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THE REALITY OF DE-GLOBALISING AND DE-CHINA-ING SUPPLY CHAINS
OVER THE SHORT- AND MEDIUM-TERM

The systemic disruption to global supply chains observed over the past few months has
precipitated calls, not least by politicians, for the re-shoring of manufacturing from Asia
(predominantly China) and other lowcost markets to the USA and Europe.

Whilst demands for repatriating jobs by re-shoring production are not new - President Trump
was elected partly on this mandate - Coronavirus has added new impetus to this campaign
and it is not hard to see why. Analytics company Dun & Bradstreet estimated that around
51,000 businesses had a direct supplier in Wuhan, the epicentre of the outbreak, and 5 million
businesses worldwide had second tier suppliers based in the Wuhan region. Many of these
businesses were shut for an extended period over the Chinese New Year and into March

as the Chinese government-imposed lockdown restrictions on companies, workers and
logistics suppliers. This has had a severe impact on the many retailers and manufacturersin
the West which have become highly dependent on out-sourced and off-shored supply chains.
The disruption led to delays in shipments, stock outs as well as the build-up of inventory at
various bottlenecks resulting in costs running into billions of dollars (see section below on
Inventory Costs).

Presently, according to US Department of Commerce figures, US manufacturers import 20%
of their intermediate goods, which compares with 15% in 1997. Analysis by US bank Wells
Fargo estimated that if offshoring was rolled back to 1997 levels the US would import around
S180 billion less product from foreign suppliers. Out of this total, China would lose out by S56
billion. The drop in the value of product sourced from China would constitute 2.1% of Chinese
exports which although sounding small would have a significant impact on shipping and air
cargo sectors. For illustration purposes only, if it is assumed that international logistics costs
comprise 5% of the total value of these imports, this could amount to a hit of $S9 billion to the
logistics industry involved in moving goods to the US.

But how realistic is the prospect of re-shoring and the de-Chinaization of supply chains?
In this paper, we will discuss the fundamental reasons behind offshoring of production and
whether it is feasible to reverse this long-term trend.
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THE OFFSHORING AND RE-SHORING DECISION MAKING PROCESS

When it comes to making the decision to either offshore or re-shore production,
manufacturers have to take into account a number of factors related to operational
considerations. Amongst these are:

+ Cost

+ Quality

« Time

« Flexibility.

A survey undertaken by Warwick University after the Global Recession of 2009 found that
43% of companies offshoring manufacturing processes did so on the basis of cost-cutting
whilst 16% did so to avoid capacity bottlenecks. 28% did so in order to enter new markets
or to be closer to customers. This last point is relevant, as it suggests that, given the
growth of Asia as a consumer market, there will be a continued if not greater incentive for
manufacturers to position production in these emerging markets. Unsurprisingly, those
companies which had offshored placed more importance on cost whilst companies which
had re-shored production placed more emphasis on time and flexibility.

As well as these factors, though, another category has become more important over the past
decade, that of risk mitigation. No manufacturer should have been unaware of the issue of
risk to their global supply chains given the number of natural disasters as well as political
events which have occurred in Asia over the last few years. In addition, the challenge of
protecting Intellectual Property can be added to these. However, just as important as any of
these issues, has been the role of logistics. Usually taken for granted, government decisions
to shut borders - internal and external - as well as closing down the global airline sector led to
massive disruption in the shipping, air cargo and road transport sectors.

This simple equation would in the minds of many (including politicians) suggest that a more
holistic evaluation of costs will lead to re-shoring. But is the data there to provide evidence
for this? After all it is very difficult to quantify other factors such as corruption or cargo
crime, let alone societal risks and their monetary impact on brand equity. For this reason,
there is a very good probability that once the pandemic has passed, manufacturers will go
back to making outsourcing decisions based on the factors they can quantify. Although
supply chain executives know that another pandemic is inevitable, many will take the
decision that basing their production strategy around the mitigation of low probability-
high impact events is not feasible. For US-listed companies which report and are judged on

H Contents Inventory and the role of China in Global Supply Chains



FOUNDATION
FOR
FUTURE
SUPPLY
CHAIN

THE OFFSHORING AND RE-SHORING DECISION MAKING PROCESS
(CONTINUED)

quarterly performance this is even more the case. This situation may change if Coronavirus
re-occurs more reqgularly and transport and supply continue to be affected.

How business managers have approached the offshoring trade off

Transport costs

Lower inventory costs
Low cost labour
Production scale

¢

Result = GLOBALIZATION

How business managers should approach the outsourcing trade off?

‘Invisible’ Costs
Inventory costs
Economic Risk ry
Natural Disasters Low cost labour
Climate Change Production scale

Geo-political [security
Corruption

Business Process Risk
Cargo Crime

Societal Risks
Cyber Crime

Result = RE-SHORING
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LOWER COST LABOUR ALTERNATIVES TO CHINA

Labour costs are an important element in the decision whether to off-shore production;
where to source/ locate production or whether, indeed, to re-shore or not. In the past China
has benefited from its low cost labour but, according to some sources, this may be starting
to change. In 2016 average hourly wage rates for factory workers in China were S$3.60 per
hour, an increase of 64% from 2011. The increase in wage rates has meant that production
of lower value goods (such as textiles) has already migrated to other markets such as
Bangladesh. The Chinese government has recognised that it is not in the long term interests
of its economy to focus on low value adding sectors and this has meant that Chinese
manufacturers have engaged in off-shoring of their own to lower cost labour markets. For
instance, Sri Lankan employees have an average factory wage of just S0.50. Automation is
also playing an important role in its manufacturing strategy.

IHS Market technology, a consultancy which specialises in technology out-sourcing, projects
that in 2020 China’s labour rate for factory workers will be $6.50 an hour in China, compared
with just $3.10 in Vietnam. Whereas other low cost alternatives to China lack much of the
production eco-system in the high tech sector, thisis less the case in Vietnam, although a
large proportion of components assembled there still have to be imported. Support services,
such as cleanroom supplies, packaging materials, and printing capabilities are available.
There has also been significant investment in air and port infrastructure although road
systems need further development. Overall, however, this suggests that for many China + 1
strategies, Vietnam could be the option utilized.

Vietnam high-tech exports(current USS)
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LOWER COST LABOUR ALTERNATIVES TO CHINA (CONTINUED)

Malaysia is also positioning itself as an alternative or additional sourcing location to China. Its
Ministry of International Trade and Industry (MITI) has stated that in June 2020 it had S13bn

of investment projects slated by companies wishing to diversify production. Investors have
stated that this is not only due to Coronavirus but also the China-US trade war. Malaysia
already accounts for 10% of global ‘back-end’ semiconductor output and Bosch has become
the latest company to commit to a new facility to test components such as semiconductors
used in automotive airbag systems or engine-control units. One problem the market faces,
however, is the shortage of labour in the country which will prevent it making an even bigger
impact in China’'s market leadership.

For companies focused on labour costs, off-shoring will be always be the answer. However,
for most this equation is never straightforward. When taking into account all aggregate
costs -including international transport and the risk of not being able to supply customers,
for example - the decision may be much more finely balanced. Rising labour costs in China
may drive a company to find an alternative location/supplier in Asia or Latin America, or, if
the length of the international supply chain becomes the primary concern, back in their home
market.
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CAN DEVELOPED MARKETS COMPETE WITH CHINA?

Another factor working against the re-shoring of production is that in many cases the
resources, knowhow and infrastructure do not exist in developed countries for the return

of manufacturing on any scale. Despite what many people think in the West, off-shoring

to Asia, Latin America or in some cases Africa is not just about the low cost of labour,
although, as we have seen, this is a major factor. In China, particularly, entire eco-systems

of production have been established over decades. This includes technology infrastructure,
efficient transportation, expertise, financing but also a well-trained, flexible and large pool of
workers.

Technology manufacturers, such as Apple, have gone on record as saying that it would be
impossible to bring large operations back to the US where many of these resources don't
exist to the same extent.

A quick look at some alternative sourcing locations in the high tech sector, shows that there
is presently no market which can rival China in terms of capacity. However, Korea, Malaysia,
Vietnam and, to a lesser extent, Thailand and the Philippines, do have sizeable industries
which could conceivably be developed.

High-tech exports 2018 - Offshore sourcing options (USS)
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CAN DEVELOPED MARKETS COMPETE WITH CHINA? (CONTINUED)

A glance at the chart below, also shows that the output of near-shoring optionsis also a
fraction of what would be required even if a small proportion of China’'s export market were
to be re-allocated. Mexico has a sizeable high-tech export industry but it is still dwarfed by
China’s.

High-tech exports - 2018 - Near-shoring options (USS)
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Highly developed manufacturing industries already exist in many developed countries such
as Germany. It would be possible to expand these, although companies in these markets tend
to focus on high value adding processes and technologies which don't involve requirements
for very large labour forces.
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High-tech exports 2018 - Re-shoring options (USS)
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Therefore it can be concluded that in the near term, a structural change in supply chains for
some markets, like high tech, is unlikely. This is not to say that a gradual re-focusing away
from China won't happen -just that it will take time.
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THE LOGISTICS COST HEADWIND TO RESHORING

In the past research has shown that rising transport costs can, in some sectors, lead to

a reappraisal of manufacturers’ production and off-shoring strategies. Back in 2008, a
Unilever manager admitted that the then high price of 0il (5140 a barrel) would affect the
global distribution of its factory network due to the need to reduce transport usage. The
head of Procter & Gamble, a key competitor, commented at the time, “A lot of our supply
chain design work was really developed and implemented in the 1980s and 1990s, when our
capital spending was fairly high as a cost of capacity and oil was 10 bucks a barrel. It could
be said that the supply chain design is now upside down. The environment has changed.
Transportation cost is going to create an even more distributed sourcing network than we
would have had otherwise.”

With oil presently under S40 a barrel, such an imperative no longer exists and this will prove a
substantial headwind to any momentum for re-shoring
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SHIPPING RATES

As is evident from the charts below, shipping rates have remained in a five year historic range
- perhaps surprising given the turmoil on the markets. This is a result of capacity discipline
by the major shipping lines which have reduced the number of ships and frequency of calls in
line with container volumes. In terms of re-shoring, this would appear to be neutral in terms
of medium to long term impact. If carriers are able to keep rates stable or if rate start falling
due to a potential global recession, this will compound the prevalence of extended supply
chains. If, however, shipping lines and/or shipowners start failing (unlikely due to government
support), a lack of capacity may lead to a spike in rates, pushing more global manufacturers
towards more localized, domestic supply chains.
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AIR CARGO DISRUPTION AND RATES

There has been a massive disruption to air cargo supply chains caused by the cessation of
passenger airline services and the removal of bellyhold capacity. This was made worse by the
sudden and overwhelming demand for Personal Protection Equipment in the West.

In normal times PPE is usually transported by sea, but the urgent requirement for it led to
a massive requirement for airlift. This has resulted in air freight rates on all-freight charter
airplanes and passengerfreighters soaring to historic levels. Non-PPE cargo was often
impossible to move with priority given over to shippers, such as governments, who were
willing to pay extortionate sums of money to source medical equipment.

What will be the long term implications of this disruption? There may well be changes in the
supply-side of the market as all-freighter operations become regarded as a more reliable
source of capacity. Shippers may no longer want to be so exposed to the vagaries of the air
passenger market. Alternatively, they may decide that it is better to source goods closer to
home and the disruption is actually a compounding force for reshoring.
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INVENTORY COSTS

As shown below in some snapshots of high tech manufacturers with global supply chains,
inventory costs have increased due to:

» Bottlenecks in their supply chains which prevented orders from being fulfilled
« Building up of finished product as a result of a drop in customer orders
« Building up of finished product to meet expected customer orders after lockdown is lifted.

Of these, the first point is particularly apposite to this discussion, as the belief is in some
circles that having a re-shored supply chain would mitigate some of the disruption which has
occurred. This disruption was a result of:

« A shutdown of suppliers in Asia(predominantly China)
« A breakdown of international transport systems.

As well as inventory costs, there is also the impact of consequential loss which applies when
the supply of subassemblies and intermediate goods is disrupted leading to the idling of
production of lines.

HP stated that it had experienced an inventory build up which had helped created a negative
cashflow of $402 million. Cash conversion cycle was also impacted. According to the
company, ‘We expect our cash conversion cycle to improve through the rest of the year as
we execute against the backlog and supply chain constraints alleviate, both of which help
us reduce our high inventory levels. Inventory ended the quarter at $6.4 billion, up 19 days
quarter over quarter to 57 days.

Dell likewise saw an impact on cashflow as a result of higher inventories. ‘It was more around
having supply available to make sure that we satisfied our customers’demand, and that we'll
work our way through that as we go through the second quarter.’ Therefore it sounds as if
Dell stockpiled finished goods, rather than was left with inventory in its supply chain.

During its 02, high tech manufacturer Jabil stated that its total days of inventory came in at
70 days, an increase of 13 days sequentially, driven mainly by idle capacity and supply chain
constraints due to COVID-19. Mike Dastoor, Jabil’s CFQ, said, 'l think as the COVID-19 spreads
in other parts of the world and supply chain constraints continue, we will see a little bit of a
spike in inventory.’

Computer manufacturer Lenovo saw its days of inventory increase by 15 days. This was due
to stockpiling of parts ahead of future orders. It believes that this spike of inventory will be
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INVENTORY COSTS (CONTINUED)

drawn down as customers start to order once again.

It is highly likely that these (very large) costs will provoke a significant debate across the
sector concerning future supply chain strategy. However, as highlighted, inventory costs
have not arisen entirely from disrupted supply chains and it is far from certain that they

will result in re-shoring. What is far more likely is that manufacturers will increase their
‘flexibility’i.e. create supply chains which have a range of sourcing options. Not just China+1
perhaps, but also with an element of re-shoring
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CONCLUSION

Campaigns for re-shoring of manufacturing to Western markets (which started many years
ago) have gathered momentum, not least due to the Coronavirus crisis. The disruption to
the manufacturing operations of suppliers based in China(and across Asia more generally)
was compounded by the failure of air cargo systems and the blanking of sailings. These
challenges followed a prolonged period of trade war hostilities between the US and China
which have led to tariffs being imposed on many products. This had prompted many global
manufacturers to assess their sourcing strategies even before Coronavirus.

So, will this result in a paradigm shift in global supply chains? Probably not to the degree
many politicians would like. After all there are multiple good reasons for manufacturers to
continue sourcing goods from China. These continue to include:

« Low labour costs

» Developed production ‘eco-systems’and expertise

« Low and stable shipping rates

« Strong transport infrastructure

 Lack of production/labour force scale and know how in developed markets

Having said that, it is likely that there will be significant changes. These factors bullet

above do not take into account the priority being afforded to the policy of re-shoring by
governments or the imperative to de-risk supply chains. As regards the former point,
President Trump has already ratcheted up tariffs on Chinese goods several times over the
past few years. This has had a major effect on many manufacturers which have sought, as
aresult, to diversify their supply base throughout Asia and elsewhere. As Ti's advisor and
supply chain expert Raghu Ramachandran pointed out in an article for Logistics Briefing,

this has not necessarily led to re-shoring but it has resulted in near-sourcing whilst at the
same time resulting in damage to the US economy. He states that although there has been

a slowdown in trade growth between the US and China, the beneficiaries of the trade war
were their neighbours, with several businesses setting up additional operations/facilities in
countries such as Vietnam/Cambodia or Mexico/Canada. The US consumer and farmers have
been impacted most by rising costs at home and by losing customers in China, a major export
market.

Ramachandran believes that whilst alternative production locations have been sought in
order to mitigate risk previously, Coronavirus will accelerate this trend over the next few
years, resulting in most large firms migrating to what he calls a‘tri-polar strategy’ for their
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CONCLUSION (CONTINUED)

supply chain: off-shoring; near-sourcing and reshoring. An understanding of this need
started with SARS and the Japanese tsunami when the expectation was that most firms
would hedge their bets and source from multiple geographies. However, costs and inertia
played arole in the postponement of those decisions.

Another major factor to take into account is the need for European and North American
businesses to be close to the major Chinese and Asian markets. By pulling out of China and
focusing on‘local’ production, there is the risk of ceding these very important markets to
local competitors.

In summary, although plenty of times before it has been said that “this time it is different”
it seems inevitable that, post-Coronavirus, almost all global companies will revisit their
supply chain strategies. This may not result in a surge of re-shoring in itself, but this option
will certainly play a much more important role as part of a more flexible, nuanced and
sophisticated approach to the costs and risks of off-shoring.
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About the Foundation for Future Supply Chain

Established in 2021, the Foundation for Future Supply Chain is a not for profit organization
dedicated to improving the understanding of some of the industry’s most pressing
challenges.

The Foundation provides governments, inter-governmental organizations, NGOs and
business leaders with an independent source of thought leadership, addressing and advising
on critical policy issues such as sustainability and ethics; security and risk; innovation and
disruption; future mobility and automation.

About Ti

TiInsight is a leading market research and analysis company which for 20 years has provided
products and services to the logistics and supply chain industry including market reports; its
own unique Global Supply Chain Intelligence (GSCi) online knowledge platform; consulting;
training, conferences and webinars.

Tihas acted as advisors to the World Economic Forum, World Bank, UN and European
Commission as well as providing expert analysis to governments, manufacturers, retailers,
banks, consultancies, shipping lines and logistics service providers.

Registered Address:

Transport Intelligence Ltd, Kingston House, Pierrepont Street, Bath, BAT1LA, United
Kingdom
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