STUDIA UNIVERSITATIS BABES-BOLYAI, NEGOTIA, LV, 1, 2010

PLUSES AND MINUSES OF BEING IN A GLOBAL VALUE
CHAIN — THE CASE OF ROMANIAN APPAREL SMEs

ALINA FLORENTINA AVRIGEANU 1,
FLAVIA GABRIELA ANGHEL 2 ELENA RADU?

ABSTRACT. In order to survive in the face of continuing globampetition, in the
long run, developing countries SMEs will have tomerted into global value chains
(GVCs). For the Romanian apparel SMEs, the ingeitioa GVC is having far-
reaching effects on competitiveness, cross-natidraisfer of new technology,
innovation, skills, knowledge and learning, andeptally offers greater opportunities
for reaching welfare gains. But it also brings ¢thallenge of being locked into a race
to the bottom, “the low road” of competitivenesaséd on cutting wages, disregarding
labour and environment regulations and avoidingtien. In this paper we examine
the pluses and the minuses of being in the GVGhierRomanian apparel SMES in
order to point up several strategies needed for'tilgh road” of competitiveness,
based on the use of new technologies, efficienqyaduction and trade, diversified
products of better quality. Thus SMEs from the Roiaraapparel industry will be able
to support higher wages and enhance the naticca@hie.
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I. Introduction

Nowadays, the technological advancements and teadk investment
liberalization increasingly make fragmenting ofiaties in all stages of a production
value chain possible. Some of these segmentedtiastivan be performed in various
locations across the globe and reintegrated algaondh production systems of global
value chains (GVCs) and global production netw@@BNSs).

The clothing industry is a traditional sector of fRomanian manufacturing
industry, which played a key role in our countryidustrialization and development
According to Romanian Statistical Yearbook, ove¥e95 Romanian apparel producers
are SMEs.

It is very difficult, even for larger enterpriselgt alone SMEs, to stay
competitive over time, as domestic economic antajlproduct-market conditions
change. Therefore, these companies are likelyffier4a a greater extent the economic
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recession shock and will have to put in more efftotstand its ground after 2009.
In this context, Romanian apparel SMEs need, ni@e éver, to insert successfully
into global value chains.

Il. Material and methods

To realize this paper we used information from literature on global
value chains. In order to a closely identificatfonsome problems and the specific
ways to solve those it is been used exploratorgames). To obtain information
about situation already existing on the market liéen used descriptive research.

lll. Results and Discussion
I11.1. The global value chain framework of analysis

The value chaindescribes the full range of value added activitieghich
are required to bring a product or service from itsconception, to its end use
and beyond. The activities comprised in a value chain are:igtgssourcing
raw materials and intermediate inputs, productioarketing, distribution, and
support to the final consumer. These activities loarcontained within a single
enterprise (within a single geographical locatiorspread over wider areas) or
can be divided among multiple firms and spread ssrovide swats of
geographical space. As can be seen in Figure jahe chain is characterized
by ranges of activities within each link of the ichand intra-chain linkages (most
often of a two-way nature):
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Figure 1- A simple value chaifi

4 Kaplinski, R., Morris, M. -A handbook for value chain resear¢dBRC, 2002
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A more comprehensive and complex picture of a genexue chain in
Figure 2 illustrates the links between the valugrehfor all products and services in
an economy and the supporting activities and umstins (such as educational
institutions for training and infrastructure semécfor logistics):
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Figure 2 — Generic value chain and supporting inpuf

The global value chain (GVC) consists into the emé range of activities
associated with a given product or service geograjaally dispersed across borders
in multiple countries. Nowadays the proportion of goods and services predu
and consumed entirely within one country is rapidtyinking. In the global
economy, value chains can span enterprises ofa emmnomy, a sub-national
regional economy, the entire domestic economy peastational regional economy,
and the global economy, their component activiiesg geographically dispersed
across borders to multiple country locations.

® Sturgeon, T.J. How Do We Define Value Chains and Production Netwdkecial Working Paper
Series, MIT IPC Globalization Working Paper 00-Olt@ustrial Performance Centre, Massachusetts
Institute of Technology, April 2001
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There are two prevalent types of GVCs: buyer-driged producer-driven
value chains. In the buyer-driven value chains, &etors are the large buyers
with core competencies in branding and marketieglze driving actors in setting up
these value chains. They increasingly organizerdamate and control the research,
design, production, sales, marketing activities &ndncial services, acting as
strategic brokers in linking overseas factories aaders with product niches in
their main consumer markets. These chains areatyfuic labor-intensive industries
and are highly relevant to developing countries {fficstance, agro-food industries,
textiles, garments, footwear, toys, furniture, trelike). In the producer-driven value
chains, key actors are producers in the chaircthratol vital technologies, which are
of crucial importance for positioning in the fingtoduct market. They coordinate
these value chains and take responsibility forihglpthe efficiency efforts of their
suppliers and their customers. These chains areatyjpr medium- and high-tech
industries, like automobiles, electronics, telecamitations, and the like. The third
type of GVCs, less prevalent that the above mestidwo types, is the multi-polar
chain characterized by multiple power centers ffeint parts of the value chain.
The key characteristic of this type of GVCs is tttedre is no overall dominant
"lead firm" with power to determine the ultimateagle of final products and
therefore exert control over key activities throaghthe chain.

A production network consist into the entire rangeof linkages within
or among a group of firms in a particular global vdue chain for producing
specific products, with an emphasize on the orgararonal particularities of the
networks of subsidiaries, affiliates and suppliershat lead firms use to produce a
given product. The lead firms of a production network control ascdo key
resources and activities such as product desigmnational brands and access to final
consumers - that generally gives them leverage theeother enterprises - suppliers -
in the production network.

Global production networks (GPNs) consist into thedistribution and
coordination of geographically dispersed activitiesvithin and/or among firms
takes place across borders in multiple countriesProduction networks become
"global" when the distribution and coordinationgefographically dispersed activities
within and/or among enterprises takes place advosgers in multiple countries.
There are two types of global production networkia-firm and inter-firm. Intra-
firm global production network is the classic mudtiional, vertically integrated
enterprise, where production and related activitresrelocated "offshore”, but remains
essentially within the coordination and controltbé firm. Inter-firm production
network involve non-equity linkages, in which forlgandependent enterprises -
suppliers, producers and retailers - linked throaghariety of relationships such as
subcontracting, licensing, common technical statgjanarketing contracts and shared
network product - and process- related standatds.ifivolves both the relocation and
reorganization of production activities offshoredasutside the boundaries of the
firm. In an increasing number of industries, pragacsell into final markets through
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such non-equity-based production networks; usualtydinated by lead firms which
set the standards for supplier participation

There are severéky characteristics of GVCs and GPNSs, as folows:

A. Governance strategies of the lead firms concerning the suppltbat
determine how financial, material, and human researare allocated and flow within
a chain

Generally, lead firms are making the "rules of gaene" in a chain/ network
that govern regarding the potential suppliers,dingputs of suppliers in the network,
the methods of production, how much is to be preduzy each supplier and when,
which activities or functions will the suppliers ladlowed to undertake in the
network and in which of these areas will suppliggsallowed to upgrade. The lead
firms try to retain and guard value chain actigitigith the highest returns and value
added. The operational control of the lead firm®xserted through increasingly
ICT/e-commerce-based management and logisticsmsgstieat integrate supplier
activities within the network.

The GVC framework specifies three types of netwgnliiernance (modular,
relational, and captive) along with the two tramfiil modes of economic governance
(markets and hierarchies). There are five diffe@WC governance patterns that
tend to vary in specific industries and places:keist modular value chains, relational
value chains, captive value chains and hierarchy.

The GVCs literature emphasizes three importanaes to look for when
studying GVCs in a particular firm, industry, oapé. Furthermore, if one of these
three variables changes, then value chain goveenpatierns tend to change in
predictable ways. These variables are:

1. The complexity of transactions - complex tratisas will likely to be
associated with one of the three network governaaterns (modular, relational,
or captive) or integrated within a single firm (tagchy).

2. The codifiability of transactions - if suppbehave the competence to
receive and act upon codified information, andhé todification schemes are widely
known and widely used, then we would expect tonsedular value chains emerge; if
not, then lead firms might either keep the function house, leading to more vertical
integration (hierarchy) or outsource it to a swghat they tightly control and monitor
(the captive network type) or have a dense, idiostic relationship with suppliers
(the relational governance type).

3. The competence of suppliers - needed for thestea of complex but
codified information to be achieved (as in modulatworks) or intense interaction
be worthwhile (as in relational networks). In casenpetent suppliers do not exist,
lead firms either must internalize the functiorefarchy) or outsource it to suppliers
that they tightly monitor and control (captive sligrs).

& Abonyi, G. -Linking Greater Mekong Subregion Enterprises tertmitional Markets: The Role of Global
Value Chainslinternational Production Networks and Enterp@$asters, ESCAP, 2007
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B. Upgrading improving a firm's competitive positizvithin a given network
or value chain and creating additional value thréugnovation

According to GVC literature, upgrading is decisivetlated to innovation
defined not only as a breakthrough into a produch rocess that is new to the
world but rather as a matter of marginal, evolignmprovements of products and
processes, that are new to the firm, and that atleavkeep up with an international
(moving) standard. This involves a shifting to tes, products, sectors which
sustain higher value added and enforce higher &atmjers. For enterprises working
within a value chain, four types of upgrading argked out: (i) Process upgrading
is transforming inputs into outputs more efficigrily re-organizing the production
system or introducing superior technology; (ii) ot upgrading is moving into
more sophisticated product lines in terms of inseelaunit values; (iii) Functional
upgrading is acquiring new, superior functionshim ¢thain, such as design or marketing
or abandoning existing low-value added functiongottus on higher value added
activities; (iv) Chain upgrading is applying thengmetence acquired in a particular
function to move into a new sector. Thus, upgradisttpin a value chain implies
going up on the value ladder, moving away fromwatadis in which competition is
of the “low road” type and entry barriers are low.

C. Role of global buyers - setting up standard ireguents internationally agreed

Nowadays, global buyers increasingly want morermgtion and control
with respect to their suppliers, increasingly fartback in the value chain. Therefore,
in industries as diverse as electronics, compugggarel and fresh vegetables the
trend is away from "arms length" market-based #retitns to some form of linkages or
alliance among firms along the value chain: thaslpetion networks are established.

D. Role of global suppliersglobal investors, influencing on the fortunes
and export competitiveness of their host coun&igerprises

Aiming to spread the risks and lowers the costdamfig business, leading
firms are becoming increasingly reliant on glohaddiers, often based close to home,
but supported by subcontractors globally. In tglobal suppliers are reorganizing
networks within value chains, redefining the rofel aelationships of lower-level
suppliers/producers, further back in the chainkilog for firms that already have
the requisite production capabilities. This reoigation of networks is becoming a
factor in an increasingly wider range of industrieshancing the influence of global
suppliers on the export competitiveness of hoshtras and on the fortunes of
their enterprises.

|.2. The appard GVC

The apparel industry is one of the most global capparel manufacturing
being a classic starter industry for export orieémelustrialization. Traditionally, apparel
manufacturers are located in developing countafisn under outward processing
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agreements with major importers. Production of eghpa a low value - added labour —
intensive industry, often using unskilled workforned sewing techniques basically
similar to those that were used a century ago.

The value chain in the apparel industry embracegsrakdifferent sets of
activity, roles and occupations presented in Figure

Planning & Design & Productio Manufactu

development prototyping uction & assembly Marketing 2 Distribution 2 Retailing
design

of collection of models of garmen

Figure 3 — Steps in the value chain in the apparédustry’

1. Development and planning of the entire collectiomoives several
skilled activities including knowledge of markeends (in apparel
demand is growing relatively slow and is unprediltaand the share
of apparel in household budgets is in deljirmed of fabric availability,
the integration of both into development of prodiungs (the range of
products is limited and products are subject tidrapsolescence and to
strong fashion related influences), and the costitige planned collection.

2. Design and prototyping of new models requires botmtivity and
technical aptitude in addition to understandingkeaidemand and cost
structures.

3. Production design and sample-making concerns trst ocost-efficient
means of producing the item, bearing in mind quaitndards and fit.
Decisions on manufacturing location are also broingh consideration.

4. The actual manufacture and assembly of garmen@\iar (cut-make-trim),
involves mainly semi-skilled sewing and assembbrafions, using simple
machines and requiring elementary skills.

5. Marketing seeks to match retail outlets to theityjuahd character of the
clothes, and to achieve the broadest possible hadaess in a given
segment.

6. Distribution entails an increasingly sophisticatedistics operation
often based on computerized order tracking anchiave control systems.

7. Finally, the garments reach consumers through wanietail channels.

’ Faust, M. -Reorganization and relocation in the German fashiatustry Gottingen, 2005

8 Dunford, M. —The changing profile and map of the EU textile ahathing industry in Faust,
Michael, Voskamp, Ulrich and Wittke, Volker (edsiiropean industrial restructuring in a global
economy: fragmentation and relocation of value nRaGoettingen
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The higher value added segments of the value @raimll in the services
category: gathering of market data, product dearph fashion, marketing, retailing
and logistics.

In principle these seven steps can be separatadstioh other and performed
in different locations, since they involve cleaidigntified costs as well as different
sets of capabilities and occupations. The appav&l @cludes the entire range of
production related activities from raw material utg to sales, independent and
particular firms involved, as it can be seen irukggd. The apparel GVC is organized
around five main components (Figure 4): raw mdtsugply, including natural and
synthetic fibers; provision of components, sucthasyarns and fabrics manufactured
by textile companies; production networks made fugapment factories, including
their domestic and overseas subcontractors; exghamnels established by trade
intermediaries; and marketing networks at the Iré¢&el. Entry barriers are low
for most apparel factories, and they increase mitrement up the GVC.

Retall outlets
Al retail outlets
United States »
garment factories Department stores
{designing cutting, /'
/ sewing, buttonhgoling
ironing
r
Yamn Fabric X Brand-named 1Y
Natural | Cotton, wool, » o | —| (weaving, apparel " | specially stores
fibres | sik, efe. 7| tepinming} Knitting, y companies
finishing} ‘ f
Domestic and
Mexican/Caribbean
Basin subcontractors
Mass merchandise
chains
Asia
Synthetic Synthetic Overseas
eigres Qil, natural gas I*AP‘PMmCth\Ca}El—P ?igres ! A:i!t:r;gzr‘l:eni »| buying offices p | Discound chains
r \
v
Domestic and \ Al retail Ofi-price, factory
overseas Trading companies | lats outlet, mail order,
subcontractors P | others

Raw material networks Companent networks Praduction netwarks Export networks Marketing networks

Figure 4 — Apparel global value chail

As far as apparel production networks are concefead firms (diverse global
"buyer channels", including cost-driven discounaiol, upscale brand marketers,
apparel specialty stores and private labels of megshandisers) control access to

® Gereffi, G. Memedovic, O. The Global Apparel Value Chain: What Prospects fpgtading by
Developing CountrigsVienna, UNIDO, 2003
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key resources and activities (such as product migsiggrnational brands and access to
final customer), activities that often generaterttost profitable returns. This generally
gives them leverage over the other enterpriseplfsts) in the production network
through their ability to shape mass consumer markiet strong brand names and
local sourcing strategies. The apparel industrygrisas both intra-firm GPNs (for
example Inditex and H&M) and inter-firm GPNs, usp@oordinated by lead firms,
the last mentioned being the most prevalent ones.

The apparel GVCs and GPNs are typical buyer-drizdue chains/networks,
with highly competitive and dispersed global inaystructure, including regional
and local competitors, large retailers and bratalgmy the lead role in sourcing from
decentralized networks of independent supplierBhidg products, specifications
and standards.

As the intensity of global competition is growirfgetproducts life cycles
shortens and the entry barriers are lowering. Asrsequence, enterprises need to
upgrade and they may achieve this in various was/§r example by entering higher
unit value market niches, by entering new sectwrdy undertaking new productive
(or service) functions, and always deepening tdogimal capabilitie¥. There is a
hierarchy of upgrading which suggests that firmgaging on an upgrading path are
advised to proceed along a well-trodden path (E&)r The literature suggests also
a pattern of process upgrading in the apparel indyss the enterprises from buyer-
driven GVCs have room to upgrade their processesepted in Figure 6.

Process I Product | Functional | Chain
Trajectory + >
Examples Original
equipment
assembly Moving chains
(OEA) Original Original —e.g. from
design  ——tgp brand —p black and
¢ manufacture | manufacture | white TV tubes
Original to computer
equipment - monitors
manufacture
OEM
Degree of Disembodied content of value added increases progressively
disembodied
activities

Figure 5 — The hierarchy of upgrading*

10 pietrobelli, C., Saliola, F. Power relationships along the value chain: multioaal firms, global
buyers, and local suppliers’ performanc&REI working paper no. 2/2007
1 Kaplinski, R., Morris, M. — op.cit.
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Stages of  Assembly Original Equif Manufacturing OBM-de i ODM OBM-foreign
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Simple the Direct
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e.g.for buttonhole, ~machine

collar, pocket sewing

Figure 6 - A pattern of process upgrading in the aparel industry*?

The apparel GVC is dominated thyee types of buyers: retailers, branded
marketers and branded manufacturers all of which source globally. Producers
wishing to participate into apparel GVC have to tr&gengent requirements of a
growing multiplicity of standards imposed by thelgl buyers internationally agreed
on quality, environment, labour, etc. Frequerilyge apparel retailers shift from
being primarily buyers from garment manufacturersi¢veloping strong linkages
with global suppliers. Through active engagementiff¢rent points in GVC, e.qg.,
product design, fabric selection and procuremernt averseeing production of
manufacturers dispersed around the globe thesteretaansform themselves from
passive buyers into private-label or store-branediproducers.

Global retailers are supported by increasingly pwand smaller number of
preferred first-tier global suppliers that organfm®duction-related activities on
their behalf, as seen in Figure 7. Using theirdtigé capabilities and management
coordination, these independent companies matcheskienmanufacturers and
foreign/ global buyers.

The apparel GVC is also characterized by the pcesafrprominenmarketers
with well-known brands, manufacturers without faiet® focusing on design, branding
and marketing. Their role is to provide informatiorowledge and market access
to allow suppliers to upgrade, as they increasinglyolve functions and key parts
of the value chain to their suppliers. For examibley increasingly outsource support
functions (e.g., pattern grading and sample makiagll are "devolving" external

12 yoruk, D. E. —Patterns of industrial upgrading in the clothingdimstry in Poland and Romania,
Centre for the study of economic & social changEunope London, 2001
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sourcing of many activities and inputs to seledtest-tier global suppliers. Also
they are shrinking their supply chains, using fepreferred manufacturers and are
adopting increasingly stringent standards.

Original equipment
manufacturer
{large firm,
perhaps TNC)
First-tier N
supplier Firts-tier
(large firm, Is::pp:gl_er
\ perhaps TNC) (large firm)
Second-tier Second-tier
supplier supplier
(large firm) (SME)
[ \ / /
Third-tier Third-tier Third-tier
supplier supplier supplier
(SME) {SME} {large firm)
Fourth-tier Fourth-tier
supplier supplier
(SME) (SME)

Figure 7 — The central role of global suppliers irgoverning
the production networks within the apparel GVC*

Branded manufacturers are the third key group of buyers dominating the
apparel GVC. Leading apparel manufacturers in dgesl countries have been
under increasing pressure from lower priced offreh@roducers providing
products of similar quality, quantity and serviés.a consequence, they have been
shifting from production to marketing, building dheir retail outlets and brand
names.

13 United Nations Industrial Development Organizatibiiegrating SMEs in Global Value Chaijns
Vienna, UNIDO, 2001

153



ALINA FLORENTINA AVRIGEANU, FLAVIA GABRIELA ANGHEL, ELENA RADU

I11.3. Requirements for apparel SMEs successful insertion into global
value chains

Nowadays, the ideal is for an enterprise to adogmsational markets directly
by selling final products with pricing power andabd presence to customers
globally. Significant capabilities are needed, sash

U the capability to design, produce, market, disteband service the
product on global markets;

O the capacity to respond effectively to changingketaconditions, including
evolving tastes and new competitors.

The global competition in products markets is fogcprices down, while
driving up the requirements for production, tecbgmal and management capabilities.
Because of their size and isolation, individual S\Mige constraint from:

U achieving economies of scale in the purchase ¢f syouts as equipment,
raw materials, finance, consulting services;

their inability to identify potential markets;

their incapacity to take advantage of market opputies that require
large volumes, high quality, stringent standards$ gular supply;
accessing business services such as training, hiatedégence, logistics;
achieving key inputs that require specialized keolg such as technology.

o0 OO0

These constraints make it difficult for the app@®®IEs to access global
markets and also limit their performances in a mamd more competitive and
open domestic market.

Unfortunately, the constraints mentioned abovecaramon to Romanian
apparel SMEs. As the specialized studies and refsgapjects sholf, Romanian
apparel SMEs act individually, clusters being ifisightly represented (there are only
a few potential apparel clusters, often spatialaggrations of companies as such, not
quite the “research system networks” - the mosaiackd form of clustering employing
strong institutional and informal linkages betweempanies, universities, vocational
schools and research centers, and public institsjtio

I11.4. Pluses and minuses of being in a global value chain

As can be seen in Figure 8, through GVCs and GBNi&s can link up to
global buyers. It is essential that a SME shaul@r the chain as a higher tier supplier
or as a lower-tier supplier but with the opportyrtid upgrade. By linking to the leaders,
SMEs have the opportunity to use all the resoutbeg can acquire from the advanced
world (such as knowledge) in return for providingls services as low cost manufacturing.

14 pislaru D., Aristide O., To cluster, or not to cluster? The potential fomymetitive economic
growth through cluster development in Rom&nk®04
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Small-scale
retailer

National boundary

Buyer and
export agent

Large-scale or
milti-plart
manufacturer

Local cluster

Figure 8 — Linking local producers with global buyes™

SMEs that interact with buyers looking for largduwoes of standardized
products and insert themselves into GVCs have aleadvantages presented below:

O The considerable investment and risk in enteringogxmarkets is
reduced by the buyers that are responsible for ymtodefinition
(study of the market, development of the modelsrkwaut of the
product specifications, the choice of technolodye trganization of
production, inspection of quality on site) and kigis (set up of
transport and payment arrangements);

15 Kaplinsky, R., Readman, J. (200@|obalisation and Upgrading: What Can (and Canno® b
Learnt From International Trade Statistics in the®d Furniture Sector?Center for Research in
Innovation Management (CENTRIM), University of Brightdrighton
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O The processes standards and product quality raseshe SMEs
concentrate on production and the organizationheirtown local
supply chains; thus, they are able to:

= raise quality;
= reduce batch size and increase speed,
= increase the sophistication of their products.

Therefore, the size of the factory increases rg@mddd SMEs can switch to
a new way of producing.

However, there are some disadvantages for the SME®nter into global
value chains:

U moving further up the chain can lead to conflicithwexisting customers;
U some enterprises even had their capabilities doadegt as a result of
their integration in global value chain;
Q the activities performed by SMEs under outward @seimg arrangements
(e.g. mere assembly of imported inputs) have lolwevadded:;
O the rivalry among apparel producers from develogiogntries to offer
transnational companies the lowest production deatss to:
= arace for the lowest wages (because the appédrestig is labour-
intensive, with labour accounting for 60% of protioic costs),
which also lowers the local standards of living levlsioing nothing
to improve productivity;
= a perverse “competitive devaluation”, where curyethepreciations
are seen to increase international competitivereggsyprises that
rely only on devaluating exchange rates cannotigerrv
= jllegal practices such as: disregarding labour andronment
regulations, avoiding taxation.

IV. Conclusions

In their struggle to compete, Romanian apparel ShHfsuse the “second
best” opportunities provided by global value chaarsd associated production
networks. Within the global value chain framewdhiese enterprises can specialize in
a limited set of activities and outputs and reaigdr (regional and global) and
more stable markets. In order to do that, thesergmses are required to work in a
more formal manner and upgrade not only their pctida methods but also their
management practices.

It is important for managers to better understaog BVCs function and
to explore how Romanian clothing SMEs may partieipa global markets in a way
that provides for sustainable growth avoiding tleeilpf competing by lowering
wages and profit margins rather than by improvingdpctivity, wages and profits.
The key difference between the high and the lovd trmacompetitiveness is often
explained by the different capabilities of firms‘tgpgrade”.
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Also, managers and entrepreneurs must understan@lthough it is easier to

enter into a chain as a lower-tier supplier thiBkly to be un unstable position —
therefore a SME needs to enter the chain as arignesupplier or as a lower-tier
supplier but with the opportunity to upgrade.

10.

11.

12.
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