units.

Mariet attractiveness
high low
high
Questicn
Stear I
Competitiveness
Cash
Cow Deg
w
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52.3 PIMS

The PIMS method has been developed by the Strategic
Planning Institute and relies on empirical data from a
large data base. Over the 1last 20 years, PIMS has
analyzed the influence of more than 30 basic factors on
the profitability of firms.

The PIMS data base shows a close relation between market
share and return on investment, as can be seen in the

following graph.

%

Return on
Investment
(Pretax)

#5
or Worse #4 #3 #2 #1

Market Share Rank

ROI Increases with Market Share Rank

Reasons for such higher profitability include, for
instance, market power, the economies of scale and the
lower ‘'personal risk" of a buyer. A common underlying
factor could also be the quality of the management which

is responsible for the result of that high market share.




Another strong relation has been found between qguality
and profitability. The higher the relative quality - the
quality against competitors in a defined product/market
segment - the higher the profitability. This leads to the
conclusion that differentiation strategies or focus
differentiation will, for most industries, pay out more
than cost leadership. The following graph shows generic
positions within a relative price/relative quality
matrix:
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The following value map shows the relative positions of
American and Japanese cars in the American market. The US
auto makers probably wanted to get higher customer
benefit only by price discounts, a strategy which turned
out to be not very successful. This result underlines
again the risk of basing a strategy solely on price

advantage.
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In the following we show the main influerice factors on
profitability and therefore on competitiveness:

The eight strategic main factors:

1. Investment intensity
Definition: investment/value added
High investment intensity is alway negative for
profitability.
The following table shows the capital intensity for
selected companies, comparing fixed capital to sales
to working capital to sales. Note how the average ROE

is highest in industries which are not capital
intensive.

Cepitcl Intensity Can Upset the Applecart

Fized Capital Intensive Intensive in Soth Fixed and
Working Capital
Average ROS = 8%
Average AGE = 4%
Awtings ROE
Oent [X) Mining a0s
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Sun Comaany 11.3 Monsanic [ R}
Tennezd 1] ML IRCusines 22
Tezss Zasien 118 Penwait 8.3
Pacer
miernanonai Paser $3
Mesa 39
Scant 9.7
Terecammuncaions
ATEY 10t
G E 2.
Unitez Tetessm A HA
Fixed 62%s
Caoital
to Saies gy,
Not Capital Intensive Working Capital intensive
Average AOE 5 14% Average AOE = 1€
Aetat Focd Crams nce Apparel 2
Rrogar Co. wé Hantmars Cora. 132
Lucay $iores 1”3 Mannaitan InCust 7
Ssteway Stores 130 Pruitizs Van meusen ws
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Low Susermanats General 179 harder § Row 92
Ciner Setanes MougTHon Mt \}3)
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Working Capital / Sales

Capital ;~tensity and Aftertax Peofitability for Selezted Cormparies

Nore. T'- 3aia are lour-yénr averages taken from the ‘Compuu‘a‘l d3:a base, 1952-1985.




Productivity
Definition: Value added per employee

High productivity is always positive, it is
absolutely necessary in businesses with high capital

intensity.

Relative market share

Definition: The firm's market share compared to the

market share of its three main competitors

High relative market share is always an advantage. It
is especially important in businesses with high
market expenses, high R & D expenses, or in times of
recession.

Growth rate of the served market

A high growth rate is positive for absolute profit,
neutral in relation to relative profit, and negative
in relation to all cashflows.

Relative quality

Definition: Share of sales for products of superior
quality minus share of sales for products of inferior
quality to competitors.

A high relative guality is positive for all financial
data and it is compelling in low market share
businesses.
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6. Frequency of innovation
Definition: Share of turnover of products not older
than three years.

A positive impact on turnover but wusually only in
high market share businesses.

7. Vertical integration

Definition: Value added/sale
Positive 1in stable and saturated markets, negative in
markets with high growth or decline.

8. Profile of buyers
Definition: Share of direct buyers which account for
50% of sales

Depends upon the industry. A small number of buyers
is generally more profitable, but depending wupon
their bargaining power.

The PIMS experiences are a very useful tool %o define
strategies and to allocate resources for the highest

possible impact on competitiveness.

Time-based competition

Georges Stalk jr. and Thomas Hout show in their book,
"Comp=ting Against Time'", the impact of time on
competitiveness. More and more, time becomes a decisive

instrument in competition.
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This new dimension in strategy includes faster lead times
and faster time to market with a high flexibility and
reduced costs.

The result of time-based competition is shown in the
following table in a comparison between the lead times of
two big automobile factories, a Japanese one and a
western one:

The New Pace of Competition: World-Class Automobile

Companies

Representative Cxcle Times
Value Provided Western Japanese
Sales, order and 16--26 days 68 days
distribution ' '
Vehicle manufacturing 14-30 days 2-4 days
New vehide design and 4-6 vears 2Va-3 years
introduction ) ’
Median age of product 5 years 3 years
offering

The average age of the models shows that the Japanese are
much faster in developing new models. The Japanese
automobile factories need 2 1/2 to 3 years, the western
ones need 4 - 6 years. The result of such a strategy can
be easily appreciated by the well known proverb "time is
money'”. The development of a new car model needs an
intensive cooperation with many suppliers. It is,
therefore, more and more important to cooperate strongly
with efficient suppliers and to set standards in terms of
quality and time.
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What can be reached by "Just In Time" concepts can be
shown with a few examples:

Time and Bustness

Typical Improvements in Production Flow Times

Percent
Before After Reduction

Japan

Washing 360 hours 2 hours 99
machines
(Masushita)

United States

Motorcycles 360 days < 3 days 99
(Harley-
Davidson) :

Motor 56 days 7 days 88
controllers

Elecaric 24 days 1 day 96
components

Fadar 22 days 3 days 86
detectors

These results have not been reached just by improvements
in manufacturing. In a few cases the 1lead time in
manufacturing is 1less than 10% of the total lead time.
This implies the reduction of total 1lead time, which
indicates a high flexibility in all functions of a
business.

Faster lead time is, above all in the capital goods
industry, of growing importance and is not only a
significant advantage in the market place, but is also a
significant cost reduction factor. Success in time-based
competition goes to the company which can offer a good
performance within the least possible time. This leads to
higher productivity, higher prices (due to additional
functions), reduced risk, and higher market share.
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A strateqy based on faster lead times needs an adequate
organization and investments. Only with an integrated
structure - which could be based on CIM (computer
integrated manufacturing) - is it possible to improve
significantly the lead times and flexibility at the same
time.

A time-oriented competitor has to concentrate on buyers,
which are ready to pay higher prices for faster delivery.
The advantages against competitors must be significant in
terms of time, and the ranking of time in the chosen
market segments must be given priority.
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Ideas for Action

The ideas for action will be the results of the
discussion at the expert meeting. Relying on the above,
we have to analyze the existing and emerging industries
in the capital goods sector in Latin America and to judge
their competitiveness on an intermational 1level. To do
this we need the assistance of the respective industry
associations and the cooperation of entrepreneurs and
managers. No nation can be internationally competitive‘in
all industrial sectors and, therefore, we have to decide
on what industries we are going to concentrate - and

whether on a national or regional basis.

The next step could be to implement strategic planning
processes in individual firms and to assist and support

managers in making the right decisions.
The implementation of strategies and the management of
strategic business units could be another point of

concern.

This 1is not a sequential plan to follow but a 1list of

-subjects of major concern which should be treated on the

whole and on different levels.

In a short form these activities could be defined as

(1) choosing the right industries

(2) choosing the right strategies

(3) implementing and managing sustainable and competitive
advantage
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The main target group for all these works is the
industry. Industry associations have the possibility to
involve single firms and government in the planning
process necessary to build up and improve sustainable

competitive advantages.
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Thesis to improve the competitiveness of the - capital goods
industry in Latin America:

10.

- Concentrate on compefitive_industries

Build up and support industry clusters on sustainable
competitive advantages

rPromote segmentation and differeptiation strategies on

the basis of relevant success factors

Put emphasis on high quality and environmental
requirements

Avoid high investment intensity without very high
productivity gains at the same time

Think in process chains and not in functions
Consider time as a significant éompetitive'force
Be flexible and organize to manage change

Invest in new technologies and products rather than in
rationalization of declining technologies

Promote human resource managemént and interdisciplinary
team work to improve productivity




- 52 -

»Bibliography

Borner Silvio, Porter Michael E., wWweder Rolf, Enright Michael;
Internationale Wettbewerbsvorteile: Ein Strategisches Konzept
fir die Schweiz. Campus Verlag GmbH, Frankfurt, 1991.

Buzzle Robert D. & Gale Bradley T.; The PIMS (Profit Impact
of Market Strategy) Principles, Linking Strategy to
Performance. The Free Press, New York, 1987.

Malik - Fredmund, Stelter Daniel; Krisengefahren in der
Weltwirtschaft, Ueberlebensstrategien fur das Unternehmen.
Verlag Neue Zzircher Zeitung,_zﬁrich, 1990.

Porter Michael E.; The Competitive Advantage of Nations. The
MacMillan Press Ltd., London, 1990.

‘Porter Michael E., .Competitive Advantage, Creating and
Sustaining Superior Performance. The Free Press, New York,
1 1985.

Porter Michael E., Competitive st;ategy, Techniques for
Analyzing Industries and Competitors. Free Press, New York,
1980.

Stalk George Jr., Hout Thomas M.; Competing Against Time, How
Time-based Competition is Resbhaping Global Markets. The Free
Press, New York, 1990.






