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PANKAJ GHEMAWAT JOSÉ LUIS NUENO



ZARA: Fast Fashion Fashion is the imitation of a given example and satisfies the demand for social adaptation. . . . The more an article becomes subject to rapid changes of fashion, the greater the demand for cheap products of its kind. — Georg Simmel, “Fashion” (1904) Inditex (Industria de Diseño Textil) of Spain, the owner of Zara and five other apparel retailing chains, continued a trajectory of rapid, profitable growth by posting net income of €€ 340 million on revenues of €€ 3,250 million in its fiscal year 2001 (ending January 31, 2002). Inditex had had a heavily oversubscribed Initial Public Offering in May 2001. Over the next 12 months, its stock price increased by nearly 50%—despite bearish stock market conditions—to push its market valuation to €€ 13.4 billion. The high stock price made Inditex’s founder, Amancio Ortega, who had begun to work in the apparel trade as an errand boy half a century earlier, Spain’s richest man. However, it also implied a significant growth challenge. Based on one set of calculations, for example, 76% of the equity value implicit in Inditex’s stock price was based on expectations of future growth—higher than an estimated 69% for Wal-Mart or, for that matter, other high-performing retailers.1 The next section of this case briefly describes the structure of the global apparel chain, from producers to final customers. The section that follows profiles three of Inditex’s leading international competitors in apparel retailing: The Gap (U.S.), Hennes & Mauritz (Sweden), and Benetton (Italy). The rest of the case focuses on Inditex, particularly the business system and international expansion of the Zara chain that dominated its results.



The Global Apparel Chain The global apparel chain had been characterized as a prototypical example of a buyer-driven global chain, in which profits derived from “unique combinations of high-value research, design, sales, marketing, and financial services that allow retailers, branded marketers, and branded manufacturers to act as strategic brokers in linking overseas factories”2 with markets. These attributes were thought to distinguish the vertical structure of commodity chains in apparel and other laborintensive industries such as footwear and toys from producer-driven chains (e.g., in automobiles) that were coordinated and dominated by upstream manufacturers rather than downstream intermediaries (see Exhibit 1).
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Production Apparel production was very fragmented. On average, individual apparel manufacturing firms employed only a few dozen people, although internationally traded production, in particular, could feature tiered production chains comprising as many as hundreds of firms spread across dozens of countries. About 30% of world production of apparel was exported, with developing countries generating an unusually large share, about one-half, of all exports. These large cross-border flows of apparel reflected cheaper labor and inputs—partly because of cascading labor efficiencies—in developing countries. (See Exhibit 2 for comparative labor productivity data and Exhibit 3 for an example.) Despite extensive investments in substituting capital for labor, apparel production remained highly labor-intensive so that even relatively large “manufacturers” in developed countries outsourced labor-intensive production steps (e.g., sewing) to lower-cost labor sources nearby. Proximity also mattered because it reduced shipping costs and lags, and because poorer neighbors sometimes benefited from trade concessions. While China became an export powerhouse across the board, greater regionalization was the dominant motif of changes in the apparel trade in the 1990s. Turkey, North Africa, and sundry Eastern European countries emerged as major suppliers to the European Union; Mexico and the Caribbean Basin as major suppliers to the United States; and China as the dominant supplier to Japan (where there were no quotas to restrict imports).3 World trade in apparel and textiles continued to be regulated by the Multi-Fiber Arrangement (MFA), which had restricted imports into certain markets (basically the United States, Canada, and Western Europe) since 1974. Two decades later, agreement was reached to phase out the MFA’s quota system by 2005, and to further reduce tariffs (which averaged 7% to 9% in the major markets). As of 2002, some warned that the transition to the post-MFA world could prove enormously disruptive for suppliers in many exporting and importing countries, and might even ignite demands for “managed trade.” There was also potential for protectionism in the questions that nongovernmental organizations and others in developed countries were posing about the basic legitimacy of “sweatshop trade” in buyer-driven global chains such as apparel and footwear.



Cross-Border Intermediation Trading companies had traditionally played the primary role in orchestrating the physical flows of apparel from factories in exporting countries to retailers in importing countries. They continued to be important cross-border intermediaries, although the complexity and (as a result) the specialization of their operations seemed to have increased over time. Thus, Hong Kong’s largest trading company, Li & Fung, derived 75% of its turnover from apparel and the remainder from hard goods by setting up and managing multinational supply chains for retail clients through its offices in more than 30 countries.4 For example, a down jacket’s filling might come from China, the outer shell fabric from Korea, the zippers from Japan, the inner lining from Taiwan, and the elastics, label, and other trim from Hong Kong. Dyeing might take place in South Asia and stitching in China, followed by quality assurance and packaging in Hong Kong. The product might then be shipped to the United States for delivery to a retailer such as The Limited or Abercrombie & Fitch, to whom credit risk matching, market research, and even design services might also be supplied. Branded marketers represented another, newer breed of middlemen. Such intermediaries outsourced the production of apparel that they sold under their own brand names. Liz Claiborne, founded in 1976, was a good example.5 Its eponymous founder identified a growing customer group (professional women) and sold them branded apparel designed to fit evolving workplace norms and their actual shapes (which she famously described as “pear-shaped”), that was presented in collections within which they could mix and match in upscale department stores. Production was
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outsourced from the outset, first domestically, and then, in the course of the 1980s, increasingly to Asia, with a heavy reliance on OEM or “full-package” suppliers. Production was organized in terms of six seasons rather than four to let stores buy merchandise in smaller batches. After a performance decline in the first half of the 1990s, Liz Claiborne restructured its supply chain to reduce the number of suppliers and inventory levels, shifted half of production back to the Western Hemisphere to compress cycle times, and simultaneously cut the number of seasonal collections from six to four so as to allow some reorders of merchandise that was selling well in the third month of a season. Other types of cross-border intermediaries could be seen as forward or backward integrators rather than as pure middlemen. Branded manufacturers, like branded marketers, sold products under their own brand names through one or more independent retail channels and owned some manufacturing as well. Some branded manufacturers were based in developed countries (e.g., U.S.based VF Corporation, which sold jeans produced in its factories overseas under the Lee and Wrangler brands) and others in developing countries (e.g., Giordano, Hong Kong’s leading apparel brand). In terms of backward integration, many retailers internalized at least some cross-border functions by setting up their own overseas buying offices, although they continued to rely on specialized intermediaries for others (e.g., import documentation and clearances).



Retailing Irrespective of whether they internalized most cross-border functions, retailers played a dominant role in shaping imports into developed countries: thus, direct imports by retailers accounted for half of all apparel imports into Western Europe.6 The increasing concentration of apparel retailing in major markets was thought to be one of the key drivers of increased trade. In the United States, the top five chains came to account for more than half of apparel sales during the 1990s, and concentration levels elsewhere, while lower, also rose during the decade. Increased concentration was generally accompanied by displacement of independent stores by retail chains, a trend that had also helped increase average store size over time. By the late 1990s, chains accounted for about 85% of total retail sales in the United States, about 70% in Western Europe, between one-third to one-half in Latin America, East Asia, and Eastern Europe, and less than 10% in large but poor markets such as China and India.7 Larger apparel retailers had also played the leading role in promoting quick response (QR), a set of policies and practices targeted at improving coordination between retailing and manufacturing in order to increase the speed and flexibility of responses to market shifts, which began to diffuse in apparel and textiles in the second half of the 1980s.8 QR required changes that spanned functional, geographic, and organizational boundaries but could help retailers reduce forecast errors and inventory risks by planning assortments closer to the selling season, probing the market, placing smaller initial orders and reordering more frequently, and so on. QR had led to significant compression of cycle times (see Exhibit 4), enabled by improvements in information technology and encouraged by shorter fashion cycles and deeper markdowns, particularly in women’s wear. Retailing activities themselves remained quite local: the top 10 retailers worldwide operated in an average of 10 countries in 2000—compared with top averages of 135 countries in pharmaceuticals, 73 in petroleum, 44 in automobiles, and 33 in electronics—and derived less than 15% of their total sales from outside their home markets.9 Against this baseline, apparel retailing was relatively globalized, particularly in the fashion segment. Apparel retailing chains from Europe had been the most successful at cross-border expansion, although the U.S. market remained a major challenge. Their success probably reflected the European design roots of apparel—somewhat akin to U.S.-based fast food chains’ international dominance—and the gravitational pull of the large U.S. market for U.S.based retailers. Thus, The Gap, based on its sales at home in the United States, dwarfed H&M and 3
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Inditex combined. The latter two companies were perhaps the most pan-European apparel retailers but had yet to achieve market shares of more than 2%–3% in more than two or three major countries.



Markets and Customers In 2000, retail spending on clothing or apparel reached approximately €900 billion worldwide. According to one set of estimates, (Western) Europe accounted for 34% of the total market, the United States for 29%, and Asia for 23%.10 Differences in market size reflected significant differences in per capita spending on apparel as well as in population levels. Per capita spending on apparel tended to grow less than proportionately with increases in per capita income, so that its share of expenditures typically decreased as income increased. Per capita spending was also affected by price levels, which were influenced by variations in per capita income, in costs, and in the intensity of competition (given that competition continued to be localized to a significant extent). There was also significant local variation in customers’ attributes and preferences, even within a region or a country. Just within Western Europe, for instance, one study concluded that the British sought out stores based on social affinity, that the French focused on variety/quality, and that Germans were more price-sensitive.11 Relatedly, the French and the Italians were considered more fashion-forward than the Germans or the British. Spaniards were exceptional in buying apparel only seven times a year, compared with a European average of nine times a year, and higher-than-average levels for the Italians and French, among others.12 Differences between regions were even greater than within regions: Japan, while generally traditional, also had a teenage market segment that was considered the trendiest in the world on many measures, and the U.S. market was, from the perspective of many European retailers, significantly less trendy except in a few, generally coastal pockets. There did, however, seem to be more cross-border homogeneity within the fashion segment. Popular fashion, in particular, had become less of a hand-me-down from high-end designers. It now seemed to move much more quickly as people, especially young adults and teenagers, with ever richer communication links reacted to global and local trends, including other elements of popular culture (e.g., desperately seeking the skirt worn by the rock star at her last concert). Attempts had also been made to identify the strategic implications of the changing structure of the global apparel chain that were discussed above. Some implications simplified to “get big fast”; others, however, were more sophisticated. Thus, an article by three McKinsey consultants identified five ways for retailers to expand across borders: choosing a “sliver” of value instead of competing across the entire value chain; emphasizing partnering; investing in brands; minimizing (tangible) investments; and arbitraging international factor price differences.13 But Inditex, particularly its Zara chain, served as a reminder that strategic imperatives depended on how a retailer sought to create and sustain a competitive advantage through its cross-border activities.



Key International Competitors While Inditex competed with local retailers in most of its markets, analysts considered its three closest comparable competitors to be The Gap, H&M, and Benetton. All three had narrower vertical scope than Zara, which owned much of its production and most of its stores. The Gap and H&M, which were the two largest specialist apparel retailers in the world, ahead of Inditex, owned most of their stores but outsourced all production. Benetton, in contrast, had invested relatively heavily in production, but licensees ran its stores. The three competitors were also positioned differently in product space from Inditex’s chains. (See Exhibit 5 for a positioning map and Exhibit 6 for financial and other comparisons.)14 4
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The Gap The Gap, based in San Francisco, had been founded in 1969 and had achieved stellar growth and profitability through the 1980s and much of the 1990s with what was described as an “unpretentious real clothes stance,” comprising extensive collections of T-shirts and jeans as well as “smart casual” work clothes. The Gap’s production was internationalized—more than 90% of it was outsourced from outside the United States—but its store operations were U.S.-centric. International expansion of the store network had begun in 1987, but its pace had been limited by difficulties finding locations in markets such as the United Kingdom, Germany, and Japan (which accounted for 86% of store locations outside North America), adapting to different customer sizes and preferences, and dealing with what were, in many cases, more severe pricing pressures than in the United States. By the end of the 1990s, supply chains that were still too long, market saturation, imbalances and inconsistencies across the company’s three store chains—Banana Republic, The Gap, and Old Navy—and the lack of a clear fashion positioning had started to take a toll even in the U.S. market. A failed attempt to reposition to a more fashion-driven assortment—a major fashion miss—triggered significant writedowns, a loss for calendar year 2001, a massive decline in The Gap’s stock price, and the departure, in May 2002, of its long-time CEO, Millard Drexler.



Hennes and Mauritz Hennes and Mauritz (H&M), founded as Hennes (hers) in Sweden in 1947, was another highperforming apparel retailer. While it was considered Inditex’s closest competitor, there were a number of key differences. H&M outsourced all its production, half of it to European suppliers, implying lead times that were good by industry standards but significantly longer than Zara’s. H&M had been quicker to internationalize, generating more than half its sales outside its home country by 1990, 10 years earlier than Inditex. H&M also had adopted a more focused approach, entering one country at a time—with an emphasis on northern Europe—and building a distribution center in each one. Unlike Inditex, H&M operated a single format, although it marketed its clothes under numerous labels or concepts to different customer segments. H&M also tended to have slightly lower prices than Zara (which H&M displayed prominently in store windows and on shelving), engaged in extensive advertising like most other apparel retailers, employed fewer designers (60% fewer than Zara, although Zara was still 40% smaller), and refurbished its stores less frequently. H&M’s priceearnings ratio, while still high, had declined to levels comparable to Inditex’s because of a fashion miss that had reduced net income by 17% in 2000 and because of a recent announcement that an aggressive effort to expand in the United States was being slowed down.



Benetton Benetton, incorporated in 1965 in Italy, emphasized brightly colored knitwear. It achieved prominence in the 1980s and 1990s for its controversial advertising and as a network organization that outsourced activities that were labor-intensive or scale-insensitive to subcontractors. But Benetton actually invested relatively heavily in controlling other production activities. Where it had little investment was downstream: it sold its production through licensees, often entrepreneurs with no more than $100,000 to invest in a small outlet that could sell only Benetton products. While Benetton was fast at certain activities such as dyeing, it looked for its retailing business to provide significant forward order books for its manufacturing business and was therefore geared to operate on lead times of several months. Benetton’s format appeared to hit saturation by the early 1990s, and profitability continued to slide through the rest of the 1990s. In response, it embarked on a strategy of narrowing product lines, further consolidating key production activities by grouping them into “production poles” in a number of different regions, and expanding or focusing existing outlets while 5
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starting a program to set up much larger company-owned outlets in big cities. About 100 such Benetton megastores were in operation by the end of 2001, compared with a network of approximately 5,500 smaller, third-party-owned stores.



Inditex Inditex (Industria de Diseño Textil) was a global specialty retailer that designed, manufactured, and sold apparel, footwear, and accessories for women, men, and children through Zara and five other chains around the world. At the end of the 2001 fiscal year, it operated 1,284 stores around the world, including Spain, with a selling area of 659,400 square meters. The 515 stores located outside of Spain generated 54% of the total revenues of € € 3,250 million. Inditex employed 26,724 people, 10,919 of them outside Spain. Their average age was 26 years, and the overwhelming majority were women (78%). Just over 80% of Inditex’s employees were engaged in retail sales in stores; 8.5% were employed in manufacturing; and design, logistics, distribution, and headquarters activities accounted for the remainder. Capital expenditures had recently been split roughly 80% on new-store openings, 10% on refurbishing, and 10% on logistics/maintenance, roughly in line with capital employed. Operating working capital was negative at most year-ends, although it typically registered higher levels at other times of the year given the seasonality of apparel sales. (See Exhibit 7 for these and other historical financial data.) Plans for 2002 called for continued tight management of working capital and €510–560 million of capital expenditures, mostly on opening 230–275 new stores (across all chains). The operating economics for 2001 had involved gross margins of 52%, operating expenses equivalent to 30% of revenues, of which one-half were related to personnel, and operating margins of 22%. Net margins on sales revenue were about one-half the size of operating margins, with depreciation of fixed assets (€€ 158 million) and taxes (€€ 150 million) helping reduce operating profits of € € 704 million to net income of €€ 340 million. Despite high margins, top management stressed that Inditex was not the most profitable apparel retailer in the world—that stability was perhaps a more distinctive feature. The rest of this section describes the pluses and minuses of Inditex’s home base, its foundation by Amancio Ortega and subsequent growth, the structure of the group in early 2002, and recent changes in its governance. (A timeline, Exhibit 8, summarizes key events over this period chronologically.)



Home Base Inditex was headquartered in and had most of its upstream assets concentrated in the region of Galicia on the northwestern tip of Spain (see Exhibit 9). Galicia, the third-poorest of Spain’s 17 autonomous regions, reported an unemployment rate in 2001 of 17% (compared with a national average of 14%), had poor communication links with the rest of the country, and was still heavily dependent on agriculture and fishing. In apparel, however, Galicia had a tradition that dated back to the Renaissance, when Galicians were tailors to the aristocracy, and was home to thousands of small apparel workshops. What Galicia lacked were a strong base upstream in textiles, sophisticated local demand, technical institutes and universities to facilitate specialized initiatives and training, and an industry association to underpin these or other potentially cooperative activities. And even more critical for Inditex, as CEO José Maria Castellano put it, was that “Galicia is in the corner of Europe from the perspective of transport costs, which are very important to us given our business model.”
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Some of the same characterizations applied at a national level, to Inditex’s home base of Spain compared, for example, to Italy. Spanish consumers demanded low prices but were not considered as discriminating or fashion-conscious as Italian buyers—although Spain had advanced rapidly in this regard as well as in many others, since the death of long-time dictator General Francisco Franco in 1975 and the country’s subsequent opening up to the world. On the supply side, Spain was a relatively productive apparel manufacturing base by European standards (see Exhibit 2), but lacked Italy’s fully developed thread-to-apparel vertical chain (including machinery suppliers), its dominance of high-quality fabrics (such as wool suiting), and its international fashion image. For this reason, and because rivalry among them had historically been fierce, Italian apparel chains had been quick to move overseas. Spanish apparel retailers had followed suit in the 1990s, and not just Inditex. Mango, a smaller Spanish chain that relied on a franchising model with returnable merchandise, was already present in more countries around the world than Inditex.



Early History Amancio Ortega Gaona, Inditex’s founder, was still its president and principal shareholder in early 2002 and still came in to work every day, where he could often be seen lunching in the company cafeteria with employees. Ortega was otherwise extremely reclusive, but reports indicated that he had been born in 1936 to a railroad worker and a housemaid and that his first job had been as an errand boy for a La Coruña shirtmaker in 1949. As he moved up through that company, he apparently developed a heightened awareness of how costs piled up through the apparel chain. In 1963, he founded Confecciones Goa (his initials reversed) to manufacture products such as housecoats. Eventually, Ortega’s quest to improve the manufacturing/retailing interface led him to integrate forward into retailing: the first Zara store was opened on an upmarket shopping street in La Coruña, in 1975. From the beginning, Zara positioned itself as a store selling “medium quality fashion clothing at affordable prices.” By the end of the 1970s, there were half a dozen Zara stores in Galician cities. Ortega, who was said to be a gadgeteer by inclination, bought his first computer in 1976. At the time, his operations encompassed just four factories and two stores but were already making it clear that what (other) buyers ordered from his factories was different from what his store data told him customers wanted. Ortega’s interest in information technology also brought him into contact with Jose Maria Castellano, who had a doctorate in business economics and professional experience in information technology, sales, and finance. In 1985, Castellano joined Inditex as the deputy chairman of its board of directors, although he continued to teach accounting part-time at the local university. Under Ortega and Castellano, Zara continued to roll out nationally through the 1980s by expanding into adjoining markets. It reached the Spanish capital, Madrid, in 1985 and, by the end of the decade, operated stores in all Spanish cities with more than 100,000 inhabitants. Zara then began to open stores outside Spain and to make quantum investments in manufacturing logistics and IT. The early 1990s was also when Inditex started to add other retail chains to its network through acquisition as well as internal development.



Structure At the beginning of 2002, Inditex operated six separate chains: Zara, Massimo Dutti, Pull & Bear, Bershka, Stradivarius, and Oysho (as illustrated in Exhibit 10). These chains’ retailing subsidiaries in Spain and abroad were grouped into 60 companies, or about one-half the total number of companies whose results were consolidated into Inditex at the group level; the remainder were involved in textile purchasing and preparation, manufacturing, logistics, real estate, finance, and so forth. Given 7
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internal transfer pricing and other policies, retailing (as opposed to manufacturing and other activities) generated 82% of Inditex’s net income, which was roughly in line with its share of the group’s total capital investment and employment. The six retailing chains were organized as separate business units within an overall structure that also included six business support areas (raw materials, manufacturing plants, logistics, real estate, expansion, and international) and nine corporate departments or areas of responsibility (see Exhibit 11). In effect, each of the chains operated independently and was responsible for its own strategy, product design, sourcing and manufacturing, distribution, image, personnel, and financial results, while group management set the strategic vision of the group, coordinated the activities of the concepts, and provided them with administrative and various other services. Coordination across the chains had deliberately been limited but had increased somewhat, particularly in the areas of real estate and expansion, as Inditex had recently moved toward opening up some multichain locations. More broadly, the experience of the older, better-established chains, particularly Zara, had helped accelerate the expansion of the newer ones. Thus Oysho, the lingerie chain, drew 75% of its human resources from the other chains and had come to operate stores in seven European markets within six months of its launch in September 2001. Top corporate managers, who were all Spanish, saw the role of the corporate center as a “strategic controller” involved in setting the corporate strategy, approving the business strategies of the individual chains, and controlling their performance rather than as an “operator” functionally involved in running the chains. Their ability to control performance down to the local store level was based on standardized reporting systems that focused on (like-for-like) sales growth, earnings before interest and taxes (EBIT) margin, and return on capital employed. CEO Castellano looked at key performance metrics once a week, while one of his direct reports monitored them on a daily basis.



Recent Governance Changes Inditex’s initial public offering (IPO) in May 2001 had sold 26% of the company’s shares to the public, but founder Amancio Ortega retained a stake of more than 60%. Since Inditex generated substantial free cash flow (some of which had been used to make portfolio investments in other lines of business), the IPO was thought to be motivated primarily by Ortega’s desire to put the company on a firm footing for his eventual retirement and the transition to a new top management team. Also in 2001, Inditex made progress toward implementing a social strategy involving dialogue with employees, suppliers, subcontractors, nongovernmental organizations, and local communities. Immediate initiatives included approval of an internal code of conduct, the establishment of a corporate responsibility department, social audits of supplier and external workshops in Spain and Morocco, pilot developmental projects in Venezuela and Guatemala, and the joining, in August 2001, of the Global Compact, an initiative headed by Kofi Annan, Secretary General of the United Nations, that aimed to improve global companies’ social performance.



Zara’s Business System Zara was the largest and most internationalized of Inditex’s chains. At the end of 2001, it operated 507 stores in countries around the world, including Spain (40% of the total number for Inditex), with 488,400 square meters of selling area (74% of the total) and employing €1,050 million of the company’s capital (72% of the total), of which the store network accounted for about 80%. During fiscal year 2001, it had posted EBIT of €€ 441 million (85% of the total) on sales of €€ 2,477 million (76% 8
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of the total). While Zara’s share of the group’s total sales was expected to drop by two or three percentage points each year, it would continue to be the principal driver of the group’s growth for some time to come, and to play the lead role in increasing the share of Inditex’s sales accounted for by international operations. Zara completed its rollout in the Spanish market by 1990, and began to move overseas around that time. It also began to make major investments in manufacturing logistics and IT, including establishment of a just-in-time manufacturing system, a 130,000-square-meter warehouse close to corporate headquarters in Arteixo, outside La Coruña, and an advanced telecommunications system to connect headquarters and supply, production, and sales locations. Development of logistical, retail, financial, merchandising, and other information systems continued through the 1990s, much of it taking place internally. For example, while there were many logistical packages on the market, Zara’s unusual requirements mandated internal development. The business system that had resulted (see Exhibit 12) was particularly distinctive in that Zara manufactured its most fashion-sensitive products internally. (The other Inditex chains were too small to justify such investments but generally did emphasize reliance on suppliers in Europe rather than farther away.) Zara’s designers continuously tracked customer preferences and placed orders with internal and external suppliers. About 11,000 distinct items were produced during the year—several hundred thousand SKUs given variations in color, fabric, and sizes—compared with 2,000–4,000 items for key competitors. Production took place in small batches, with vertical integration into the manufacture of the most time-sensitive items. Both internal and external production flowed into Zara’s central distribution center. Products were shipped directly from the central distribution center to well-located, attractive stores twice a week, eliminating the need for warehouses and keeping inventories low. Vertical integration helped reduce the “bullwhip effect”—the tendency for fluctuations in final demand to get amplified as they were transmitted back up the supply chain. Even more importantly, Zara was able to originate a design and have finished goods in stores within four to five weeks in the case of entirely new designs, and two weeks for modifications (or restocking) of existing products. In contrast, the traditional industry model might involve cycles of up to six months for design and three months for manufacturing. The short cycle time reduced working capital intensity and facilitated continuous manufacture of new merchandise, even during the biannual sales periods, letting Zara commit to the bulk of its product line for a season much later than its key competitors (see Exhibit 13). Thus, Zara undertook 35% of product design and purchases of raw material, 40%–50% of the purchases of finished products from external suppliers, and 85% of the in-house production after the season had started, compared with only 0%–20% in the case of traditional retailers. But while quick response was critical to Zara’s superior performance, the connection between the two was not automatic. World Co. of Japan, perhaps the only other apparel retailer in the world with comparable cycle times, provided a counterexample. It, too, had integrated backward into (domestic) manufacturing, and had achieved gross margins comparable to Zara’s.15 But World Co.’s net margins remained stuck at around 2% of sales, compared with 10% in the case of Zara, largely because of selling, general, and administrative expenses that swallowed up about 40% of its revenues, versus about 20% for Zara. Different choices about how to exploit quick-response capabilities underlay these differences in performance. World Co. served the relatively depressed Japanese market, appeared to place less emphasis on design, had an unprofitable contract manufacturing arm, supported about 40 brands with distinct identities for use exclusively within its own store network (smaller than Zara’s), and operated relatively small stores, averaging less than 100 square meters of selling area. Zara had made very different choices along these and other dimensions.
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Design Each of Zara’s three product lines—for women, men, and children—had a creative team consisting of designers, sourcing specialists, and product development personnel. The creative teams simultaneously worked on products for the current season by creating constant variation, expanding on successful product items and continuing in-season development, and on the following season and year by selecting the fabrics and product mix that would be the basis for an initial collection. Top management stressed that instead of being run by maestros, the design organization was very flat and focused on careful interpretation of catwalk trends suitable for the mass market. Zara created two basic collections each year that were phased in through the fall/winter and spring/summer seasons, starting in July and January, respectively. Zara’s designers attended trade fairs and ready-to-wear fashion shows in Paris, New York, London, and Milan, referred to catalogs of luxury brand collections, and worked with store managers to begin to develop the initial sketches for a collection close to nine months before the start of a season. Designers then selected fabrics and other complements. Simultaneously, the relative price at which a product would be sold was determined, guiding further development of samples. Samples were prepared and presented to the sourcing and product development personnel, and the selection process began. As the collection came together, the sourcing personnel identified production requirements, decided whether an item would be insourced or outsourced, and set a timeline to ensure that the initial collection arrived in stores at the start of the selling season. The process of adapting to trends and differences across markets was more evolutionary, ran through most of the selling season, and placed greater reliance on high-frequency information. Frequent conversations with store managers were as important in this regard as the sales data captured by Zara’s IT system. Other sources of information included industry publications, TV, Internet, and film content; trend spotters who focused on venues such as university campuses and discotheques; and even Zara’s young, fashion-conscious staff. Product development personnel played a key role in linking the designers and the stores, and were often from the country in which the stores they dealt with were located. On average, several dozen items were designed each day, but only slightly more than one-third of them actually went into production. Time permitting, very limited volumes of new items were prepared and presented in certain key stores and produced on a larger scale only if consumer reactions were unambiguously positive. As a result, failure rates on new products were supposed to be only 1%, compared with an average of 10% for the sector. Learning by doing was considered very important in achieving such favorable outcomes. Overall, then, the responsibilities of Zara’s design teams transcended design, narrowly defined. The teams also continuously tracked customer preferences and used information about sales potential based, among other things, on a consumption information system that supported detailed analysis of product life cycles, to transmit repeat orders and new designs to internal and external suppliers. The design teams thereby bridged merchandising and the back end of the production process. These functions were generally organized under separate management teams at other apparel retailers.



Sourcing & Manufacturing Zara sourced fabric, other inputs, and finished products from external suppliers with the help of purchasing offices in Barcelona and Hong Kong, as well as the sourcing personnel at headquarters. While Europe had historically dominated Zara’s sourcing patterns, the recent establishment of three companies in Hong Kong for purposes of purchasing as well as trend-spotting suggested that sourcing from the Far East, particularly China, might expand substantially. 10
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About one-half of the fabric purchased was “gray” (undyed) to facilitate in-season updating with maximum flexibility. Much of this volume was funneled through Comditel, a 100%-owned subsidiary of Inditex, that dealt with more than 200 external suppliers of fabric and other raw materials. Comditel managed the dyeing, patterning, and finishing of gray fabric for all of Inditex’s chains, not just Zara, and supplied finished fabric to external as well as in-house manufacturers. This process, reminiscent of Benetton’s, meant that it took only one week to finish fabric. Further down the value chain, about 40% of finished garments were manufactured internally, and of the remainder, approximately two-thirds of the items were sourced from Europe and North Africa and one-third from Asia. The most fashionable items tended to be the riskiest and therefore were the ones that were produced in small lots internally or under contract by suppliers who were located close by, and reordered if they sold well. More basic items that were more price-sensitive than timesensitive were particularly likely to be outsourced to Asia, since production in Europe was typically 15%–20% more expensive for Zara. About 20 suppliers accounted for 70% of all external purchases. While Zara had long-term ties with many of these suppliers, it minimized formal contractual commitments to them. Internal manufacture was the primary responsibility of 20 fully owned factories, 18 of them located in and around Zara’s headquarters in Arteixo. Room for growth was provided by vacant lots around the principal manufacturing complex and also north of La Coruña and in Barcelona. Zara’s factories were heavily automated, specialized by garment type, and focused on the capital-intensive parts of the production process—pattern design and cutting—as well as on final finishing and inspection. Vertical integration into manufacturing had begun in 1980, and starting in 1990, significant investments had been made in installing a just-in-time system in these factories in cooperation with Toyota—one of the first experiments of its kind in Europe. As a result, employees had had to learn how to use new machines and work in multifunctional teams. Even for the garments that were manufactured in-house, cut garments were sent out to about 450 workshops, located primarily in Galicia and across the border in northern Portugal, that performed the labor-intensive, scale-insensitive activity of sewing. These workshops were generally small operations, averaging about 20–30 employees (although a few employed more than 100 people apiece), which specialized by product type. As subcontractors, they generally had long-term relations with Zara. Zara accounted for most if not all of their production; provided them with technology, logistics, and financial support; paid them prearranged rates per finished garment; carried out inspections onsite; and insisted that they comply with local tax and labor legislation. The sewn garments were sent back from the workshops to Zara’s manufacturing complex, where they were inspected, ironed, folded, bagged, and ticketed before being sent on to the adjoining distribution center.



Distribution Like each of Inditex’s chains, Zara had its own centralized distribution system. Zara’s system consisted of an approximately 400,000-square-meter facility located in Arteixo and much smaller satellite centers in Argentina, Brazil, and Mexico that consolidated shipments from Arteixo. All of Zara’s merchandise, from internal and external suppliers, passed through the distribution center in Arteixo, which operated on a dual-shift basis and featured a mobile tracking system that docked hanging garments in the appropriate barcoded area on carousels capable of handling 45,000 folded garments per hour. As orders were received from hand-held computers in the stores (twice a week during regular periods, and thrice weekly during the sales season), they were checked in the 11
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distribution center and, if a particular item was in short supply, allocation decisions were made on the basis of historical sales levels and other considerations. Once an order had been approved, the warehouse issued the lists that were used to organize deliveries. Lorena Alba, Inditex’s director of logistics, regarded the warehouse as a place to move merchandise rather than to store it. According to her, “The vast majority of clothes are in here only a few hours,” and none ever stayed at the distribution center for more than three days. Of course, the rapidly expanding store network demanded constant adjustment to the sequencing and size of deliveries as well as their routing. The most recent revamp had been in January 2002, when Zara had started to schedule shipments by time zone. In the early morning while European store managers were still stocktaking, the distribution center packed and shipped orders to the Americas, the Middle East, and Asia; in the afternoon, it focused on the European stores. The distribution center generally ran at half its rated capacity, but surges in demand, particularly during the start of the two selling seasons in January and July, boosted utilization rates and required the hiring of several hundred temporary workers to complement close to 1,000 permanent employees. Shipments from the warehouse were made twice a week to each store via third-party delivery services, with shipments two days a week to one part of the store network and two days a week to the other. Approximately 75% of Zara’s merchandise by weight was shipped by truck by a thirdparty delivery service to stores in Spain, Portugal, France, Belgium, the United Kingdom, and parts of Germany. The remaining 25% was shipped mainly by air via KLM and DHL from airports in Santiago de Compostela (a major pilgrimage center in Galicia) and Porto in Portugal. Products were typically delivered within 24–36 hours to stores located in Europe and within 24–48 hours to stores located outside Europe. Air shipment was more expensive, but not prohibitively so. Thus, one industry participant suggested that air freight from Spain to the Middle East might cost 3%–5% of FOB price (compared with 1.5% for sea freight) and, along with a 1.5% landing charge, a 1% finance charge, miscellaneous expenses, and (generally) a 4% customs duty, bring the landed markup on FOB price to 12% or so. In the case of the United States, a 20%–25% landed markup seemed a better approximation because of tariffs of up to 12% as well as other added cost elements. Despite Zara’s historical success at scaling up its distribution system, observers speculated that the centralized logistics model might ultimately be subject to diseconomies of scale—that what worked well with 1,000 stores might not work with 2,000 stores. In an attempt to increase capacity, Zara was beginning construction of a second distribution center, at Zaragoza, northeast of Madrid. This second major distribution facility, to be started up in summer 2003, would add 120,000 square meters of warehouse space at a cost of €88 million close to the local airport and with direct access to the railway and road network as well.



Retailing Zara aimed to offer fresh assortments of designer-style garments and accessories—shoes, bags, scarves, jewelry and, more recently, toiletries and cosmetics—for relatively low prices in sophisticated stores in prime locations in order to draw masses of fashion-conscious repeat customers. Despite its tapered integration into manufacturing, Zara placed more emphasis on using backward vertical integration to be a very quick fashion follower than to achieve manufacturing efficiencies by building up significant forward order books for the upstream operations. Production runs were limited and inventories strictly controlled even if that meant leaving demand unsatisfied. Both Zara’s merchandising and store operations helped to reinforce these upstream policies.



Merchandising Zara’s product merchandising policies emphasized broad, rapidly changing product lines, relatively high fashion content, and reasonable but not excessive physical quality: 12
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“clothes to be worn 10 times,” some said. Product lines were segmented into women’s, men’s, and children’s, with further segmentation of the women’s line, considered the strongest, into three sets of offerings that varied in terms of their prices, fashion content, and age targets. Prices, which were determined centrally, were supposed to be lower than competitors’ for comparable products in Zara’s major markets, but percentage margins were expected to hold up not only because of the direct efficiencies associated with a shortened, vertically integrated supply chain but also because of significant reductions in advertising and markdown requirements. Zara spent only 0.3% of its revenue on media advertising, compared with 3%–4% for most specialty retailers. Its advertising was generally limited to the start of the sales period at the end of the season, and the little that was undertaken did not create too strong a presence for the Zara brand or too specific an image of the “Zara Woman” or the “Zara Girl” (unlike the “Mango Girl” of Spanish competitor Mango). These choices reflected concerns about overexposure and lock-in as well as limits on spending. Nor did Zara exhibit its merchandise at the ready-to-wear fashion shows: its new items were first displayed in its stores. The Zara name had nevertheless developed considerable drawing power in its major markets. Thus by the mid-1990s, it had already become one of the three clothing brands of which customers were most aware in its home market of Spain, with particular strengths among women between ages of 18 and 34 from households with middle to middle-high income. Zara’s drawing power reflected the freshness of its offerings, the creation of a sense of scarcity and an attractive ambience around them, and the positive word of mouth that resulted. Freshness was rooted in rapid product turnover, with new designs arriving in each twice-weekly shipment. Devout Zara shoppers even knew which days of the week delivery trucks came into stores, and shopped accordingly. About three-quarters of the merchandise on display was changed every three to four weeks, which also corresponded to the average time between visits given estimates that the average Zara shopper visited the chain 17 times a year, compared with an average figure of three to four times a year for competing chains and their customers. Attractive stores, outside and inside, also helped. Luis Blanc, one of Inditex’s international directors, summarized some of these additional influences: We invest in prime locations. We place great care in the presentation of our storefronts. That is how we project our image. We want our clients to enter a beautiful store, where they are offered the latest fashions. But most important, we want our customers to understand that if they like something, they must buy it now, because it won’t be in the shops the following week. It is all about creating a climate of scarcity and opportunity.16 For the customers who did walk in through the door, the rapid turnover obviously created a sense of “buy now because you won’t see this item later.” In addition, the sense of scarcity was reinforced by small shipments, display shelves that were sparsely stocked, limits of one month on how long individual items could be sold in the stores, and a degree of deliberate undersupply. Of course, even though Zara tried to follow fashions instead of betting on them, it did make some design mistakes. These were relatively cheap to reverse since there was typically no more than two to three weeks of forward cover for any risky item. Items that were slow to sell were immediately apparent and were ruthlessly weeded out by store managers with incentives to do so. Returns to the distribution center were either shipped to and sold at other Zara stores or disposed of through a small, separate chain of close-out stores near the distribution center. The target was to minimize the inventories that had to be sold at marked-down prices in Zara stores during the sales period that ended each season. Such markdowns had a significant impact on apparel retailers’ revenue bases: in the United States, for example, women’s apparel stores averaged markdowns of 30%-plus of (potential) revenues in the mid-1990s.17 Very rough estimates for Western Europe indicated markdowns that were smaller but still very significant. Zara was estimated to generate 15%–20% of 13
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its sales at marked-down prices, compared with 30%–40% for most of its European peers. Additionally, since Zara had to move less of its merchandise during such periods, the percentage markdowns on the items affected did not have to be as large—perhaps only half as much as the 30% average for other European apparel retailers, according to Zara’s management.



Store operations Zara’s stores functioned as both the company’s face to the world and as information sources. The stores were typically located in highly visible locations, often including the premier shopping streets in a local market (e.g., the Champs Elysées in Paris, Regent Street in London, and Fifth Avenue in New York) and upscale shopping centers. Zara had initially purchased many of its store sites, particularly in Spain, but had preferred long-term leases (for 10 to 20 years) since the mid-1990s, except when purchase was necessary to secure access to a very attractive site. Inditex’s balance sheet valued the property that it owned (mostly Zara stores) at about €400 million on the basis of historical costs, but some analysts estimated that the market value of these store properties might be four or five times that amount. Zara actively managed its portfolio of stores. Stores were occasionally relocated in response to the evolution of shopping districts and traffic patterns. More frequently, older, smaller stores might be relocated as well as updated (and typically expanded) in new, more suitable sites. The average size of the stores had gradually increased as Zara improved the breadth and strength of its customer pull. Thus, while the average size of Zara stores at the beginning of fiscal year 2001 was 910 square meters, the average size of the stores opened during the year was 1,376 square meters. In addition, Zara invested more heavily and more frequently than key competitors in refurbishing its store base, with older stores getting makeovers every three to four years. Zara also relied on significant centralization of store window displays and interior presentations in using the stores to promote its market image. As the season progressed and product offerings evolved, ideas about consistent looks for windows and for interiors in terms of themes, color schemes, and product presentation were prototyped in model window and store areas in the headquarters building in Arteixo. These ideas were principally carried to the stores by regional teams of window dressers and interior coordinators who visited each store every three weeks. But some adaptation was permitted and even planned for in the look of a store. For example, while all Zara instore employees had to wear Zara clothes while working in the stores, the uniforms that the sales assistants were required to wear might vary across different Zara stores in the same city to reflect socioeconomic differences in the neighborhoods in which they were located. Uniforms were selected twice a season by store managers from the current season’s collection and submitted to headquarters for authorization. The size, location, and type of Zara store affected the number of employees in it. The number of sales assistants in each store was determined on the basis of variables such as sales volume and selling area. And the larger stores with the full complement of stores-within-stores—women’s, men’s, and children’s—typically had a manager for each section, with the head of the women’s section also serving as store manager. Personnel were selected by the store manager in consultation with the section manager concerned. Training was the responsibility of the section manager and was exclusively on-the-job. After the first 15 days, the trainee’s suitability for the post was reviewed. Personnel assessment was, once again, the job of the store manager. In addition to overseeing in-store personnel, store managers decided which merchandise to order and which to discontinue, and also transmitted customer data and their own sense of inflection points to Zara’s design teams. In particular, they provided the creative teams with a sense of latent demand for new products that could not be captured through an automated sales-tracking system. The availability of store managers capable of handling these responsibilities was, according to CEO Castellano, the single most important constraint on the rate of store additions. Zara promoted 14
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approximately 90% of its store managers from within and had generally experienced low store manager turnover. Once an employee was selected for promotion, his or her store, together with the human resources department, developed a comprehensive training program that included training at other stores and a two-week training program, with specialized staff, at Zara’s headquarters. Such off-site training fulfilled important socialization goals as well, and was followed up by periodic supplemental training. Store managers received a fixed salary plus variable compensation based primarily on their store’s performance, with the variable component representing up to one-half of the total, which made their compensation very incentive-intensive. Since prices were fixed centrally, the store managers’ energies were primarily focused on volume and mix. Top management tried to make each store manager feel as if she were running a small business. To this end, clear cost, profit, and growth targets for each store were set, as were regular reporting requirements—with stores’ volume metrics being tracked particularly closely at the top of the (relatively flat) managerial hierarchy.



Zara’s International Expansion At the end of 2001, Zara was by far the most internationalized as well as the largest of Inditex’s chains. Zara operated 282 stores in 32 countries outside Spain (55% of the international total for Inditex) and had posted international sales of €1,506 million (86% of Inditex’s international sales) during the year. Of its international stores, 186 were located in Europe, 35 in North America, 29 in South America, 27 in the Middle East, and 5 in Japan. Overall, international operations accounted for 56% of Zara’s stores and 61% of its sales in 2001, and had been steadily increasing its shares of those totals. The profitability of Zara’s operations was not disaggregated geographically but, according to top management, was roughly the same in (the rest of) Europe and the Americas as in Spain. Approximately 80% of the new Zara stores slated to be opened in 2002 were expected to be outside Spain, and Inditex even cited the weight of Zara in the group’s total selling area as the principal reason Inditex’s sales were increasingly international. But over a longer time frame, Zara faced several important issues regarding its international expansion.



Market Selection Zara’s international expansion began in 1988 with the opening of a store in Oporto in northern Portugal. In 1989, it opened its first store in New York and in 1990, its first store in Paris. Between 1992 and 1997, it entered about one country per year (at a median distance of about 3,000 kilometers from Spain), so that by the end of this period, there were Zara stores in seven European countries, the United States, and Israel. Since then, countries had been added more rapidly: 16 countries (at a median distance of 5,000 kilometers) in 1998–1999, and eight countries (at a median distance of less than 2,000 kilometers) in 2000–2001. Plans for 2002 included entry into Italy, Switzerland, and Finland. Rapid expansion gave Zara a much broader footprint than larger apparel chains: by way of comparison, H&M added eight countries to its store network between the mid-1980s and 2001, and The Gap added five. (Exhibit 14 tracks aggregate store additions across all of Inditex’s chains.) Inditex’s management sometimes described this pattern of expansion as an “oil stain” in which Zara would first open a flagship store in a major city and, after developing some experience operating locally, add stores in adjoining areas. This pattern of expansion had first been employed in Spain and had been continued in Portugal. The first store opened in New York was intended as a display window and listening post, but the first store in Paris anchored a pattern of regional—and
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then national—expansion that came to encompass about 30 stores in the Paris area and 67 in France by the end of 2001. Castellano explained the approach: For us it is cheaper to deliver to 67 shops than to one shop. Another reason, from the point of view of the awareness of the customers of Inditex or of Zara, is that it is not the same if we have one shop in Paris compared to having 30 shops in Paris. And the third reason is that when we open a country, we do not have advertising or local warehouse costs but we do have headquarters costs. Similarly, Zara’s entry into Greece in 1993 was a springboard for its expansion into Cyprus and Israel. Zara had historically looked for new country markets that resembled the Spanish market, had a minimum level of economic development, and would be relatively easy to enter. To study a specific entry opportunity, a commercial team from headquarters conducted both the macro and micro analysis. Macro analysis focused on local macroeconomic variables and their likely future evolution, particularly in terms of how they would affect the prospects for stores (e.g., tariffs, taxes, legal costs, salaries, and property prices/rents). Micro analysis, performed onsite, focused on sector-specific information about local demand, channels, available store locations, and competitors. The explicitly competitive information that was gathered included data on levels of concentration, the formats that would compete most directly with Zara, and their potential political or legal ability to resist/retard its entry, as well as local pricing levels. According to Castellano, Zara—unlike its competitors— focused more on market prices than on its own costs in forecasting its prices in a particular market. These forecasts were then overlaid on cost estimates, which incorporated considerations of distance, tariffs, taxes, and so forth, to see whether a potential market could reach profitability quickly enough (often within a year or two of opening the first store). The actual application of this template for market analysis varied somewhat from country to country. The opening of the first store in New York for informational purposes was an early example. Germany provided a more recent case: while Zara usually conducted market analysis at the country level, it had made an exception by separately analyzing seven large German cities. Sometimes, specific opportunities or constraints overshadowed market-level analysis. Castellano characterized the early entry into Greece in such terms: “The obvious next step [after France] was to open in Belgium. But Greece offered, to us at least, a unique real estate opportunity. From the point of view that it was not a very competitive market there in the early 1990s, we decided to open in Greece. But now our strategy is to be in all the advanced countries [of Europe].”



Market Entry If the commercial team’s evaluation of a particular market was positive, the logical next step was to assess how to enter it. In contrast to Spain, where all of Zara’s stores were company-owned and managed, three different modes of market entry were used internationally: company-owned stores, joint ventures, and franchises. Zara usually employed just one of these modes of market participation in a particular country, although it did sometimes shift from one to another. Thus, it had entered Turkey via franchising in 1998, but had acquired ownership of all its Turkish stores in 1999. Zara had originally expanded internationally through company-owned stores and, at the end of 2001, operated 231 such stores in 18 countries outside Spain. Zara typically established companymanaged stores in key, high-profile countries with high growth prospects and low business risk. Company-owned stores did, however, entail the greatest commitment of resources, including management time. As a result, Zara had used two other modes of market entry, franchises and joint ventures, in about half the countries it had entered since 1998. 16
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Zara first used franchising to enter Cyprus in 1996 and, at the end of 2001, had 31 franchised stores in 12 countries.18 Zara tended to use franchises in countries that were small, risky, or subject to significant cultural differences or administrative barriers that encouraged this mode of market participation: examples included Andorra, Iceland, Poland, and the Middle Eastern countries that the chain had entered (where restrictions on foreign ownership ruled out direct entry). Franchise contracts typically ran for five years, and franchisees were generally well-established, financially strong players in complementary businesses. Franchisees were usually given exclusive, countrywide franchises that might also encompass other Inditex chains, but Zara always retained the right to open company-owned stores as well. In return for selling its products to franchisees and charging them a franchise fee that typically varied between 5% and 10% of their sales, Zara offered franchisees full access to corporate services, such as human resources, training, and logistics, at no extra cost. It also allowed them to return up to 10% of purchased merchandise—a higher level than many other franchisers permitted. Zara used joint ventures in larger, more important markets where there were barriers to direct entry, most often ones related to the difficulty of obtaining prime retail space in city centers. At the end of 2001, 20 Zara stores in Germany and Japan were managed through joint ventures, one in each country. Interests in both ventures were split 50:50 between Zara and its partners: Otto Versand, the largest German catalog retailer and a major mall owner, and Bigi, a Japanese textile distributor. The agreements with these partners gave Zara management control, so that it grouped stores in both countries with its owned stores as “company-managed.” Nevertheless, the split ownership did create some potential complexities: thus, the agreement with Otto Versand contained put and call options under which Zara might be required to buy out its partner’s interest or elect to do so. In addition, Zara had been presented with opportunities to acquire foreign chains but had rejected them because of overlapping store networks, physical and cultural impediments to retrofitting its model on to them, and the difficulty of meeting profitability targets after paying acquisition premia. Some of Inditex’s smaller chains, in contrast, had been acquired and, partly because of that heritage, relied much more heavily on franchising. Overall, nearly one-third of the international stores of Inditex’s other chains were franchised.



Marketing While management stressed that Zara used the same business system in all the countries in which it operated, there was some variation in retailing operations at the local level. The first store(s) opened in each market—often a flagship store in a major city—played a particularly critical role in refining the marketing mix by affording detailed insights into local demand. The marketing mix that emerged there was applied to other stores in the country as well. Pricing was, as described earlier, market-based. However, if a decision was taken to enter a particular market, customers effectively bore the extra costs of supplying it from Spain. Prices were, on average, 40% higher in Northern European countries than in Spain, 10% higher in other European countries, 70% higher in the Americas, and 100% higher in Japan. (Exhibit 15 provides more information, for a representative product.) Zara had historically marked local currency prices for all the countries in which it operated on each garment’s price tag, making the latter an “atlas” as its footprint expanded. (See Exhibit 16 for an old, multi-country price tag.) As key Western European markets switched to the euro at the beginning of 2002, Zara simplified its price tags to list only the prices in the local markets in which a particular garment might be sold, even though this complicated logistics.
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The higher prices outside Spain did imply a somewhat different positioning for Zara overseas, particularly in emerging markets. Castellano explained the situation with an example: In Spain, with the prices we have and the information available to the public, about 80% of Spanish citizens can afford Zara. When we go to Mexico, for cultural reasons, for informational reasons, for economic reasons—because the average income in Mexico is $3,000 compared to $14,000—our targeted customer base is narrower. Who buys from us in Mexico? The upper class and the middle class. That is the class that knows fashion, that is accustomed to buying in Europe, or in the United States, in New York or Miami. In Mexico we are targeting 14 million inhabitants, compared to 35–36 million in Spain [out of populations of 100 million and 40 million, respectively]. But 14 million is more than enough to put in a network of stores there. Differences in positioning also affected the stores in which products were sold and Zara’s overall image. For example, in South America, Zara products had to present a high-end rather than a midmarket image, and it was emphasized that they were “made in Europe.” The image presented was never one of “made in Spain,” however. Thus, according to a survey by Vogue, young Parisiennes— who voted Zara to be their favorite apparel chain—generally thought it was of French origin.19 Zara’s promotion policies and product offerings varied less internationally than did its prices or positioning. Advertising and other promotional efforts were generally avoided worldwide except during the sales periods, which were typically biannual, in line with Western European norms. And while product offerings catered to physical, cultural, or climate differences (e.g., smaller sizes in Japan, special women’s clothes in Arab countries, different seasonality in South America), 85%–90% of the basic designs sold in Zara stores tended to be common from country to country. This commonality was facilitated by the frequent interactions between the creative team in La Coruña and local store managers. Furthermore, the 10%–15% of products that did vary from country to country were selected from the same broad menu of offerings: Zara did not develop products to meet just one country’s requirements. Management thought that the implementation of this relatively standardized strategy had become easier over time as tastes converged across national boundaries. Residual differences permitted products that did not sell well in one market to be sold in others.



Management Zara’s international activities were organized primarily under a holding company created in 1988, Zara Holding, B.V., of the Netherlands. Zara Holding’s transactions with international franchisees were denominated in euros (Inditex’s official currency). Sales in other currencies to subsidiaries in the Americas roughly offset dollar-denominated purchases from the Far East. Under Zara Holding were the country operations, which exercised managerial control of the downstream portions of the value chain, particularly the real estate and personnel costs associated with store operations. Country management teams typically consisted of a country general manager, a real estate manager, a human resource manager, a commercial manager, and an administrative and financial manager. Such management teams sometimes served clusters of neighboring countries (e.g., Belgium and Luxembourg) if individual countries were too small. Country general managers played a particularly important role bridging between top management at headquarters and store managers at the local level: they were key conduits, for example, in propagating best practices through the organization. A committee of subsidiaries that met every two to three months was of particular help in this regard. Country managers each received four to six months of training at headquarters. The country managers in key European markets were all locals, but some in the Americas were expatriates.
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Corporate as well as country managers’ ability to control local store operations was enhanced by the use of standardized reporting systems. Persistently subpar performance generally triggered extensive analysis followed by attempts to fix the problem(s) identified rather than market exit. However, a Pull & Bear franchised store in China had shut down during 2000 and, in early 2002, the prospects for the Argentine operation—struggling because of 35% tariffs and advance tax payment requirements even before the country’s acute macroeconomic crisis—looked grim.



Growth Options Inditex’s plans for 2002 called for the addition of 55 to 65 Zara stores, 80% of them outside Spain. 20 But the geographic focus of Zara’s store additions over a longer timeframe remained to be determined. Since Zara had accounted for two-thirds of the total selling area added by Inditex across all its chains in 2001, decisions about Zara’s expansion would have important group-level implications. The growth options for Zara within its home market of Spain seemed somewhat limited. Zara still had only a 4% share there, but Inditex’s total share amounted to 6%. And the experience of H&M—which had undergone like-for-like sales declines after its share in its home market, Sweden, hit 10%—hinted that there might be relatively tight constraints on such an approach. Also of possible relevance was H&M’s entry into Spain in 2001. Castellano and his top management team saw the rest of Europe as offering the brightest prospects for significant, sustained growth over the medium term. Italy was thought to be a case in point. Italy was the largest single apparel market in Europe, partly because Italians spent more than €1,000 per capita on apparel (versus less than €600 per capita for Spaniards). Italian consumers visited apparel stores relatively frequently and were considered relatively fashion-forward. Apparel retailing in Italy was dominated by independent stores, which accounted for 61% of the market there (vs. 45% in Spain and 15%–30% in France, Germany, and the United Kingdom). Relatedly, concentration levels were lower in Italy than in any of the four other major European markets. (See Exhibit 17 for data on European markets along some of these and other dimensions.) Both of Zara’s attempts to enter the Italian market had been orchestrated through joint ventures, because of the planning and retailing regulations that made it hard to secure the location and the multiple licenses required to open a new store. An initial joint venture agreement with Benetton, formed in 1998, failed to overcome this difficulty and was later dissolved. Over roughly the same timeframe, Benetton apparently secured a large bank loan and launched an aggressive campaign, particularly in Italy, to open up directly managed megastores of its own that were much larger than the third-party stores that it had traditionally licensed. In 2001, Inditex formed a 51:49 joint venture with Percassi, an Italian group specializing in property and fashion retail premises and one of Benetton’s largest licensees, to enable expansion in Italy. This second joint venture resulted in the opening of Zara’s first store in Milan in April 2002—at 2,500 square meters, the largest Zara store in Europe and a major media event. Inditex and Percassi reportedly planned to add 70–80 Zara stores in Italy over the next 10 years. Of course, expansion within Europe was only one of several regional options. Zara could conceivably also deepen its commitment to a second region by investing significantly in distribution and even production there. North America and Asia seemed to be the two other obvious regional possibilities. South America was much smaller and subject to profitability pressures that were thought likely to persist; the Middle East was more profitable on average, but even smaller. However, the larger regions presented their own challenges. The U.S. market, the key to North America, was subject to retailing overcapacity, was less fashion-forward than Europe, demanded larger sizes on average, and exhibited considerable internal variation. Benetton had had to retreat after a disastrous attempt to expand in the United States in the 1980s. And in early 2002, H&M had slowed down its 19



703-497



ZARA: Fast Fashion



ambitious expansion effort there because of higher-than-expected operating costs and weak demand—despite the fact that its prices there were pegged at levels comparable to those that it posted in its large markets in North Europe. Asia appeared to be even more competitive and difficult to penetrate than North America.



Outlook While the issues surrounding Zara’s future geographic focus were important, top management had to consider some questions that reached even farther. One immediate set concerned the non-Zara chains that had recently proliferated, but at least some of which were of subcritical scale. Could Inditex cope with the complexity of managing multiple chains without compromising the excellence of individual chains, especially since its geographic scope was also relatively broad? Looking farther out, should it start up or acquire additional chains? The questions were sharpened by Inditex’s revenue growth rate requirements, which top management pegged at 20%+ per annum. While likefor-like sales growth had averaged 9% per year recently, it might fall to 7% or even 5%, so a 15% annual increase in selling space seemed to be a minimal requirement. And, of course, margins had to be preserved as well—potentially a challenge given some of the threats to the sustainability of Inditex’s competitive advantages. A roundtable video of Inditex’s top management sheds additional light on some of these issues as well as others discussed in this case.
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Buyer-Driven vs. Producer-Driven Global Chains



Upstream Structure Downstream Structure Key Cross-Border Links Rent Concentration Types of Rents



Typical Industries



Buyer-Driven Global Chains (e.g., Apparel) Fragmented, locally owned, dispersed, and often tiered production Relatively concentrated intermediaries Retailers, branded marketers, and branded manufacturers Downstream Relational Trade policy Brand name Labor-intensive consumer products



Producer-Driven Global Chains (e.g., Automobiles) Global oligopolies Relatively fragmented intermediaries Producers Upstream Technology Organizational Capital- and technology-intensive products



Source: Casewriter compilation of data from Gary Gereffi, “International Trade and Industrial Upgrading in the Apparel Commodity Chain,” Journal of International Economics 48 (June 1999): 37–70.



Exhibit 2



Average Labor Costs and Productivity in Apparel ($/hour, 1998) Labor Cost



Value Added



EU Countries Germany Spain Italy Portugal



18



23



7



11



14



20



4



6



11



13



Turkey



2



12



China



0.4



na



India



0.4



2



Egypt



0.7



2



UK Major Suppliers



Other Major Markets US



10



20



Japan



14



na



Source: Casewriter compilation of data from: Werner Stengg, “The Textile and Clothing Industry in the EU,” Enterprise Papers No. 2, June 2001; and http://europa.eu.int/comm/enterprise/textiles/statistics.htm, accessed December 17, 2002.
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Landed Costs of a Large Men’s Shirt in S pain: Illustra tive



Manufactured in Spain Fabric Costs €€ 17.20 Other input costs €€ 13.25 €€ 11.79 Labor Costs Total €€ 42.24



Manufactured in Asia Purchasing costs €€ 25.32 Transportation costs €€ 1.49 €€ 2.28 Rehandling costs Total €€ 29.09



Source: Confidential industry sources.



Exhibit 4



Cycle Time Compression through Quick Response



Source: Inditex.
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A Product Market Positioning Map



PRICE +



Benetton Massimo Dutti



GAP FASHION -



FASHION +



ZARA Pull & Bear H&M Stradivarius Bershka



PRICE -



Source: Adapted from Morgan Stanley Dean Witter, “Inditex,” 1998. Note:



Zara, Massimo Dutti, Pull & Bear, Bershka, and Stradivarius were separate Inditex chains, as described in the Inditex/Structure section of this case.
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Key Competitors and Inditex, 2001 Gap



H&M



Benetton



Inditex



Operating Results (€ Millions) Net Operating Revenues Cost of Goods Sold Gross Margin Operating Expenses Operating Profits



Non-operating Expenses Pre-tax Income Income Tax Minority Interests Net Income



15,559 10,904 4,656 4,276 379 108 272 280 0 -9



4,269 2,064 2,204 1,615 589 -28 617 206 0 410*



2,098 1,189 909 624 286 43 243 92 2 148



3,250 1,563 1,687 982 704 209 495 150 5 340



Financial Position (€ Millions, except where noted otherwise) Current Assets Property, Plant, and Equipment Other Noncurrent Assets Total Assets Current Liabilities Noncurrent Liabilities Total Liabilities Equity--Book Value Equity--Market Valuea One Year Change in Market Value (%)b



3,436 4,695 435 8,566 2,320 2,850 5,170 3,396 12,687 -60%



1,468 661 54 2,183 432 101 532* 1,650 15,564 8%



1,558 720 543 2,821 956 625 1,580 1,241 2,605 -20%



854 1,228 523 2,605 834 285 1,119 1,486 13,433 47%



166,000 6 87% NA 3,097 87% 92% 632



22,944 14 12% 96% 771 15% 96% 1,201



6,672 120 44% 78% 5,456 40% 80% 279



26,724 39 46% 77% 1,284 60% 86% 514



Other Statistics Employees Number of Countries of Operation Sales in Home Country (%) Sales in Home Continent (%) Number of Store Locationsc Stores in Home country (%) Stores in Home Continent (%) Average Store Size (sq. meter)



Sources: Compiled from annual reports; analyst reports; Bloomberg; Standard & Poor’s Compustat® data via Research InsightSM; J. P. Morgan, “Hennes & Mauritz,” company report, February 10, 1999, p. 89, Compustat. * Totals off due to rounding. aOn May 22, 2002. bIn-home currency. cIncludes franchised stores.
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Inditex Historical Financials (millions of euros)



Year



2001



2000



1999



1998



1997



1996



Net Operating Revenues Cost of Goods Sold Gross Margin Operating Expenses Operating Profits Non-Operating Expenses Pre-Tax Income Income Tax Minority Interest Net Income Net Margin Inventories Accounts Receivable Cash and Cash Equivalents Total Current Assets Property, Plant, and Equipment Other Non Current Assets Total Assets Asset Turnover ROA



3,249.8 1,563.1 1,686.7 982.3 704.4 209.3 495.1 149.9 4.8 340.4 10.47% 353.8 184.2 315.7 853.7 1,336.8 414.5 2,605 1.25 13.07%



2,614.7 1,277.0 1,337.7 816.2 521.5 152.7 368.8 106.9 2.7 259.2 9.91% 245.1 145.2 210 600.3 1,339.5 167.8 2,107.6 1.24 12.30%



2,035.1 988.4 1,046.7 636.2 410.5 118.1 292.4 86.2 1.5 204.7 10.06% 188.5 121.6 171.8 481.9 1,127.4 163.6 1,772.9 1.15 11.54%



1,614.7 799.9 814.8 489.2 325.6 96.7 228.9 76.1 -0.2 153.0 9.48% 157.7 75 158.8 391.5 880.4 54.4 1,326.3 1.2 11.54%



1,217.4 618.3 599.1 345.5 253.6



1,008.5 521.0 487.5 285.4 202.1



Accounts Payable Other Current Liabilities Total Current Liabilities Non Current Liabilities Total Liabilities Equity Leverage



426.3 407.9 834.2 284.5 1,118.7 1,486.2 1.75



323.0 347.3 670.3 1,437.7 2,108 1,170.9 1.80



276.1 275.6 551.7 1,221.3 1,773 893.2 1.98



215.6 229.1 444.7 881.6 1,326.3 673.4 1.97



22.1%



22.9%



ROE Source:



22.9%



22.7%



117.4 9.64%



72.7 7.21%



274.0 635.7 67.5 977.2 1.2 12.01%



190.3



820.3 1.2 8.86%



131.4 141.5 272.9 704.3 977.2 529.9 1.84



234.1 586.2 820.3 414.9 1.98



25.0%



20.0%



Inditex.
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Year



Inditex Timeline No. of Stores



Event • Establishment of Confecciones Gao, S.A. Beginning of the company’s activities



1963 1975



2



• Opening of 1st Zara store in La Coruña



1976



2



• Establishment of Goasam as the owner of the Zara chain stores



1985



37



• Reorganization of group structure with Inditex at the apex



1988



71



• Formation of Zara B. V. in the Netherlands as holding company for international activities



1989



88



• International rollout begins with opening of a Zara store in Portugal



1990



105



• Opening of fully automated 130,000-square-meter central warehouse



• Purchase of 1st computer



• Joint venture with Toyota (Japan) introduces just-in-time system at one of the factories 1991



218



• Establishment of commercial office in Bejing to handle purchase of supplies in Asia • Diversification into new segments • Acquisition of 65% of Massimo Dutti • Implementation of telecommunications system between headquarters and the supply, production, and sales centers • Launch of the Pull & Bear chain



1993



369



• Preparation/implementation of expansion plan for Zara in the French market



1995



508



• Acquisition of all of the share capital of Massimo Dutti



1996



541



• Expansion of central warehouse to cope with the increase in the number of points of sale



1998



748



• Creation of the Amancio Ortega Foundation • Alliance with Otto Versand to enter the German market • Launch of the Bershka chain, targeting the younger female market • Acquisition of Stradivarius makes it the fifth chain of the Group



1999



922



2000



1,080



• Opening of new Inditex headquarters complex in Arteixo, near La Coruña



2001



1,284



• Initial public offering of 26% of Inditex’s shares • Launch of the Oysho lingerie chain • Alliance with Percassi results in opening of first Italian store



2002 Source:
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Map of Spain



Source: Adapted from The Encyclopedia of World Geography (New York: Barnes and Noble, 1996).
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Inditex Chains



Zara



Massimo Dutti



• • • • •



• • • • •



500 stores in 30 countries Created in 1975 Continuous innovation based on customer desires For women, men, and youth, from infants to age 45 Web link: www.zara.com



200 stores in 12 countries Acquired by Inditex in 1995 Fashion variety, from sophisticated to sporty For men & women, ages 25-45 Web link: www.massimodutti.com



Bershka



Pull and Bear



• Founded by Inditex in 1998 • 170 stores in 8 countries • Trendy clothing for a younger female target audience, ages 13-23 • Stores are designed as a social hot-spot, highlighting fashion, music, and street art • Web link: www.bershka.com



• • • • •



Stradivarius



Oysho



• • • • •



• • • • •



Acquired in 1999 100 stores in 7 countries Youthful urban fashion For young men & women, ages 15-25 Web link: www.e-stradivarius.com



Source: Inditex.



28



225 stores in 9 countries Founded by Inditex in 1991 Casual clothing at affordable prices For men and women, ages 14-28 Web link: www.pullbear.com



Inditex's newest chain 25 stores in 6 European countries Latest trends in lingerie Quality products at reasonable prices Web link: www.oysho.com
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Inditex Management Structure



Source: Inditex.



29



703-497



ZARA: Fast Fashion



Exhibit 12



Zara’s Business System



Design



Sourcing & Manufacturing



Retailing



Distribution Source: Casewriter.



Exhibit 13



Product Precommitments: Zara vs. Traditional Industry



Source: Inditex.
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Globalization of Inditex Zara Stores 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 Only (2001)



Europe Spain Portugal France Greece Belgium Sweden Malta Cyprus Norway Great Britain Germany Netherlands Poland Andorra Austria Denmark Czech Rep. Iceland Ireland Italy Luxembourg Subtotal Americas United States Mexico Argentina Venezuela Canada Chile Brazil Uruguay Subtotal Middle East/Asia Israel Lebanon Turkey Kuwait United Arab Emirates China Japan Saudi Arabia Bahrain Qatar Jordan Subtotal TOTAL



57



70 1



85 2



57



71



87



0



0 57



0



0 71



99 4 1



201 266 323 350 391 399 433 489 603 692 769 11 17 28 38 49 60 74 87 97 104 140 3 5 13 20 30 36 47 55 59 64 68 1 6 8 10 14 17 17 19 29 4 8 11 13 17 20 21 28 1 3 3 4 6 6 5 3 1 1 1 1 2 2 2 1 2 4 5 8 9 1 1 1 1 1 1 3 7 11 2 7 17 2 2 6 2 2 2 1 2 3 3 1 2 1 1 2 3 2 104 215 288 365 419 490 521 589 678 819 939 1101



1



1



3



3 1



3 1



4 7



6 12



6 14



7 20



7 25 4 1



1



1



3



4



4



11



18



20



27



37



6



16 1 3 1 1 1 10



0 88



6 29 8 3 1 2 3 2 54



6 41 8 4 3 2 5 2 71



22 3 3 2 3 1 11 3 1



23 4 4 4 5 0 17 11 1 1



225 38 67 20 14 0 0 2 0 11 15 3 2 1 3 2 1 1 0 0 1 406



8 55 8 20 4 3 7 2 107



8 27 8 7 4 3 7 2 66



24 4 5 4 15 0 5 14 2 2 1 0 0 0 0 0 0 0 6 33 49 70 76 105 218 292 369 430 508 541 622 748 922 1080 1284



9 2 5 2 4 0 5 6 1 1 0 35 507



Source: Inditex.
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The Price of a T-shirt at Zara



Country



Relative Price Level



Spain United Kingdom Denmark Poland Cyprus Lebanon Kuwait Saudi Arabia Bahrain Qatar Canada USA Mexico Venezuela Japan



100% 151% 153% 158% 136% 152% 171% 170% 170% 160% 178% 209% 164% 147% 231%



Source: Inditex.
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Sample Garment Price Tag



. Source: Inditex.
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308 21 915



800 560



1,599



416 845 702 493 640 725 1,416 934 1,725 1,049 906



Apparel Outlets per Million Inhabitants



49



25 57 76 39 67



40 50 25 33 56 69 36 30 70 64



Specialist Share of Apparel Sales (%)



Source: Compiled from Verdict, Retail Intelligence, and UBS Warburg estimates.



Total Average



5 25 6 7 55



8 8 4 3 41 61 8 3 63 11



Total Sales (€ billion)



European Markets for Apparel, 1999



Austria Belgium Denmark Finland France Germany Greece Ireland Italy Netherlands Poland Portugal Spain Sweden Switzerland United Kingdom
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3,260



1,900 3,100 4,000 1,400 5,600



2,500 3,500 3,100 2,100 3,400 4,500 1,700 2,500 5,600 4,000



Specialist Sales (€/sq. meter)



9,965 623



229 283 192 145 1,603 2,308 142 98 1,295 449 182 124 662 307 307 1,641



Total GNP (€ billion)



422 26



8 10 5 5 59 82 11 4 58 16 39 10 40 9 7 60



Population (million)



25,203



28,280 27,489 36,183 27,822 27,217 28,073 13,357 25,708 22,435 28,234 4,700 12,412 16,756 34,461 42,631 27,492



GNP per Capita (€)



-33-



1,703



2,592 1,148 1,263



1,809 1,314 2,072 2,949 1,053 1,870 2,366 1,458 1,377 1,480 2,289 503



Distance from Spain (km)
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