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Here, there and everywhere

After decades of sending work across the world, companies are
rethinking their offshoring strategies, says Tamzin Booth

EARLY NEXT MONTH local dignitaries will gather for a ribbon-cutting
ceremony ata lacility in Whitsett, North Carolina. A new production line
will start to roll and the seemingly impossible will happen: America will
start making personal computers again. Mass-market computer produc-
tion had been withering away lor the past 3¢ years, and the vastmajorily
of laptops have always been made in Asia. Dell shuf two big American
factories in 2008 and 2010 in a big shift (o China, and 1» now makes only
asmall nwmber of business desktops at home.

The new manufacturing facility is being built not by an American
company but by Lenove, a highly successhul Chinese technology group.
Founded in 1984 by 1 engineers
from the Chinese Academy of
Sciences, il bought 13m's Think-
Pad personal-computer business
12005 and is now by some mea-
sures the worlds bipgest v o-mak-
er, just ahead of 1p, and the fast-
estgrowing,

Lenovo’s move marks the
latest twist in a globalisation
story that has been running since
the 1980s. The original idea be-
hind offshoring was that Western
firms with high labour costs
could make huge savings by
sending work to countries where
wages were much [ower (see box
ovetleal). Offshoring means
moving woirk and jobs outside
the country where a company is
based. It can alse involve out-
sourcing, which means sending
work o outside contractons,
These can be either in the home
country or abroad, but in offshor-

ing they are based overseas. For several decades that strategy worked, of-

ten brilliantly. But now companies ave rethinking their global footprints.

The first and most important reason is that the global labour “arbi-
trage” thal sent companies rushing overseas is vunning out. Wages in Chi-
na and Indiza have been going up by 10-20% a year for the past decade,
whereas manufacturing pay in America and Europe has barely budged.
Other countries, including Vietnam, ndonesia and the Philippines, still
offer low wages, but not China’s scale, efficiency and supply chains.
There are still big gaps between wages in different parts of the world, but
other factorssuch as ransport costs inereasingly offsetthem. Lenovo's la-
bourcostsin North Carolina will still be higher than inits factories in Chi-
naand Mexico, butthe gap has narrowed substantially, so itis no longer a
clinching reason for manufacturing in emerging markets. With more
aulomation, says David Schimoock, Lenovo’s president for North Ameri-
ca, iabour's share of total costs is shrinking anyway.

Second, many American firms now realise that they went too far in
sending work abroad and need to bring some of it home again, a process
inciegantly termed “reshoring”. Well-known companies such as Google,
General Electric, Caterpillar and Ford Motor Company are bringing

some of their production back to America or adding new capacity there. »
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QUTSOURCING AND OFFSHORING

FIn December Apple said it would start making a line of #ts Mac
computers in America later this year.

Choosing the right location for producing a good or o ser-
viceis an inexact science, and many companies got it wrong. Mi-
chael Porter, Harvard Business School's guru on competitive
strategy, says that justas companies pursued many unpromising
mergers and acquisitions until painful experience brought great-
er discipline to the field, a lot of chief executives offshored (oo
quickly and too much. It Europe there was never as much enthw
stasm for offshoring asin America in the first place, and the small
number of companies that did itare in no rush to return,

Firms are now discovering all the disadvantages of dis-
tance. The cost of shipping heavy goods hallway around the
woild by sea has been rising sharply, and goods spend weeks in
transit. They have alse found that manufacturing somewhere
theap and far away but keeping research and development at
home can have a negative effect on innovation. One answer 1o
this would be to move the R&D too, but that has other draw-
baclks: the threat of losing valuable intellectual propertly in far-
off places looms ever larger, And-a succession of wars and natu-
ral disasters in the past decade has highlighted the risk that sup-
piy chains & leng way from home may hecome disrupted.

Phivd, firms are rapidly moving away from the madei of
manufaciuring everything in one low-cost place to supply the
rest of the world. China s nolonger seen as a cheap manufactue-
ing base butas a huge new market. Increasingly, the main reason
formultinationals to move production is 1o be close (o custonters
in hig new markets. This is not offshoring in the sense the word
has been used for the past three decades; instead, it is being “on-
shore™ in new places. Peter Lischer, the chiel executive of Sie-
mens, a German engineering inm, recently cammented that the
notion ol offsharing is in any case an odd ore lora wuly interna-
tional company. The “home shore” for Siernens, he said, is now
as much China and India as itis Germany or America.

Companies now wantlo be in, or clese to, each of their hip-
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gest markets, making customised products and responding
quiclly 1o changing local demand. Pierre Beandoin, chiefl execu-
tive of Bombardier, a Canadian maker of aeroplanes and (rains,
says the firm used to focus on costsavings made by sending jobs
abroad; now Bombardier is in China for the sake of China,

Lenova, as a Chinese com pany, has its own factories in Chi-
na The reasen itis moving some production to America is that it
will be able to customise its computers for American cuslomers
and respond quickly to them. If it made them in China they
would spend six weeks on a ship, says My Schmoock.

Under this logic, America and Europe, with their big do-
mesiic markets, should be able 10 attzact plenty of new invest-
ment as companies look for a bipger focal presence in places
around the world. 1Uis not just Western frms bringing some of
their production home; there is also a wave of emerging-market
champions such as Lenove, or the Tata Group, whicl: is making
Range Rover cars near Liverpeol, that are coming 1o invest in
brands, capacity and workers in the Wost,

Such changes are happening not only in manufaciuring bu

increasingly in services too. Companies may either outsource 1t »
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» and back-office work (0 other companies,
which could be in the same country or
abroad, or offshore i to their own centres
overseas. Soltware programming, call

centres  and dala-centre  managemend
were the first (asks to move, followed by
more complex ones such as medical diag-
noses and analylics forinvestment banks.

Asinmanulacturing, the labour-cost
arbitrage in services is rapidly eroding,
leaving firms with all the drawbacks of
distance and ever fewer cost savings o
make up for them. There has been wide-
spread disappoiniment with cuisourcing
information technology and the routine
back-office tasks that used 10 be done in-
house. Some activilies thatused to be con-
sidered peripheral to a company’s proliss,
such as data management, are now seen
as essential, so they are lesslikely to be en-
trusted 1o a third-party supplier thou-
sands of miles away.

Coming full circle
Bven General Electric is reversing its
coursein someimportant areas of its husi-
ness. Inthe 19908 ithad pioneered the off-
shoring of services, setling up one of the
very first “captive”, or fully owned, off-
shore service centres in Guigaon in 1997.
Up until last year around hall of Ge’s in-
fermation-technology work was being
done oulside the company, mostly in in-
dia, but the company lound that it was
tosing.too much technical expertise and
thatits rr department was not responding
quickly enough to changing technology
needs, Itis now adding hundreds of rren-
gineers at a new cenire in Van Buren

Township in Michigan.
This special report will examine the
changing economics of offshoring in the corporate world, 1t will
~show that offshoring in ils (raditional sense, in search of cheaper
labour anywhere on the globe, is maturing, tailing off and to
some extent being reversed. Multinationals will certainly not be-
come any less global as a result, bus they will distribute their ac-
tivitics more evenly and selectively arownd e world, aking
heed of a far broader range of variables than lahour costs alone.
That offers a huge opportunily for rich countries and their
workers to win back some of the industries and activities they
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havelostoverthe past few decades. Paradoxically, the narrowing
wage gap increases the pressure on politicians. With labour-cost
differentials narrowing rapidly, itis no lonrger possible 1o pointat
rock-boltom wages in emerging markets as the reason why the
rich world is osing out. Developed countries will have to com-
pete hard on factors heyond labaur cosrs. The mostimportant of
these are world-class skills and taining, along with fexibility
and motivation of workers, extensive clusters of suppliers and
sensible regulation. m




OUTSGURCING AND OFFSHORING

Reshoring manufacturing

Coming home

A growing number of American companies are moving

their manufacturing back to the United States

IN 2005, A START-UP company from California called gr

Waler Systems decided (0 move its manufacturing opera-
tions to China. At the time there was a general exodus to Asiain
search of lower costs, recails Mark Coopersmith, the firm's chief
executive. 81T Water Systems, which builds sophisticated iriga-
tion devices for businesses, quickly started losing money, not
least because ithad so much capital ted up in big shipments of
goods which ook weeks to cross the oceans. innovation suffered
from the distance between manufacturing and design, and qual-
ity became a problem too.

When five years later Mr Coopersmith investigated the dif-
ference between the (otat cost of praduction in Chinaand Amer-
ica, including the costof shipping, customs duties and other fees,
he was amazed to find that California was only aboutio% more
expensive than China Andthat was just on the immediate num-
bers, without allowing lor the intangible benefits of making the
devices almostnextdoor wr Waler Systems' new manufacturing
partner, General Electronics Assembly, is in San Jose. As it hap-
pens, the firm’s owner has a Chinese background and a large
portion ol its employees are of South-East Asian origin.

The number of frms known to have “reshored” manufac-
turing to America is well under 100, Doubtless many maore are
doing so quietly. Examples range rom the tiny, such as g1 Water
Systems, {0 the enornmous, such as General Electric, which lasi
yvear moved manufzcturing of washing machines, lridges and
heaters back from China to a factory in Kentucky which notlong
ago had heen expected (o close. Google
has attracted a greal deal ol attention for
deciding (o make its Nexus @, a new me-
dia streamer, in San Jose.

The reshoring movement has to be
keptin proportion. Most of the multina-
tionals involved are bringing back only
some of their production destined for the
American markel, Much of what they
had moved over the past lfew decades re-
mains overseas. And for many of the big-
gest firms the amount of work thal they
are still sending abroad outweighs the
amount that they are bringing back on-
shore. Caterpillay, for example, is opening
a new factory in Texas to make excava-
tors, but has also just announced that it
will expand its research and develop-
mentactivitiesin China.

According to a survey conducted by
Harvard Business School last year, many
firmis are still deciding against basing ac-
tivities in America. Professers Michael
Porter and Jan Rivkin asked miss alumni
who were rwning businesses about their
choices of location and found that many
of them were deciding to leave because
they thought wages abroad were lower
than at home. Another importantreason,

though, was lo benear customers in big new markets, which this
report does not see as offshoring in the conventional sense.
Messrs Porter and Rivkin argue that firms are now ready to re-
consider offshoring, They realise thatin many cases they overdid
it and are discovering hidden costs in moving production a long
way [rom home, But, the authors argue, America’s government
is not making the country’s business envivonment atuactive
enough for companies (o wantto come back.

Given the political pressure, it is natural for companies o
want to publicise anything thatlooks like reshoring. Lenovo says
thatits decisionato bring back computer-making to North Caroli-
ita was a way ol looking after the firm's reputation as well as
bringing direct business benefits. The Chinese firav's global sup-
ply-chain chief, Gerry Smith, says he has received dozens of tele-
phone calls vom {ormer university classmales (o congratulate
hirm on the move.

Bulreshoring amounis to much more than public relations.
Itis being driven by powerful forces and will only getstronger, In
asurvey of American manufacturing companies by the Bosten
Consulting Group (Bca) in April 2012, 37% of those with annual
sales above $abillion said they were planning or actively consid-
ering shifting production facilities from China to America. Of the
very biggest firms, with sales above $10 billion, 48% came out as
reshorers. The most common reason given was higher Chinese
labour costs. The Massachusetts [nstitute of Technology looked
at1e8 American manufacturing firms with muliinational opera-
tions fast summer, I found that 14% of them had finn plans to
bring some manufacturing back (o America and one-third were
actively considering such a move. A study last year by the Hacie
ett Group, a Florida-hased frm that advises companies on off-
shoring and outsowreing, produced similar results. [t expects the
outflow of manufacturing from high- to tow-cost countries to
slow over the next two years and the reshoring to double over
the previous two years. “The offshoring of manufacturing is
now rapidly moving towards equilibrium [zero net offshoring),”
says Michel Jangsen, the nm's head of research.

=
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’ The crucial change that has taken place aver tie past de-
cade or so is that wages in low-cost countries have soared. Ac
cording to the International Labour Organisation, real wages in
Asia between 2000 and 2008 rose by 71-7.8% a year. Pay for se-
nior managemient in several emerging markets, such as China,
Turkey and Brazil, now either matches or exceeds pay in America
and Furope, according w arecent study by the Hay Group, & con-
sulting firm. Pay in advanced economies, on the other hand, rose
hy just 05% 10 0.9% a year between 2000 and 2008, says the
McKinsey Global Institute. In manufacturing, the financial crisis
actually reduced pay: real wages in American manufacturing
have declined by 2.2% since 2005,

8y conlrast, pay and benefits for the average Chinese Fac-
tery worker rose by 10% a year between 2000 and 2005 and
specded up 10 19% a year between 20035 and 2010, according to
nee. The Chinese government has set a target for annual in-
creases in the minimum wage of 13% until 2015, Strikes are be-

fo such s

coming more frequent, and when they happen, siays one execu-
tive, the government often tells the plant manager fo meet
workers' demands immediately. Tollowing labour unrest, wages
at some factories have gone up steeply. Honda, a Japanese car-
maker, gave its Chinese workers a 47% pay rise after strikes in
2010, Foxconn Technology Group, a subsidiary of Hon Hai Preci-
sion Industries, a Taiwanese firmn that
does alotof manufactuwring for Apple and
other big technology firms, doubled pay
alits factory complex in Shenzhen after a
series of suicides. Its labour troubles ave
still continuing.

The pushmi...

B¢G used to argue that companies
anwilling to send their manufacturing o
lower-cost countries were putting their
very [uture in jeopardy. Now it says that
companies will bring manufacturing
back to America from China. As soon as
2015, says Hal Sirkin, a consultant at the
firm, it will cost abvout the same to manu-
facture goods for the American marketin
certain parts of America as in China in
many industries, including computers
and electronics, machinery, appliances,
electrical equipment and furniture. That
caleulation takesinto account a wide varl-
ety of direct costs, including labour, prop-
erty and wansport, as well as indirect
ones such as supply-chain risk.

After decades of complaining about
American and Fwropean workers’ high
pay, cushy conditions and unreasonable
expectations, buginesspeople now in-
creasingly moan about Chinese workers.
Their aspivations are rising and they are
less willing to work long hours in boring
factory jobs. A new labour law intro-
duced in 2008 brought in more protection

< Hing, Turkey and Brazil, now either
res or exceeds pay in America and Furepe
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for workers, including the right {0 a permanent contract afler a
year of employment, and workers are more aware of their rights.
Oneconsultantjokes thatitis getting as hard o fire peoplein Chi-
naasinFrance.

“China's labour marketis so overstreiched that all the high-
quality labourhas been exhausted, you have (o hive people with
lesser quatifications, and then qualily becomes a problem,” says
Alain Deurwaerder, who until recently
ran: a factory in Thailand for Ducaii, an
ltalian motorbike-maker. Another Euro-
pean chief executive complaing about the
flightiness of his Chinese workforce: “If
someone an the other side of the road of-
fers 5% more pay, they go.”

Lorne Schaefer, the owner of Jenlo

Apparel Manufacturing, a Canadian-
owned clothing company, opened a fac
tory in Liuzhou in southern China in
2008 because he could no lenger find
workers at home; second-generation Chi-
nese and Vietnamese immigrants in Mon-
treal, he says, no longer want to work in
the industry. Now he is having similar
problems in China. The latest generation
of workers, thinon the ground because of
the country’s one-child policy, are not keen to teil in factories,
nor do they want to work for companies thai make goods for ex-
porl, since the quality standards are far higher than for domestic
consumption. So evenin a labourintensive industry such astex-
tiles, the cost benefif that China offers is quickly eroding.

Higher labour costs alone are not enough 10 prompt com- »
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* panies 1o leave China. The country has the world's best supply
chains of components for industry and its infrastructure works
well. Firms have already invested heavily in being there. And
companies thatinitially came for the low labour costs now want
to stay because it has become a huge market in its own right.
Nonetheless, “the incremental decision to invest in new produc-
tion capacity in China has become tricky, " says Gordon Orr, Asia
chairman for McKingey,

One answer is (o invest in other low-cost countries, of
which there is ne shortage. Myanmar, for instance, is atiracting
interestnow that the West is lifting economic sanctions. But the
scale, skill and productivity of the Jabour force there, and in
countries such as Vietnam and Cambodia, nowhere near match-
es China’s, avgues Mr Sirkin. And workersin those countries, oo,
are demanding better pay and rights.

Mexico, which has the huge advantage of bordering the
United States, is increasingly attracting production destined for
the Americas that would formerly have gone to China. Average
pay for Mexican manufaciuring workers is now only slightiy
higher than for Chinese ones, and the time it takes for goods to
travel to North America is measured in days not months, Some
firms, such as Chrysler, a car company, are even using Mexico as
abase to supply the Chinese market. The country has become an
important production hub for the aerospace industry, But Mexi-
co's poor infrastructure and highly publicised drugs-related vio-
lence may deter some firms.

Even as pay is rising rapidly in Ching, costs in America are
falling. The successful extraction of natural gas from shale has
dramaticallylowered the price of energy. Pricewaterh ouseCoop-
ers, an accountancy firm, reckons that these lower American en-
ergy prices could result inam more manufacturing jobs as frms
build new factories. Companies such as Dow Chemical, a speci-
ality chemicals firm, and Vallourec, a French steel-tubes firm,
have announced new investments in Americs (o take advantage
of low gas prices and Lo supply extraction equipment.

...and the pultyu

Not only have American wages declined or are rising only
slightly, s points oul, hut the dollar has been wealening. The
worklorce is becoming more flexible and productivity continues
to rise. High unemployment has brought a wiilingness to worl
for lower pay, especially in southem states. These are mostly
“right fo work” states where individuals are free to decide whetl-
er o give financial support 10 a trade union, o unions aze less
powerful there. The very threat that jobs wiltbe outsourced will
also have played a role in keeping wages down.

Alabama, one such state, received a big boost last year
when Airbus, a European aeroplane manufacturer, said it would
open a big new {actory. Alrbus also plans to expand its produc:
tion in Asla beyondits main factory in Tianjin, China, to be cloge
to fast-growing new markets. Fabrice Brégier, the firm's chiefl ex-
ecutive, says that for skilled workers, “China is no longer a low-
cost country.”

Big unions in America have sometimes been willing to let
wages fall to keep jobs at home. In 2007 the United Auto Workers
union (waw) accepted a (wo-tier wage strueture under which
some new blue-collar workers are paid only half as much aslon-
gerserving ones. In 201, after the government had bailed out
part of the motor industry, the Big Three carmakers empioyed
more second-tier workers, reducing their overall labour costs.
Ford has brought back production from China and Mexico to
Ohio and Michigan, thanks o a new agreement with the uaw.

As the example of ¥T Water Systems showed, transport
costs are playing a big partin reshoring, Rising shipping, raif and
road costs are most damaging for companies that male goods
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with relatively low “value-density”, such as consumer goods,
appliances and furniture, according Lo arecent McKinsey repaort
on global manufacturing, That makes reshoring or nearshoring
mose atlractive. Emerson, an electrical-equipment maker, has
maoved factories from Asia lo Mexico and North America to be
closer o ftscustomers. tsa, a Swedish firm that males products
for the home, has opened its first factory in North America as a
way 10 cut delivery costs, and Desa, a power-tools firm, has re-
turned production from China to America because savings on
transportand raw malerials offset the higher labour costs.

In the longer terms reshoring will be boosled by the use of
advanced manufacturing echniques that promise to alter the
economics of production, making it a far less labowr-intensive
process. - printing, a process in which individual machines
build products by depositing layer upon layer of material, is al-
ready being used in research depariments and factories. Disney
is developing 3-0 printed lighting for interactive toys, and says
that in [utwre the interactive devices inside such toys may be
printed rather than agsembled by hand. Additive manufacturing
machines can be left alone to print day and night. For now they
are used mainly for protolyping and for complex parts, butin fu-
twre they will increasingly make final products too.

Robots are already making a difference o the share of Ja-
hour in total costs. Cheaper, more user-fiendly and more dex-
trous robots are currently spreading into factories around the
world, and they cost just the same in America as they do in Chi-
na. Relative o the cost of labour, average robot prices since 1990
have fallen by 40-50% in many advanced economies, according
to McKinsey. Baxter, a new generation of tobot made by Rethink
Robatics, an American firm, costs $22,000 apiece and is so safe
andsimple thalitcan be taught by an unskilled worker and oper-
ate right nexttoreal people.

Baxter and his ilk may mean there will be fewer manufac-
turing jobs overall, butthose that remain can stay close 1o a firm’s
domestic headquarters. And even if the manufacturing actjvity
itsell does not employ many people, the supply chains that
spring up asound it will create new work. &




Home or abread?

Herd instinct

Companies need to think mere carefully about how

they offshore and outsource

WHAT AND HOW much of its production to offshore (o

other countriesis one of the mostimportant chpices a com-
pany can make. France’s two hig carmalers iltustrate the point.
psa Peugeot Citrogn, the younger of the two, has tried over time
to find cheaper places than around Paris to make i1s cars; in the
19505 and 60s Citroén opened a {actory in Brittany and started

manufacturing in Spain and Portugal, the China and Vietnam of |

their time for offshoring. Nowadays it makes cars cheaply in Slo-
valkia and in the Czech Republic, But two-fifths of its global pro-
duction is still in France, where it has seven expensive factories.
One reason is that the company is family-owned, and families
tend to he particularty loyal to their countries of origin,

Renault, on the other hand, has (iermmmedly pursued a
low-cost strategy, selling up factories in
Moroceo, Slovenia, Turkey and Romania,
and now makes only a guarter of ifs cars
at home. Unsurprisingly, it is Peugeot that
is now in dire financial straits. Last auw-
tumn, amidst a fierce political storm, the
company announced plans to stop car
production at one of its biggest French factories, at Aulnay-sous-
Bois, just ottside Paris. Bui thatmay be o litle, toe laie,

Yet there are also examples of highly successful companies
thal choose notto offshore to any great extent, even in labour-in-
tensive industries. Zara, the main clothing brand of Inditex, &
Spanish (extile firm, is famous for making its high-fashion
clothes in Spain itsell and in nearby Portugal and Moroceo. This
costs more than itwould in China, but a short, lexible supply
chain allows the firm to respond quickly to changes in customer
tastes. It sells the vast majority of its outfits at full price rather
than at a discount. s decision to stay close to home has become
its main source of competitive advantage.

The practice of outsourcing is as old as business itself. A
1wth-century manufacturing company might have had its own
machinesbutnotits own fleet of horse-drawn drayso distribute
its wares. The fashion for what to subcontract and what to keep
inside the firm has ebbed back and forth over time, At one time
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the conglomerale, owning everything it could, was all the rage,
but for the past few decades firms have been outsourcing ever
more of their operations, in the belief that as long as they kept
the “core” of their businessin-house, the rest could safely be sent

anywhere in the world.

That belief has not always turned outte be justified. After
Boeing, an acroplane-maker, outsourced 70% of the develop-
ment and producticn work on its new 787 Dreamiiner w around
50 suppliers, it suffered huge delays because its sutsourcing part-
ners failed to produce parts on time. In 2005 Deloitte Consulting
looked at 25 big companies that had outsourced operations and
foundthata quarter of them soon brought them back “in-house”
because they could do the work them-
selves better and cheaper.

But most companies outsource to
save money, so daing more of it hag in-
creasingly meant sending work to cheap-
e1 countries. In 2003, according to TP, a
company that advises on outsourcing,
about ao% of all puisourcing contracts en-
tered into by American and BEuropean
firms invalved offshore workers; that fig-
ure has since risen (0 67%. In turn, compa-

nies that decide to offshore production often have little choice
butto cutsource as well, Local firms are ofien in a better position
o operate in a particular environment, and they may control
supply chains. Most of America’s and Europe’s textile industry,
for instance, subcontracts work 1o outside firms in China, Viet-
nam and Bangladesh. Production of consumer clectronics is
largely outsourced to huge coniract manufacturers such as Tai-
wan's Foxconn and Quanta, This report concentrates on work
thatis done overseas, either inside the firm butin an offshore lo-
cation or outsourced to foreign contractors, because this part of
corporate globalisation has caused the most controversy.

Most firms do nol give enough thought to choosing where
to produce. To an alarming degree, says McKinsey, “companies
continue to indulge in herd behaviour” when deciding where to
base their operations and how to arrange their supply chains.
Many of them, says the consulting firm, simply follow each oth-
er around to low-cost countries or allow themselves to be drawn
in by governments waving wads of cash and other incentives.

David Arkless, head of government and corporate affairs
for Manpower, which advises large companies on their Joca-
tons, recalls the story of two rival technology firms from Idaho
some years ago. One of them moved its production to the state of
Penang in Malaysia. The other, having seen its foe reduce its la-
bour costs by half and slash prices by 15%, pursued it to exactly
the-same place, he says. The pair quickly started competing for
labour with each other and local wages soared. Mr Arkless has
seen whole clusters of industries move to Shenzhen in tandem.
“Within a year or so the labour costs go up to near the level of the
original place,” he says. Manpower advises Western firms thatif
tabour makes up 15% or less of their product’s {otal cost, they
would do better not to offshore. And even if the share is higher,
there is usually scope for improvement at home. “Geing some-
where else for the sake of cheaper labour is usually a quick fix
and avolids the real problems,” says Mr Arkless.

Companies rarely analyse past location decisions to see »
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» whetherthey have proved right, note Michael Porter and Jan Riv-
kin of Harvard Business Schoolin a paper, "Choosing the Uniled
States”, published last vear. One reason why companies rush
into offshoring may be that they are looking for a quick solutien
to existing uoubles. According o *“The tHandbook of Glahal Oug-
sourcing and Offshoring”, by Leslie Willcocks, Julia Kotlarsky
and Han Oshri, companies are most fikely to consider offshoring
their operations when their profits are aiready falling,

Twi sets of strategic problems can arise from oftshoring
production to another part of the world, especially iFitis poorly
thought oul. The first of these concerns.(he logistics of supply.
The more that firms spread their operations around the globe,
the more vuinerable they become o disruption from unexpect-
edeventssuch as natural disasters or politicalunrest. The second
strikes at the heart of what companies iry to do: sell more and
betler widgets to customers than their rivals down the road. Of-
ten, the more a fivm offshores and outsources, the worse it will he
atresponding Lo customars quickly.

Ideas factory

Overthe past few decades it became conventional wisdom
that factory jobs could be done cheaply in some far-flung corner
of the world but more important innovation work should stay
in-house in high-cost countries. Manufzeturing was seen as just
a cost centre, 50 it was often offshored. Now many companies
recken that production makes a big contribution to the success of
research and development, and that innovaljon is more likely to
happen when r&p and manuizcturing are in the same place, so
increasingly they want to bring manufacturi ng back in-house.

Foreign suppliers of parts not infrequently turm into com-
petitors, and for many companies the rigk of losing intellectual
property either through theft or imitation in China and elge-
where remains high. indeed, says Richard Dobbs of the McKin-
sey Global Institute in Seoul, big South Korean groups reckon
that American and Europaan companies are making a mistake in
outsourcing as much manufacturing as they do, hecause this al-
lows other firms a great deal of insight into their processes. They
shouid know: Samsung, an electronics giant, was once an out-
sourcing partner for several Japanese firms but now dwarfs its
former customers. South Korean firms offshore production to
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their own facteries overseas, but they seldom outsource.

Many companics are now rethinking the outsourcing of
ever more importantfunctions. Lenova wants to own more of its
capacity in China and elsewhere; il gets better resulls from it
own facilities than from its outside contractors, says Gerry
Smith, the firm's global head of supply chain. That often means
taking the work back home,

The most prominent current example of the opportunities
and risks of offshering is the relationship hetween Apple and
Foxconn..From a strategic point of view the partnership could
not be more successful, In 2010 Foxconn tock a huge chance by
investing billions of dollars in building encugh capacity in Chi-
na to manufacture Apple’s iPhone on the scale required. It built a
uniquely flexible and responsive supply chain for the American
firm, On one recent occasion, according 1o a report in the New
York Times, Apple redesigned the iPhone’s screen at the last mi-
nute and Foxconn woke up its workersin the middle of the night
togetthe job doneintime. “The reasen Appleis what itis today is
Foxconn,” says a consultant in Taipei who prefers not to he
named. The two companies, he says, are inextricably bound 10
each other,

But Apple may be wishing it was not quite so dependenton
Foxconn. After a spate of reporis of poor working conditions for
the firm's employees (including excessive hours), Apple's chief
executive, Tim Cook, ordered an investigation, and Foxconn i
making a number of changes. Even sa, the bad news has nol
stopped. In Septermnber Foxconn had 1o close a factory for a while
when a braw! among employees wirned into a fulbscale riot, In
Cclober the firm admitted that it had employed "“interns” ag
young as 14 in its factories. In December Mr Cook announcad
that Appie would bring some production of Mac compulers
back from China to America. He said the main aim waslo create
jobs in America, but the move may also appease critics of Ap-
ple’s partnership with Foxconn. The Taiwanese firm said (hat if,
too, would expand its operations in America, explaining thatim-
portantcusfomers wanted more work done there. &

India’s outsourcing business

On the turn

Indiais nolongerthe automatic choice for IT services
and back-office work

IF TATA CONSULTANCY SERVICES (rcs), an Indian out-

sourcing firm, wanted to impress its customers with its de-
dication, it could do no better than take them o itg engineering-
services division in Bangalore’s Electronics City. In one room sit
rows ol young men working on computer simulations of crash-
ing and accelerating cars. Next door is a laboratery full of en-
gines and parts from r¢s’s client, a big Detroit carmaker. 1 is fes-
tooned with garlands of bright orange marigolds to celehrate
Dussehra, a Hindu festival. Next 1o one car engine is a shrine to
Durga, a many-armed goddess. Celebrating everyday lools is
part of the festival. “We worship the car engines,” explaing one
of res’s engineers. He sends photographs of the ceremony back
to Detroit each year. The American car bosses, he says, are a little
surprised but delighted to see their engines being prayed to.

Hewever, they like to keep quiet about the work that gels
done in India. TCs is not allowed to name its customer (clue:

Bruce Springsteen, Prince and Don Mclean have all writien »
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¥ songs about ils cars). Ten years ago T¢s, part of the Tata Group,
which inchudes Tata Motors and Tata Steel, did only very basic
work for the car fivm. Now it tests thousands of engine compo-
nents, using computer models, and suggests improvements for
their design.

For the offshoring of manufacturing China is by fay the
mostimportant destination, butin services mostof the worlkc hasg
gone o lndia. OF the ten jeading cilies Tor offshoring, according
1o *The Handbook of Global Quisourcing and Offshoring”, six
are indian. In 2008 India claimed 65% of all offshored 117 work
and 43% of offshered business-process work. Brazil, Russia and
China are also important, and by 2011 as many as125 offshore lo-
cations were offering 11 and B2 0 services, but no other offshor-
ing destination has come close (o India, with its huge supply of
rrand enginecring graduates and its English-language skills.

Indfaningenuity

The painstaking worle of Indian programmers has gone
into innumerable Western products, from cars to Disney car-
loons to Microsolt’s Windows range of software. In 2004 Indian
engineersin Mumbaicreated a virtual Oscar figure for that year’s
Academy Awards which melted away like the liquid metal
machine in “Terminator z: Judgment Day”™. Nielsen, a ratings
firm on which America's media industry depends, in turn relies
heavily on tes for its data, ‘

The killer application for the Indian “bodyshops”, as they
were originally known, was providing labour to perform simple
11 tasks at a very low cost. One of their first tasks was to check
that the so-called millennium bug would not cause chaos in mil-
lions of computer systems at the end of w9y, Indian firms also
saw rapid growth in business-process outsourcing (3ro), de-
fined as the export of routine work such as customer care or in-
surance-claims processing, though 11 services still have much
the biggest share. Now, as demonstrated by Tcs and the car
giant, India's outsourcing vendors are taking on far more difficult
tasks for multinationals in many felds, such as.testing new pro-
ducts, design and complex analysis.

The panic about Western jobs arose because whereas the
raditional Western outsourcing providers, such as Be or Logica,
uscd to employ mainiy locals, the young Indian companies took
the worle offshore. The big Western firms themselves then
rushed to hire in India; 1Bm is now India’s second-largest private-
sector employer, just after T¢s. Companies can ehoose to off-

shore 11 and back-office services either directly o a fivm head-
quartered in hndia or “under the covers” via a Western fivm with
abig offshore presence, explaing one consultant.

Hackett, a Florida-based finm that advises companies on
outsourcing, estimates that over the period from 20020 2016 off-
shoring islikely toclaim aiotal of 20m business-services jobs {in-
cluding 11, human resources, procwement and finance) at big
American and Luropean companies. Still more jobs will have
been lostin business processes, including call centres and claims
processing. Hackelt says that aboul 150,000 business-services
jobs a year are still being shifled irom Ewrope and America; the
offshoring of services remains in (ull swing. Butthe firm also pre-
dicts that the migration of services o India and 1o other offshore
locations such as China and Brazil will slow down aflter 2024 and
stop enlirely by 2022

The main reason for this starding prediction is that most of
the eastly offshorable jobs have already gone. Pralay Das, an
equity analyst with Elara Capital in Mumbai, estimates thal
American and Curopean banks and hnancial-services f[rms
have already offshored about 80% of what they can reasonably
send (o India and other offshore locations.

A sccond reason is that a lot of the jobs that might have
been offshored by Western firms in the coming years have al-
ready been wiped out by productivity improvements, New jobs
in Western economics tend 1o be of a more demanding, higher-
level kind and are less likely to be sent abread.

Al this has sent the Indian 11 and B2 o industry into a funk.
There are fears that it will either stop growing or be forced o ac-
ceptmuch lower profitmarging as demand for its services falls. It
is clear that for Indian rr vendors, demand for traditional out-
sourcing, meaning routine sofltware and application develop-
ment and maintenance, is already levelling off, says Pankaj Ka-
poor, an equity analyst at Standard Chartered Bank in Mumbaj,
The work used torollin at you, explaing an executive atone large
Indian vendor; now you have to go out and search for it.

It is not only that the offshoring of jobs is reaching satura-
tion point, but alse that Western companies, after a decade of ex-
perience, are changing their attitude to the practice. xrmG, a glo-
bal consulting firm, even announced “The Death of
Oulsourcing” in a research paper tast year. After all, offshoring
important tasks to an cutside provider is quite a risky thing to do
and carries significant hidden costs. Compantes in services as
well as manufacturing are now far more aware of the pitfalls, »
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y Until recently the most important reason for companies o send
large chunks of important business functions abroad was Lo
drive down costs. A decade ago wages in emerging markets were
a tenth of their tevel in the rich waorld, an epportunily toe good

to miss. During the recession of 2008-09, says CHIT Justice,

KrmMG's leading expert on outsourcing and offshoring, the race
offshore accelerated, and more higher-value and complex work
Was sentoverseas too.

But now many companies are finding that they lost their
connection wilh important business functions, says Mr Justice.
At the same time the cost advantage that drew firms offshore in
the first place is disappearing. Salavies for software engineers are
going up rapidly and inflation is high, For izm, says Bundeep
Rangar, chief executive of IndusView, an advisory firm, the total
cost of its employees in India used 1o be about 0% less than in
America; now the gap is 30-40% and narrowing fast.

Theindustry also continues to have a huge labour turnover
{see chart 3), which can mean guality problems. That is chiefly
because the vast majority of the work being offshored is repeti-
tive and dull, and often well below the qualification levels of the
pecple doing it Increasingly, local Imdustries such as retadl, insur
ance and banking are offering more interesting jobs with better
career prospects than much of what is on offer in 17 and busi-
ness-process oulsourcing,

To be sure, much of the work that has gone to India in recent
years is more demanding, butin that part of the market the cost
of labour has soared. Good analysts and product developers in
India and China are few and far between, so pay for such jobs
has beenrising by up to 30% a year. According to Mr Justice, pay
for workers with such skills in India and China can be even high-

er than in America or Europe, with all the disadvantages of being

several time zones away from head office.

Reasons whynot

When outsourcing abroad was still relatively new in the
19905, the idea was that outside partners would be better thanin-
siders at 17 and back-office work because they were specialists.
And even if they were no better at if, at least they were a lo
cheaper. This line of thinking is known inside the industry as
“your mess for less™ It has now become clear that outside firms
usually cannot do boting back-office work any better and often
do it worse, Many offshore outsourcing relationships have
proved disappointing and some have ended in lawsuiis,

Some chief executives found that outsourcing relation-
ships:turned sour after a few years. The boss of one global Euro-
pean engineering firm. points out that oulsourcing partners are

I Revolving door
Labour turnover in Indian cutsourcing firms
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mainly concerned with their own profits. “They give you a good
deal for two to three years and then they suck your blood,” he
says. A firm that outsources a lot of 1 also risks losing its exper-
tise in a key area and can get trapped in legacy systems, he adds.

Some American irms that have owtsourced a lot to India
and elsewhere are building “shadow capability” in services in
their home countries, says Kpma’s Mr Justice. Using unofficial

budgets, he says, some chief information oflicers are hiring peo-

ple back home 1o do the same kind of work that their offshore
teams do, just to have them next door. Only a smali number of
firms have gone 1o such extremes, et the fact that it happens at
allindicates thé value that firms place on proximity, says Mr Jus-
tice. And some of the biggeést original pioneers of cutsourcing,
including General Electric and General Molors, have already tale
en the plunge and brought their rr work home. @

Services

The next big thing

Developed countries are beginning to take hack

service-industryjobs too

HARLEY DAVIDSON, A motorcycle-maker, had a difficult

time after the inancial erisis and nearly fook the road out of
Milwaukee, Wisconsin, its home town since 1901, to go in search
of cheaper labour It stayed in the end, but had to prune other
costs, Last sunimer it announced it would outsource 70 informa-
fion-technology and other back-office jobs o India’s Infosys.
“fust more and more of our great motorcyele company being
done by cther countries,” lamented one hog-owner from Penn-
sylvania in an online forum on hearing the news. In fact, Infosys
will be serving Harley and ether firms from a new office [ull of
Americans in Milwaukee.

Thisis the 18thnew office Infosys has openedin Americain
recent years. The company will hire a total of around 2,000 lo-
cals in the year to March 2013, up on last year’s 1,200. Other big
firms are hiring at a similar fevel. According 1o NagscoOM, the
trace body for India’s 11 sector, the industiy has doubled the
nwmber of locals it has hired in America in the past five years. It
now employs 280,000 people there and is planning to recruit
many more in the next few years.

So far companies are net reshoring services even on the
modest scale seen in manufacturing. That is partly because in-
formation goes down the wire, so rising transport costs do not
play arole. But as the previous section has shown, the offshoring
of services is slowing down because mostof the work that can
be done remolely has already gone, and because firms aie be-
coming more aware of the disadvantages of sending work to the
other side of the world. More and more companies want 1T and
business-process tasks to be done locally, especially when the
work is complex and strategic. Indian offshoring firms are re-
sponding by hiring in developed markets,

A survey of outsourcing exscutives by rifs Research in Bos-
ton last summer found that America is seen as the world’s most
desirable region for expanding tr and business-services centres
in the next two years. India now comes second, despite its lower
labour costs. Chiel information officers once rushed to send
their software-development work offshore, said cro magazine
last year, but now they want to keep it nearby. The magazine

cited the example of Standard & Poor’s, a creditf-raling agency, »
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v which used to offshore much of its 1 wark but now wants ©
send itno farther away than three hours from Manhatlan.

You do not have to go far outside the big cities to find that
costs come right down. In a study of jeb-creation in America
McKinsey found that workers for high-level 11 support in the
chieaper parts of the country costiess than in Brazil or casler Fu-
rope and just 24% more than in india. ina paper, “IT Services: The
new Allure of Onshore Locales”, McKinsey's consuliants show
that tabour costs in dilferent paris of America can vary by as
much as 30%, with similar differentials between, say, the cost of
skilled 11 workers in Paris and northern France, or eastern and
wostern Germany.

Hiring locals certainly helps (o placate public opinion, but
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the business argument for ivis even more important. Since most
routine lasks have already been sent offshore, low-cost vendors
are now Lrying 1o win higher-value work, such as managing hu-

. man resources and complex, multi-faceted projects. But to gel

thatkind of business they have to be near their clients. For exam-
ple, one oulseurcing vendor, Cognizant, with a cgo of Indian
origin and a big Indian workforce but headquarters in New Jer-
sey, is currently taking market share from rivais such ag Infosys.
The Indian component of its workforce makes up about 60% of
the tetal, compared with around 86-90% for Tas and others, A
typical recent deal, says Malcolm Franl, the firms head of strar-
egy, was one it did in 2012 with the American arm of v, 4
Dutch bank, under which Cognizant will tale over business pro-
cesses [or insurance. instead of sending the work o India, the
firmy will open new centres in fowa and North Dakota and (ake
oniNG'sexisting employees. “The client wanted local voices an-
swering the telephones,” says Mr Frank, “and the economics of
thatpartof the us means that the numbers work for us.”

Some big firms which originally led the way in the offshor-
ng of services are new laking work back in-house and onshore.
For most ol the past decade, General Electric had been aiming to
cutsource the vast majority of its global 11 jobs, with most of
that outsourced work going o India. When Charlene Begley, the
firm'’s ehief information-technology officer, recently re-gvaluat-
ed its global halance of Tabour, she found that half the 11 work
was being done by outside providers and the finm was losing
some of the skills itneeded. With the rise of mobile devices and
iPads, G wanted te be able 1o develop now applications for cus-
tormers far more quickly, Now the firm is hiring 1,100 17T engineers
fora centre itepened in Michigan in 2009, The company has said

that the new American employeos will not replace Gr's ollshore w
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» worldforee, but the move is seen in the industry as an important
sign of the imes. G was one of the fiyms that made itrespect-
able 10 puisouree, so its decision o bring some of the 1 work
home is expected to prompt other companies 1o follow,

The most promineot reshorer of services bas been General
Motors. Like Gr om has had plenty of experience with out-
sourcing, Belween 1984 and 1994 i1 owned ens, a company
founded by Ross Perot that pretty much invented the outsourc
ing industry. In July 2012 Gm announced that it was reversing iis
rule of outsourcing 90% of #s 11 work (o other firms. In a few
years' time it hopes o be doing 90% of the work inside the finm,
In the process it will be reshoring many of those jobs.

am's reasons for doing this may well apply to many other
firms too. “1T has become more pervasive in our business and
we now consider it a big source of competitive advantage,” says
randy Mott, sa’s chiel information officer, who has been re-
sponsible for the reversal of the outsourcing strategy. While the
worl was being done by outsiders, he said, mostLof the resources
that Gm was devoting to 1 were spent on keeping things going
as they were rather than on thinking up new ways of doing
them. The company reckons that havingits rr work dene mostly
in-house and nearby will give it more flexibility and speed and
encourage more innovation,

Don"tcallus

Of all the back-office work thal has been outsowrced, the
call-centre business is the one that has made the most abruptexit
from india. With infermation technology, cutsowrcing firms
such as TGs and Wipro are dealing with global companies, but
with call centres they are dealing with customers, “We just can’t
petthe accents right,” sighs one Mumbai-based outsourcing exec-
utive, They tried hard to pes workers in Bombay and Bangalore to
enunciate their vowels just so. One recent web sketch showed
operators imitaling Sean Connery, & Scotlish actor, for the Scot-
tish markel. Bul many customers had trouble understanding
them and were infuriated.

For India, the cail-centre husiness is “on its deathbed”, says
Mr Kapoor. The Philippines bas won a lot of work, thanks to its
cultural affinity with America. And many firms, especially in fi-
nancial services, have brought call centres back lo America, Brit-
ain and Europe, often with the twist that to speak to someone in
your own country you have o pay extra. @

What to do now

Shape up

Foroffshored jobs to return, rich countries must
prove that they have what it takes

THE WEST HAS become so ohsessed with losing vast nuim-

ers of jobsto globalisation that its anxiety is now the butl
ol jokes. The Onion, a satirical website, recently reporied that
parents are otlsourcing child care to India and Sri Lanka, using
cardboard boxes 1o ship theivoffspring across the oceans.

A country’s overall level of empleyment is determined by
macroeconomic [orces; trade and offshoring affect the mix of
employment and wages. Within particular industries, outsoure-
ing and offshoring have been among globalisation’s most dis-
ruptive consequences, The threat of losing jobs te developing
countries has helped w depress middle-class pay in the rich
world. But despite all the scares about job losses in the West, the
wrend is already stowing and may scon start Lo tail off. The main
fparin recent years has been the migration of white-collar work,
which makes up the majority of jobs in rich countries. Yet off-
shoring has destroyed far fewer service jobs than originally
feared, and in manufacluring, where blue-collar jobs in indus-
trics such as compuiers, cars and textiles have been on the wane
{or decades, reshoring could even bring arevival,

Mr Blinder of Princeton Universily wag among the most
praminenteconomists w give ety warning about the impact of
sending services abroad. In an article in Foreign Affairs in 2006
he said that up o gam American services jobs could eventually
helost the shift could add up to a third industrial revolution.

It has now hecome clear that the worst fears have notheen »
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Frealised. Nobody knows exactly what offshoring has done 10
American employment since 2006, but estimates by specialist
consulting firms such as the Hackett Group, based on confiden-
tial data from corporate clients, come up with relatively low fg-
ures. According to Hackety, the netnumber of business-services
jobs in big American and European companies lost between
2002 and 2016 is likely (o be around 3.7m, and énly 2.m of those
will have been due to offshoring. That works out at & loss from
that cause of just150,000 jobs a year. .

The firmy's current estimale of how much has been lost and
what is still to come is much doser (o a forecast by Forrester Re-
search back in 2c04 that 3.4 American services jobs would
move offshore by 2015, or about 300,000 jobs a year. McKinsey
has also been far more sanguine than Mr Blinder; it said in 2006
that 1% of service jobs avound the world could in theory be car-
ried cut "remolely™, in practice, it thought, only aboul 650,000
jobs a year would be alfected. So far the optimists have been
proved right:

The number one job-killer in America in recent yvears has
been the recession, says Mr Blinder: “Only a trivial percentage of
jobshas been claimed by offshoring.” He thinks that the move to
reshore some manufacturing jobs is impaortant, even though the
scale of it is sl small, but that a wave of sexvices offshering
could yethit Western countries. The main reason is advances in
information and communicalions technology that could allow
more and more senior and skitled jobs o be sent abroad, But it
would take big cost savings to justifly having such sophisticated,
“high-touch” services done at a distance, and those savings are
gradually disappearing, as this veport has shown, Pay for highly
skilled, English-speaking workers in develeping countries who
could offer such services is rising rapidly, And companies are he-
coming increasingly concerned that offshoring services may do
longer-term damage.

The best argument for localing aclivities overseas nowa-
days is 1o be close to fastgrowing new markets, and it will only
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The limits to reshoring

55 companies, 2011, % of respondents

I which emplayee segments have skill shortages hindered your
company’s abilily to expand or improve productivity?

hecome stronger. Mclinsey estimates that by 2025 developing
economies will account for nearly 70% of demand for manufac-
ured goods. Whereas in the past firms tealed such markets as
sources of cheap labour, they are now looking for a deep iocal
presence. ans, {orinstance, has gone from having whatit calls a
“cost arbitrage” strategy for cowntries such as China to taking an
i country for country” approach, meaning that it wanis not
only manufaciuring but also lunciions such as product manage-
ment and r& 0 1o be based there,

Strong growth in emerging countries will also promptthedy
own new multinationals to set themselves up as “local” in the
West The Rhodium Group, a consuliing firm, says that Chinese
investiment in America has already created nearly 30,000 jobs
there, and that by the end of the decade Chinese firms will em-
ploy up 10 400,000 Americans.

Willreshoving and the move of emerging-country multina-
tionalsinic Western markets generate lots of new jobs in the rich
world? The Boston Consulting Group thinks that reshoring
alone could generate 2m-3m jobs in manufacturing by 2020, up
team ol whith would come direct from lactory werl and (he rest
from supportservices such as construction, transport and retail,

Atrickle, not a flood

Butitisimportantnol to overestimate the impact of reshor-
ing on jobs. Manufacturing work will often come back only
when it has heen partly astomated, so the number of jobs re-
turning will be smaller than the number lost in the first place.
Most companies that have recenily built new facilities or ex-
panded existing ones in America have brought in more auloma-
tion, says BCG's Mr Sickin, NatLabs, for instance, a Florida-based
manufacturer of dental implants, reshored much of its produc-
tion from China because it was able to automate a large part of it.
The best that can be hoped for, says Michel Janssen of Hacket, is
not that millions of high-paying jobs will return and things wiil
be as they were before, but that “the leak of jobs out of America
will be largely stopped.” .

Governments around the world have used generous finan-
cial incentives in an effort to altract companies to move to their
countries. These range from hard cash and corporate-tax holi-
days to cheap loans. For instance, back in 2005 Dell was prom-
ised incentives worth up to $280m by the state of North Carolina
and the city of Winston-Salem (o open a factory there. When
Dell pulled out in 2009 it had o pay back much of the $24m it
had already received. In 2007 North Carolina offered Google a

$260m package 10 expand a server farm near the Blue Ridge »w
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¥ Mountains—~which the internet giant eventually declined.

Companies are becoming more sceptical about short-term
enticements, and governments would do much better to work
on the most useful and durable sort of incentive: the business en-
vironment they offer. In recent years policymakers have been
able to point to the global labour arbitrage as the obvious and
overwhelming reason why firms offshore. When Harvard Busi-
ness School surveyed companies that were moving activities
outside America, it found that lower wage rates were the main
attraction for 70% of them. But a third also said that they were
moving out o get better access to skilled labour.

As the gap inworldwide wage rates narrows further, it will
become more obvious that other factors, such as skills, labour
law, clusters of industries, infrastructure, tax and regulation are
playing an ever more important role when companies decide
where to put their production. Now that many firms are taking
another look at their cutsourcing and offshering policies, gov-
ernmentis need to give them every reason to come back. “If com-
panies are offshoring hecause of fixable policy probiems at
home,” says Mr Porter, “that is unforgivable.”

Can'tget the staff

It a recent report on global manufacturing, McKinsey said
that in the near future the world is likely to have too few high-
skifled workers and not encugh jobs for low-skilled workers.
Compantes’ decisions on where to locate will increasingly be
driven by where they can find the skilled workers they nead. In
2011 a swrvey of 2,000 American compa-
nies found that 43% of manufacturing
firms took longer than six months to fll
some of their vacancies. The United
States has a particular problem because it
is producing too few college praduates
and too many high-school dropouts, In
Japan, four-fifths of companies have pro-
blems finding technicians and engineers.
As a result, many firms will be unable to
reshore because they cannot find workers
with the right skills,

Another big problem is labour flexi-
bility, which stilt varies greatly from coun-

Companies’ decisions on where to locate will
increasingly be driven by where they can find the sialled

workers they need

<

try to country. In Britain, says Hans Leentjes, president for north-
ern Europe at Manpower, an employee can be fired by following
due process and paying a weeld’s severance money for each year
worked. In Germany, by contrast, companies have to negotiate a
setilement and pay between one and two months’ salary for
each year worked. The German employee can still go to court
and the company may have to reinstate him. “In a global econ-
omy where firms can go where they want, these differences have
aneffect,” says Mr Leentjes.

There are signs that labour in rich countries is becoming
more flexible at the same time as workers in Asia are slowly ac-
quiring more tighis. Mullinationals now recopnise America's
low-cost, flexible workforce as an important attraction, Spurred
by the euro crisis, Spain and Italy have both introduced big la-
bour market reforms. Another sign of the times is that Western
carworkers are willing to work night shifts again. In August last
year Jaguar Land Rover, owned by Tata, announced the return of

night shifts at its factory near
Liverpool, and the Big Three
American carmakers are in-
creasingly working around. the
clock. At the same time car-
workers in South Korea, once
the sort of hard-working,
poorly paid competition feared
in the West, succeeded in abol-
ishing night shifts at Hyundai
and Kia, two big firms.

But it is probably only in
America and Britain that labour
is flexible enough to have a
geod chance of persuading
companies to reshore produc-
tion. At the other extreme sits
France, where Armaud Monte-
bourg, the minister appointed
to rebuild his country’s indus-
try, late last year fold Lakshmi
Mittal, an Indian steel tycoon,
that he was not wanted in
France after his struggling com-
pany, ArcelorMittal, tried to
shut down blast furnaces.

And where firms are able
to keep production onshore, itis
often thanks to immigrant
workers. Jenlo Apparel Manu-
facturing relied on workers of
Chinese and Vietnamese origin in Montreal, and ET Water Sys-
terns reshored to a San Jose-based contractor employing workers
of South-Fast Asian origin. An important elernent of the low-
cost tier of American labour is immigration, both legal and ille-
gal, from Mexico. “The more that free movement of people is al-
lowed between countiies, the less companies need to offshore,”
says Darryl Green, one of Manpower’'s presidents.

Agencies providing temporary staff, such as Manpower,
play their part, allowing firms to treat workers as a flexible re-
source not a fixed cost, It is no accident that Manpower's biggest
market is France. InJapan the labour mar-
ketis alsorigid. Backin 2007 Fujio Mitarai,
chief executive of Canon, a maker of opti-
cal products, said that temporary agen-
cies had helped manufactuzing firms
avoid the “hollowing out” of industry. But
now the government has restricted the
use of temporary workers. Along with the appreciation of the
yen, that is prompting more offshoring by Japanese firms, says
Manpower’s Hiroyuli Izutsu.

Lenove’s North Carolina headquarters, inherited from
1BM, sits at the heart of the state’s Research Triangle Park, a re-
gional cluster of universities and hi-tech businesses. It is an ex-
ample of the sort of business ecosystem that is capable of draw-
ing corporate investment from around the world. The area
boasts competitive costs, highly skilled workers, a close partner-
ship with local universities and a business-friendly environ-
ment. Unlike Dell, Lenovois taking no money at all from the state
governmend for stading (o manufaclure al Whilsell

Internally the firm’s factories compete hard with each oth-
er on ¢ost, productivity and quality. It will quickly become cleay
if “Made in America” is a luxury or whether it creates sustained
wvalue for the Chinese firm, Tony Pulice, the firm'’s factery manag-
erin North Carolina, is ready to show what his country can do. &

The Economist January 19th 2013

R




