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Li & Fung was founded back in 1906 by Fung Pak-Liu and Li To-ming as one of the first Chinese owned export companies. Li & Fung is a global trading company which manages supply chain for various major brands and retailers worldwide. The company maintains its global presence by focusing on its distinctive competence in its supply chain which enables the company to implement its business level strategy. The major factors of Li & Fung’s success are its supply chain management, customer organizational structure, leveraging IT and its internet and global expansion strategies.
Vast network of suppliers around the world enables Li & Fung to help customers to buy the right things at the right place, at right cost, and at right quality around the world. The strategy helps the company to focus on its distinctive competencies, and outsource its labor intensive activities to low wage countries. Li & Fung’s supply chains is broken down into many steps starting from customer needs, product design, product development, raw material sourcing, factory sourcing, manufacturing control, shipping control, forwarder consolidation, customer clearance, local forwarding consolidation, wholesaler and customer. This intricate supply chain allows Li & Fung to compete at a high level in the exporting business.  Li & Fung’s main distinctive competences are its coordination, responsiveness and flexibility. First, the supply chain is flexible which aims at customizing or modify every order in an effort to meet the requirements of specific customers, because they have efficiently coordinated their supply chain. Second, the company can execute orders on time, because the company can send order to other suppliers with its worldwide closely connected network. 
Li & Fung’s business strategy level selects suppliers worldwide to maximize the value of order for customers in terms of quality and time to service at the lowest cost. For example, the firm will design a detailed supply chain program for its customers to meet a particular fashion season, and customers can modify their orders through information technology. Li & Fung made changes in the company by its efficient supply chain, good quality service, innovative technology, and quick customer responsiveness. With each order Li & Fung receives they go through their global suppliers to find the best combination of cost and quality. More importantly, they also take into account the rules and regulations on environmental standards and child labor in the importing countries. Li & Fung’s website offers real-time information on the client’s entire production process. This makes it possible for its clients to make last minute changes through the different phases of production. Through acquisition, the company will further enhance their core activities of expanding networks and gain global expertise. In addition, the company always maintains a minimum usage of factory capacity for each of their suppliers to achieve flexibility.
The company is able to focus on high-end value added activities in Hong Kong, and low-end activities are outsourced in Mainland China. The company also coordinated all steps in the value chain, managed the logistics and arranged the transportation of the finished order to the hand of customers. With dispersed manufacturing, flexibility allows Li & Fung to customize and optimize every step of the supply chain to deliver a better quality product at lower cost to increase the margin for customers. . With dispersed manufacturing they perform all their design and quality control in Hong Kong and outsource their manufacturing across their worldwide network.  This way, the higher end value of the product is looked after in Hong Kong and is treated with a higher level of expertise. With global supplier network, the company is able to provide one stop solution and response quickly to customers’ demand. Since suppliers don’t need to completely depend on Li & Fung as a major customer, the company can expand the number of new suppliers in their network. Also, the company builds strong relationship with its supplier, so they are able to provide performance feedback to its supplier. Li & Fung’s suppliers were given detailed performance feedback about their strengths and weaknesses. If the suppliers have failed to comply with the performance requirements then they will be dropped systematically.  Li & Fung is also unique in that they are always looking for new suppliers to expand their network globally.
Li & Fung uses a Customer-Centric organizational structure where they break down their organization into small customer-centric divisions and each division would concentrate on a big customer or several smaller similar customers. This helps them provide a customized value chain for each customer order. People that are entrepreneurial in nature are hired to run these divisions as if it were their own company.  They were to understand the customer’s wants and needs and then fulfill them using the resources given to them. These divisions also sit down with their customers and share knowledge they have gained that will benefit their customers.  This will build a relationship with the customers and also help the customers make more informed decisions about their purchases. Li & Fung believes in keeping the entrepreneurial spirit with their divisions so they keep them relatively small, thereby letting the company act as an independent unit, and give managers considerable freedom to run the division. This organizational structure enhances each division to function like an independent company; therefore, this allows them to have the flexibility of a small company and the strengths of a large company. 
The internet has allowed Li & Fung to create dedicated extranet sites for its major customers. This allows them to interact with customers, track their orders and improve product developments. In addition, they were able to deal with the small and medium sized retailers through StudioDirect. Information Technology plays an important role in the success of its Supply Chain Management. The company uses its intranet to share information with its global suppliers while adopt extranet to interact with customers on many tasks at a cost-efficient way. For example, customers could make last-minute changes on the production process through Li and Fung’s website. The benefit of information technology serves as a function to streamline the entire supply chain which effectively and efficiently linked suppliers and buyers.

Fixed Cost and uncertainty-
As discussed in the beginning, the history of Li & Fung goes back to the early 1900s, making it the oldest trading company in Hong Kong. During the early 1900s, since U.S. buyers did not know Chinese and Chinese sellers did not know the English; bilingual traders became the essential mediators between buyers and sellers. Therefore, Li & Fung prospered, earning commissions as high as 15 percent on each export deal. In the beginning, Li & Fung was just a small export company with innovative ideas and low level of capital investment which has successfully targeted the highly uncertain niche market. The export trading market is considered to be highly uncertain at that time because there were languages and culture barriers. This also supports the fact that if Li & Fung has not performed well in the beginning then they have a better chance of withdrawal without suffering too much loss. This indicates that firms with lower fixed cost tend to be more effective and flexible in high uncertainty environment. Noticeably, as fixed costs have increased, variable costs will decrease systematically in a relatively low market uncertainty environment. In another words, higher level of fixed costs tend to be more sensitive to the market uncertainty than low fixed cost ones as illustrated in the Figure A. In a low uncertainty environment, variable cost drops significantly as fixed costs are increased. In a high uncertainty environment, variable costs change little with the level of fixed cost.
Theory that we have learned uses the following calculation:
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To evaluate a project we use this formula with S equal to value of the product, K equal to initial cost of the project, C equal to the variable cost of the project, T equal to the duration of the project, ( equal to the uncertainty level of the project and r as the discount rate. 
Figure A) 
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Fixed cost and duration of the project-
By the early 1970s, the trading business in Hong Kong began to struggle owning stiff competition from the other manufacturing economies in Asia such as Taiwan and Singapore. Their trading margins went down significantly to 3 percent as buyers and sellers became comfortable dealing directly with each other without intermediaries. Thus, under these circumstances, the boss called his two sons back home from the U.S. to ameliorate the issues their family firm is facing. To be specific, as for the one long project we can think of it as the older generation of the family firm and the two sons are the new blood to the firm. Their profit level varies with the length of duration of the project (the family firm). The comparison of the profit level of one project with that of two projects with duration half long while keeping other parameters identical. Assume the annual output of two types of projects are the same. When duration is short, the profit level of one long project is higher than two short projects. When duration is long, the profit level of one project is lower than two short projects as illustrated in Figure B. The two sons worked hard to modernize and rebuild Li & Fung into a well-structured organization, professionally managed at all levels. In 1973, the company went public and was listed on the Hong Kong exchange. This entails that the success of a family firm cannot rely on just one generation, it is crucial to have successors or offspring to continue the business in the dynamic market.
Figure B) 
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Fixed cost and the volume of output or market size-
Here, the main focus is on the returns of investment on projects of different fixed costs with respect to the volume of output or market size. With the opening up of the Chinese economy in 1979, many manufactures in Hong Kong relocated their factories to southern China, which was more cost effective due to lower variable cost which is the labor costs in this case. The rapid industrialization of underdeveloped Asian countries widened the choice of supply sources. Li & Fung realized that there was a huge potential for the trading business. Therefore, to benefit, the company have established a regional network of sourcing offices in Asian countries such as Taiwan, Singapore, and Korea in the 1980s. The company was then restructured into a diversified group. As Li & Fung expanded its business, they have realized that sourcing could no longer be restricted to a few countries but a vast network of sourcing offices to sustain trading business was required. Thus, the company established sourcing offices across the world, mainly around its major markets, the U.S. and the Europe. They have also went in for acquisitions to strengthen its sourcing and distribution networks and expand its product line and customer networks. More importantly, they have pursued an active information technology and internet strategy to enhance the efficiency and effectiveness of its internal and external communications. To simply put, higher fixed cost projects will need to have higher output volume or expanded market size to breakeven. By the turn of the twentieth century, Li & Fung was a premier global trading company, with more than 95 percent of its revenues coming from North America and Europe. East Asia and the other parts of the world accounted for the rest .In addition, higher fixed cost projects with lower variable costs in production tend to earn higher rates of return in large market as illustrated in Figure C. 
Figure C) For a large fixed cost investment, the breakeven market size is higher and the return curve is steeper. 
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Uncertainty and duration-
In general, when uncertainty is low, projects with long duration are more profitable. When uncertainty is high, projects with short duration are more profitable. Here, Li & Fung has pretty low uncertainty and long history background or duration of the project. Li & Fung has low uncertainty and it can be illustrated in two aspects: internally and externally. Firstly, they have low uncertainty in the internal management because the two sons are solely responsible for the business structure of the family firm meaning that the possibility of having conflict of interests, manipulating the financial forecasts, and engaging in opportunistic behavior will be less likely to occur. Secondly, with regard to the external management, with their business strategies in customer-centric organizational structure, leveraging IT and the internet, and global expansions they have reduced the uncertainty in the market greatly. The company devised an acquisition strategy to strengthen its position in the global trading market. Their strategy aimed at expanding the sourcing network, product lines, and customer base. The acquisition nearly doubled the size and geographic reach of Li & Fung and brought with it a vast European customer base that complemented Li & Fung’s strength in North America. Li & Fung should also have lower uncertainty in the market because of its long history, effective corporate management, and quality of their services. Their well established brand name can create a significant entry barrier for the potential entrants who lack high capital investment to have higher uncertainty in the market than the mature industry such as the Li& Fung. Furthermore, higher fixed costs earn higher rates of return in large markets and stable environments than those with lower fixed costs. Therefore, when the size of the company increases and business expands, its internal coordination and external marketing becomes crucial and complex. Figure D presents the profit level of projects in different duration with various levels of uncertainty.
Figure D)
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Volume of output and the rate of return-

As Li & Fung expands in globally, its rate of return initially increases with the production scale and scope. However, due to the fact that the economy of scale states as the size of output increases further, the rate of return tend to decline meaning that a company will not keep increasing production until its marginal cost equal to product value. Since Li & Fung is a large, mature and stable company when compared to other new entrants, its rate of return is considered to be lower or declining due to factors such as there are not much potential for growth or intensive competition in the mature market. Figure E presents the rate of return initially increases with the production scale up to a certain point then it will start to decline systematically. Thus, when we calculate the rate of return from the consolidated statements of income for each year, the consistent result shows:
	Year
	1997
	1998
	1999
	2000
	2001
	2002

	Rate of Return
	21.34%
	26.25%
	51.47%
	-10.12%
	38.11%
	13.21%


Figure E) The rate of return of a project with respect to volume of output, when diffusion is an increasing function of volume of output.
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Li & Fung—Consolidated Statements of Income (1997-2003)
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Lastly, the profit or return of a project or firm is determined by fixed cost, variable cost and total output during the life of the project. More importantly, variable cost is a function of fixed cost, uncertainty, and duration of the project. Therefore, to decide how much to allocate at the beginning of the project is the most critical decision to make. Thus, we have now seen how the analytical thermodynamic theory can help us in the business world which helps us estimate rates of return, profits and costs. However, it is truly important to keep in mind that the daily activities in the business world are not the only place that this theory can be applied.  
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