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Executive Summary

In today's global economy, the
best companies sense shifting
sands well before those changes
transform the landscape. And they
respond quickly and creatively to
the shifts. Wage increases in China
count among these potentially
transformative changes. China's
economic growth has intensified
competition for skilled labor within
China among multinational and
local companies doing

business there.

As a result, wage levels have
risen, particularly in China's urban
areas. Wage rates in China have
historically been about 7 percent
of those in developed markets.
This year, however, 13 provinces
in China, prompted by their
respective governments, have
raised the minimum wage level by
an average of 20 percent.

Some major manufacturers doing
business in China have raised
wages to address problems of
increasing employee turnover and
even suicides. At Foxconn (in the
Guangdong Province), for example,
turnover had soared from 8.3
percent in 2001 to 14 percent in
20009. In just two months during
2010, as many as 10 employees
took their own lives. In response,
Foxconn has raised the monthly
salary level for factory workers
from 900 RMB to 2,000 RMB
(US$300). Honda has also offered
salary increases of 24-32 percent
to its Chinese workers. Hewitt
Associates LLC reported an average
salary raise by multinationals
(MNCs) in China of 8.4 percent
in 2009.

These developments, combined
with the government's drive to
reduce the country's dependence
on exports, raise several questions:
Will wage inflation threaten
China's competitive position

as a low-cost manufacturing
destination? And will it have
major implications for MNCs'
manufacturing and

sourcing strategies?

A recent study conducted

by Accenture suggests, not
surprisingly, that wage increase

in China is expected to impact
manufacturing costs and the
impact will vary across industries
and product categories. Most
notably, evidence suggests that
the impact of volatility in labor
costs on end price or margin

of companies with a strong
manufacturing base in China is
significant, but the impact on
sourcing decisions is likely to be
minimal, given that effects on
margins will likely be negated by
efficiency improvements. Consider
these highlights from our findings:

® Assuming a minimum wage
increase of 30 percent, margins
for companies with a strong
manufacturing base in China (that
is, 30-100 percent production in
China) are expected to decrease
just 1-5 percent. This is because
labor costs represent a small
portion of the MNC price for
these firms. Such companies may
offset the impact on margins

by increasing their productivity,
reducing costs and improving their
supply chain processes.

® Although China's wages have
grown faster than in many other
low-cost countries (LCCs), its
hourly wage rates are still more
competitive than those in the
developed world, especially in
industries that require unskilled
labor, such as apparel. In fact, the
absolute wage differential between
China and developed countries is
continuing to widen, and China's
wage level in the apparel industry
represents less than 9 percent of
the overall average wage in the
UK or the US, owing to historically
lower base-wage levels in China.

* We expect that the price
increase will remain minimal,
with no significant impact on
consumer demand. With the
growing purchasing power of
domestic Chinese consumers, the
additional demand is expected
to fuel price increases in the
long term. However, such a trend
may have a negative impact on
margins for export goods that are
manufactured in China.

Simply put, wage increases in
China will drive positive change
for MNCs but should not trigger

a reactive panic among these
companies. For some MNCs that
currently outsource largely to
manufacturers in China, LCCs such
as Vietnam, Thailand, Malaysia and
Indonesia may become increasingly
attractive as alternative sources
for global production. However,
MNCs considering these sources
could face challenges such as

less developed infrastructure

in ports, roads and facilities;
shortages of skilled workers; and
political instability. MNCs with
their own manufacturing facilities
based in China may continue to



locate more production facilities
in China's interior and western
regions, where wage rates are still
lower than those in the eastern
coastal cities.

In general, what can manufacturers
do to mitigate the effects of wage
inflation in China? Qur research
suggests four strategic options:

1. Focus on operational
excellence

To offset the impact of increased
labor costs in China, MNCs need

to aspire to higher levels of
operational excellence. Namely,
they must foster collaboration
between their functional areas as
well as enhance their productivity,
efficiency and process optimization.

2. Expand across West China and
the ASEAN

MNCs with their own
manufacturing operations in
China can also take a "China-
plus” model approach, locating
more plants in West China as well
as in Association of Southeast
Asian Nations (ASEAN) member
countries. This approach can help
lower cost structure and increase
flexibility across the region to
support future profitable growth.
In addition, these companies can
shift their production and supply
efforts closer to markets with
higher demand potential.

3. Optimize across the globe
Instead of taking the drastic step
of moving all their production
bases outside of China, MNCs

can create Centers of Excellence.
These centers can help optimize

a company's manufacturing
footprint globally and focus on a
Total Cost to Serve model. With an

optimized global manufacturing
footprint, companies can flexibly
shift production activities among
different facilities as needed to
keep costs low and to serve their
most demanding markets quickly.

Labor cost is only one of the major
volatile indices that continue to
put pressure on MNCs' operating
margins. As consumer demand
continues to grow, MNCs and

local manufacturers alike will

need to refine their operational
excellence and manufacturing
strategies to stay ahead of the
curve. China specifically, and Asia
more generally, will continue

to shape the world economic
landscape as a leading source of
goods and services. For this reason,
it is essential that manufacturers
strengthen their footprint in

this region to maintain their
competitive position on the

global stage.

4. Grow the local market

With strong demand growth in
both business and consumer
sectors China remains to be

an increasingly important end
user market for MNCs. To seize
advantage of the opportunities
presented by this trend, MNCs
with manufacturing operations in
China can reconfigure their supply
chain management strategies

to distribute and sell products

to Chinese customers. That will
entail making changes such

as strengthening capacities in
outbound transportation, storage
and distribution.






Introduction

For decades, manufacturing
companies around the globe

have viewed China as a sourcing
gold mine — with its cheap

raw materials and labor, stable
infrastructure and favorable
government policies. But the
scenario is changing: Raw
material costs in China are

rising. Infrastructure is becoming
more expensive to establish and
maintain. Government policies
are favoring workers more than
ever. And wages are increasing.
Given these shifts, will China be
able to maintain its attractive
profile as a long-term, low-cost
option for companies seeking to
outsource manufacturing there or
to establish their own operations
within China? While some experts
maintain that wage increases will
permanently change the game,
others anticipate only a superficial
impact on companies and on
China. This study shows that wage
increases will not be drastically
game-changing, even if they
increase unit price and possibly
affect the strategic options of
companies with manufacturing
bases in China.

This paper is the first of
Accenture's Point of View (POV)
series that aims to address the
impact of key macroeconomic
changes on the supply chain
operating models of MNCs
manufacturing in China. In this
paper, we focus on the impact of
rising wages in China, specifically:

* How will volatility in labor
costs affect MNCs' end prices and
profit margins?

e At what point will wage
increases become a tipping
point, significantly reshaping
companies’ manufacturing and
sourcing decisions?

e Which products, suppliers and
industries will experience the
largest repercussions from wage
increases in China?

In response to macroeconomic
volatilities and manufacturing
cost pressures, MNCs may seek

to diversify their manufacturing
operations and reconfigure their
supply chain operating models.
This paper discusses the impact of
labor-cost volatility and provides
strategic options that MNCs with
manufacturing operations in the
Asia-Pacific region should consider
to remain competitive.

Our study suggests that wage
increases in China will affect
manufacturing costs, and that
this impact will vary across
industries and product categories.
For companies with a strong
manufacturing base in China, the
volatility in labor costs will likely
have a relatively minor impact

on end prices and margins. Thus
these companies may not need to
radically alter their manufacturing
and sourcing strategies. Assuming
a minimum wage increase of 30
percent, such firms may see only a
1-5 percent drop in margins.

Still, to mitigate the effect of
such losses, MNCs may need to
look beyond China's historical
cost advantage and focus on
operational excellence strategies
in designing their supply chain
operating models. They may

also have to assess several

key characteristics of each
manufacturing location they

are using, such as productivity
levels, stability of infrastructure,
socio-political forces, attention to
environmental sustainability and
product life cycles.



China: Still the manufacturing gold mine?

China has been a low-cost
manufacturing gold mine for

the past two decades, attracting
an increasing number of MNCs.

In 2009, 153 of the largest 200
exporters in China were firms with
a foreign stake. Several factors
have contributed to making

China the manufacturing hub of
choice: lower capital investment
and domestic sourcing costs,
favorable government policies
such as foreign direct investment
liberalization and tax exemptions
for MNCs that outsource
manufacturing operations in China,
stable infrastructure and low cost
of labor. The average hourly wage
rate in China is currently about 9
percent of the rate in developed
Western economies such as the UK
and US (Figure 1).

However, China's low-labor-cost
advantage will not last forever.
Indeed, since 2008, the cost
differential between sourcing in
China and elsewhere has narrowed.
Increasingly, global pricing is
driving raw materials costs.
Government policies in China
(including currency revaluation and
an increase in the minimum wage)
are shifting in favor of improving
local workers' welfare and away
from maximizing benefits to
manufacturers and investors in
China. A focus on productivity
gains among some companies
manufacturing in China has also
led to rising infrastructure costs

as companies invest in more
sophisticated equipment.

On the positive side, wage
increases in China have been
generally stable and predictable
throughout the last decade. While
China's absolute labor costs may
be slightly higher than that of
other LCCs (Figure 2), China offers
higher productivity (Figure 3)

and a higher sense of security—
two crucial considerations in
companies' outsourcing decisions.

For this study, we examined wage
levels for three industries: apparel
(footwear), heavy equipment,

and high technology (personal
computers). For all three industries,
the average hourly wage has risen
over the past four years (Figure 4),
with the highest wages in the high
technology industry.

Wages in privately owned
companies in China are expected
to rise 17 percent annually in

the next three years.! According
to published research, labor-cost
increases have pinched margins
at 48 percent for US companies
with manufacturing operations in
China.2 Given these projections,
it is important to understand the
nature of wage increases in China
and their impact on the unit cost
of products as well as end price or
margins of companies.



Figure 1: Average hourly wage, developed economies vs. China (in US dollars per hour)3
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Figure 2: Average hourly wage, neighboring LCCs vs. China (in US dollars per hour)*
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Figure 3: Labor productivity - GDP per person employed across countries (PPP in EKS US$)>
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Figure 4: Average hourly wage in China by industry (in US dollars per hour)®
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Threats to the gold mine:
Understanding wage increases in China

Wage increases in China have been
driven by a number of forces. First
is a shortage of skilled workers in
eastern China, where the majority

of MNC manufacturing takes place.

The shortage stems in part from
the rising cost of living in mega-
cities like Shanghai and Beijing.
For example, the consumer price
index (CPI) in Oct 2010 reached a
record high in the last two years
(4.4 percent), and real estate
prices are skyrocketing. Tax cuts
in rural areas have also made it
more costly for workers to move
to China's coastal areas. When the
ratio of jobs to job seekers exceeds
0.96, regional labor shortages
emerge. That ratio reached 1.01
by May 2010 in eastern China,
when the number of rural workers
available and suitable for labor-
intensive work in the region
dropped from 120 million in 2007
to just 25 million in 2010.7

Some MNCs—such as General
Motors, HMC Enterprise Co.,
Motorola and Intel—have moved
manufacturing facilities inland to
source talent as well as open
new markets.

Second, aging of the workforce
and increasing education levels
among younger workers have made
it more difficult for companies

to get workers to agree to the
same terms earlier generations
had accepted. As members of

the "one child" policy generation
begin entering the workforce, they
are further contributing to the
changing labor mix.

Third, government policies have
increasingly favored local workers
and their rights, which is part

of the government's economic
stimulus strategy. For instance,
the Chinese government's most
recent 5-year plan included a
priority to “increase Chinese
people's income.” To that end,

the Labor Contract Law of 2008
improved wage standards as well
as provided protection for workers
from baseless dismissal. Beijing's
government also increased its
minimum wage by 20 percent in
the third quarter of 2010, bringing
it to 960 RMB (US$140), while
Dongguan City raised salaries by
40 percent in 2009, bringing the
average to US$160 per month.8
Meanwhile, Chinese law enforcers
have grown increasingly tolerant
of mass protests, particularly
those demanding higher pay and
better working conditions from
foreign employers.

1M1



Impact of wage increases on the cost structures of MNCs with
production bases in China

Wage increases in China have
directly affected the gross margins
of MNCs with production bases

in China. To fully understand the
nature and extent of the impact
on production costs, Accenture
used a comprehensive supply chain
process model (Figure 5).

“Source" and “"Make" are typically
the largest cost components
across a manufacturing company's
supply chain operations. The
contribution of direct labor cost is
correspondingly higher in

these two components. As such,
wage increases in China will likely
have the greatest impact

on MNCs' sourcing and
manufacturing decisions.

At various levels of production in
China (percentage of industries'
manufacturing work performed

in China), our analysis shows that
a 30 percent increase in wages
could affect industries' retail prices
differently, with the largest impact
on the high-technology industry
(Figure 6).

To maintain the profit levels they
have been enjoying without the 30
percent wage increase, companies
in these industries would need to
increase their retail prices (Figure
7) or consider implementing cost-
absorption initiatives.

Figure 5: Supply chain processes of manufacturing companies®

Plan
P1. Plan Supply Chain P2. Plan Source P3. Plan Make P4. Plan Deliver P5. Plan Return
Source Make Deliver
S1. Source Stocked Product M1. Make-to-Stock D1. Deliver Stocked Product
S2. Source Make-to-Order M2. Make-to-Order Product D2. Deliver Make-to-Order
Product M3. Engineer-to-Order Product Product
Supp”er S3. Source Engineer-to- D3. Deliver Engineer-to-Order CUStomer
Order Product Product
D4. Deliver Retail
Source Return Deliver Return
SR1. Return Defective Product DR1. Return Defective Product
SR2. Return MRO Product DR2. Return MRO Product
SR3. Return Excess Product DR3. Return Excess Product
Figure 6: Industry retail price sensitivity analysis'0
Production in China 30% 40% 60% 80% 100%
Price Apparel (footwear) 0.5% 0.7% 1.1% 1.5% 1.8%
increase
due to a Heavy Machinery 1.0% 1.2% 1.5% 1.8% 2.2%
30% wage
increase High Technology 1.4% 1.9% 2.9% 3.8% 4.8%
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Labor-cost sensitivity
analysis

To determine the impact of wage
increases on the unit cost of
products, as well as the tipping
point at which wage increases will
materially affect manufacturing
and sourcing decisions, we applied
a scenario-based labor-cost model
(Figure 8).

Our analysis focused on cost
structures of select product
categories within each of the three
industries in our study: apparel
(footwear), heavy machinery
(crawler hydraulic excavators)

and high technology (personal
computers). We applied four wage-
increase scenarios to the model
while keeping all other production
factors constant. Secondary
research and interviews with
subject matter advisors within
Accenture augmented our analysis.

Figure 7: Required price increase to maintain profit levels (prior wage increase)

Through the representative
industry cost structures of original
design manufacturers (ODMs),

we assessed the impact of wage
increases on selected MNCs'
operating P&Ls. The MNCs we
chose for analysis are as follows:

e Footwear: Nike, Adidas, Puma

¢ Heavy machinery: Caterpillar,
John Deere, Terex

 Personal Computers: Hewlett
Packard, Dell, Apple, Lenovo

Minimum price increase required to maintain
current profit levels at 30% wage increase

Apparel (Footwear)
(Industry average
of 37% production

Price Increase

High Technology
(Industry average
of 90%-1000%

Heavy Machinery
(Industry average
of 60% production

Figure 8: Labor-cost analytical model

A Increase
Cost of Raw Direct Labor
Materials Cost

Impact on direct labor
cost is taken into account
due to wage increase

Manufacturing
Overheads

in China) in China) production in
China)
0.7% 1.5% 4.8%

Interest }

Net Factory
Price

Assumes all labor cost increase
is passed to factory /ODM price |

China ODM P&L

COGS of the
MNC

} MNC Price

MNC/Industry COGS and Price

1. Impact on the MNC COGS is the key focus.

2. Production base allocation in case of reported
diversified manufacturing operations are taken
into account.

3. Impact on taxes and profit not taken into
account.
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Case |
Apparel (footwear)

Footwear industry players tend to
adopt a multi-country production
strategy and outsource work

to ODM partners in China. On
average, China accounts for 37
percent of these MNCs' production
base, and ODM factory price
represents 30 percent of total
MNC cost of goods sold (COGS).
The footwear industry is labor
intensive but involves unskilled
workers who are paid relatively
low hourly wages. Currently, labor
cost represents just 3 percent of
MNC COGS (Figure 9).

Our analysis suggests that MNCs
can expect to see their COGS
increase by 0.2-2.5 percent if labor
cost increase by 5-60 percent
(Figure 10). Shifting production

to a neighboring LCC such as
Vietnam would increase COGS by
1.5 percent, primarily owing to

higher manufacturing overheads in
Vietnam. Because of China's lower-
cost position, shifting production
to Vietnam would not provide

a cost advantage to companies.
However, when China no longer
has a cost advantage over
Vietnam, companies may make
different sourcing decisions. For
the footwear industry, the tipping
point would be a China production
base of 40 percent and above,
affected by more than a 5 percent
wage increase. Such a change
would have a price impact of more
than the 1.5 percent, which is
greater than the COGS differential
between China and Vietnam or the
cost advantage currently provided
by China.

Assuming that labor cost increases
by 30 percent, the footwear
industry would need to increase
prices by a minimum of 0.7
percent to sustain current profit
levels (Figure 11). Companies

Figure 9: Footwear industry: MNC cost structure!

that rely heavily on China-based
manufacturing or local Chinese
manufacturing companies will be
more directly affected by this
cost inflation.

In response to cost pressures,
MNCs in the footwear industry
could relocate factories to lower-
cost areas and centralize their
procurement. The purpose of

this last option would be to pass
on the cost inflation to end-
consumers by raising prices on
the companies’ products. An
increase in consumers' disposable
income would suggest that MNCs
specializing in mass-market brands
could afford to increase prices and
benefit from the sales increase.

20/ 100%

Labor Cost Material  Opex, Other  Profit
Cost Expenses,

Income Tax

China Other Shipping

Finance
Price  :  Price

Warehousing Royalties
:Procurement :Procurement Customs & & Distribution
(379%) ODM (63%) ODM

Quality Other MNC
Costs COGS

China ODM P&L

Apparel Industry COGS
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Figure 10: Footwear industry: COGS sensitivity analysis: Production in China and wage increase

COGS Differential
1.5%
3.490 3.541
......... =
Difference
COGS with 37% COGS if China
production in production
China replaced by
Vietnam
Orange shading shows the COGS impact of 0.2%-2.5% with
current industry average 37% China production
Production in China 30% 33% 37% 40% 60% 80% 100%
5% 0.2% 0.2% 0.2% 0.2% 0.3% 0.5% 0.6%
Wage 2500 0.9% 1.0% 1.0% 1.1% 1.5% 2.3% 2.9%
Increase
30% 1.0% 1.2% 1.2% 1.4% 2.1% 2.7% 3.4%
60% 2.1 2.4% 2.5% 2.7% 4.1% 5.5% 6.9%
Yellow shading shows the tipping point where LCCs such
as Vietnam could provide cost advantage
Figure 11: Footwear industry: Price sensitivity analysis: Production in China and wage increase
Production in China 30% 33% 37% 40% 60% 80% 100%
5% 0.1% 0.1% 0.1% 0.1% 0.2% 0.2% 0.3%
Wage 250% 0.5% 0.5% 0.6% 0.6% 0.9% 1.2% 1.5%
Increase
309% 0.5% 0.6% 070/0, 0.7% 1.1% 1.5% 1.8%
60% 1.1% 1.2% 1.4% 1.5% 2.2% 2.9% 3.7%

Red circle highlights that assuming wage increase by 30% and current industry production in China average of 37%, the
industry would need to increase price by a minimum of 0.7% to sustain profit levels
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Case Il
Heavy machinery

Major players in the heavy
machinery industry adopt a multi-
country production strategy and
outsource work to ODM partners
for subcomponents manufacturing
in China. These MNCs also have
their own manufacturing or
assembly facilities in China. On
average, China accounts for 60
percent of MNCs' production
base, and ODM factory price
accounts for 43 percent of total
MNC COGS (Figure 12). The heavy
machinery industry is capital
intensive and has a higher hourly
wage cost than the low-skilled
labor-intensive industries such as
footwear. Companies are affected
by labor costs at Chinese suppliers
to whom they have outsourced
manufacturing. They are also

affected by labor costs at their
own manufacturing facilities
located in China, which account
for 2 percent of total MNC COGS.

MNCs in the heavy machinery
industry can expect to see their
COGS increase 0.3-3.9 percent

as a result of various labor-cost
increases (Figure 13). Assuming
labor costs increase by 30 percent,
the industry would need to
increase prices by at least 1.5
percent to sustain current profit
levels (Figure 14).

Figure 12: Heavy machinery industry: MNC cost structure!?2

70/0 ............
2 1 0/0 ............
40/0 ............
Labor Cost : Material Cost ~ Opex, Other
Expenses,
Income Tax

0
210/0 ............ 2 /O ............
11% 43%
Profit  :ODMPrice | Direct
: ¢ Labor Other in China Costs
..................... Countries

100%

Direct Laboré Other Material Manufacturing  MNC COGS

Overhead

China ODM P&L

Heavy Machinery Industry COGS
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Given that relocating
manufacturing facilities to a
developed economy is not a viable
alternative for MNCs in this
industry, China will likely maintain
its position as the world's lowest-
cost components manufacturer
for heavy machinery. Within
China, local brands dominate the
wheeled loader market. However,
foreign brands such as Caterpillar,
John Deere and Terex own the
lion's share of the market for
crawler excavators, owing to the
products' superior technology. But
if these companies' profits drop as
a result of wage increases, they
may not be able to make large
capital investments with the same
flexibility they have enjoyed in
the past.

MNCs in the heavy machinery
industry must weigh other
considerations (besides labor-cost
increases) while making sourcing
and manufacturing decisions.
These considerations include

the extremely long supply chain
characterizing their industry, the
high demands and complexity of

inventory pipeline and the

problem of intellectual property
theft in China.

Such companies’ need to have
their own manufacturing facilities

in addition to outsourcing

production to China. This may
indicate a specialized capability
gap that cannot be outsourced
entirely to suppliers in China. To
minimize their exposure to rising
wage costs, MNCs could consider
outsourcing their entire production
chain to other LCCs.

MNCs planning to subcontract
parts of their value chain to other
regions should consider offshoring
to surmount the challenges of a
complex supply chain; quality and
intellectual property problems; and
higher costs for labor, shipping and
inventory management.

Figure 13: Heavy machinery industry: COGS sensitivity analysis: Production in China and wage increase

Production in China 30% 40% 60% 809% 100%
5% 0.2% 0.3% 0.3% 0.4% 0.5%
Wage 25% 1.1% 1.3% 1.6% 2.0% 2.3%
Increase
30% 1.3% 1.5% 2.0% 2.4% 2.8%
600% 2.7% 3.1% 3.9% 4.8% 5.6%

Shading highlights COGS impact of 0.3% - 3.9% with
estimated industry average 60% China production

Figure 14: Heavy machinery industry: Price sensitivity analysis: Production in China and wage increase

Production in China 30% 40% 60% 80% 100%

500 0.2% 0.2% 0.3% 0.3% 0.4%

Wage 25% 0.9% 1.0% 1.3% 1.5% 1.8%
Increase | | |

30% 1.0% 1.2% . 1.5% 1.8% 2.2%

60% 2.1% 2.4% 3.0% 3.7% 4.3%

Red circle highlights that assuming wage increase by 30% and current industry production in China average of 60%, the
industry would need to increase price by a minimum of 1.5% to sustain profit levels
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Case lll

High technology (Personal
Computers)

Major players in the PC

industry have set up their main
manufacturing facilities in China.
With the estimated industry
average of 90-100 percent of
production in China, labor costs
in China represent 20 percent of
MNC COGS, while ODM factory
price represents 97 percent of
MNC COGS (Figure 15). However,
for an MNC like Dell with
diversified production bases, these
percentages could be lower.

Apart from being capital intensive,
the PC industry has the highest
hourly wage cost among the three
industries we studied.

MNCs in the PC industry can
expect to see their COGS increase
1-12.4 percent as a result of
various labor-cost increases (Figure
16). With no price increase and

assuming a labor-cost increase of
30 percent, the industry could see
its profits decline by as much as
4.8 percent (Figure 17).

For MNCs in the industry
considering raising their prices, we
recommend the following actions:

e Determine demand and price
elasticity for the company's
products. Could the firm pass cost
increases on to customers? If it
must absorb labor-cost increases
(for example, by increasing
productivity and achieving
operational excellence), to what
extent can it do so and still remain
profitable?

¢ Analyze industry suppliers’
power. Fewer suppliers would
mean more concentrated power,
a situation that would further
complicate pricing dynamics.

¢ Recognize that labor costs
historically account for less

of the ODM factory price in
the US versus that of ODMs in
China (only 2 percent of ODM

Figure 15: Personal computers industry: MNC cost structure?3

factory price in the US in 2005
versus 20 percent in China).14
The differential may stem from
a combination of factors, such
as higher productivity and
increased automation in US
factories. It is therefore more
important than ever for China-
based manufacturers to strive
for automation, production
efficiencies and greater speed
to market.

Because of their need to have
production and support capabilities
in their major markets, MNCs in
the personal computer industry
are increasingly considering labor
costs, transportation logistics,
information infrastructure, market
access, proximity to markets and
government incentives while
developing their supply chain
strategies. Dell, for example, is
operating more plants closer to its
major markets. Similarly,

China plants for other MNCs are
set up to gain market access in
the region and to avoid
importation costs.

27% 97% 2% % 100%
500/0 ...................
200/0 ..................
Labor Cost Material Opex, ODM Price Warehousing Quality Costs COGS
Cost Other Expenses, ¢ and Distribution
.................................. |ncome Tax' Proflt
L | | |
% A4

China ODM P&L

High Technology Industry COGS

19



YN e

Y
gy e e e T,
A TR e e

Figure 16: Personal computers industry: COGS sensitivity analysis: Production in China and wage increase

Production in China 30% 40% 60% 8000 100%
500 0.3% 0.4% 0.6% 0.8% 1.0%
Wage 25% 1.6% 2.1% 3.1% 4.1% 5.2%
Increase
30% 1.9% 3.0% 4.2% 5.0% 6.2%
60% 3.7% 5.0% 7.4% 9.9% 12.4%

Shading highlights COGS impact of 1% - 12.4% with estimated
industry average 90% to 100% of China production

Figure 17: Personal computers industry: Price sensitivity analysis: Production in China and wage increase

Production in China 30% 40% 60% 80% 100%
5% 0.2% 0.3% 0.5% 0.6% 0.8%
Wage 25% 1.2% 1.6% 2.4% 3.2% 4.0%
Increase | |
30% 1.4% 1.9% 2.9% 3.8% a‘,'..“ 4.80/q
60% 2.9% 3.8% 5.7% 7.6% 9.5%

Red circle highlights that assuming wage increase by 30% and current industry production in China average of 90% -
100%, the industry would need to increase price by a minimum of 4.8% to sustain profit levels
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The way forward for MNCs

For China itself, the biggest
challenge is how to maintain

its competitive advantage over
other LCCs. With low-cost labor
gradually becoming scarcer
(particularly in coastal areas
where labor-intensive industries
dominate), China could lose its
edge to other developing countries
in the region that have larger
supplies of low-cost labor. Given
the importance of its labor supply
to China's national economy,
employment and foreign trade,
local suppliers are likely to adopt
cost absorption or productivity
strategies to remain competitive.

For MNCs that outsource
manufacturing to China or that
have their own manufacturing
operations there, our research
has demonstrated that the
impact of wage increases in
China varies across industries and
product categories, depending

on MNCs' operating models and
cost structures as well as labor
intensity in their industry. Across
the three industries we studied,
wage increases will likely have
the greatest impact on COGS

in capital-intensive industries
such as heavy machinery and
personal computers. For industries
relying on unskilled labor or
labor-intensive industries such

as footwear, wage increases in
China will have less of an impact
on COGS. However, Accenture
foresees a tipping point at which
companies in these industries may
have to shift production to other
LCCs such as Vietnam or consider
other strategic options to

remain profitable.

While there may be wide
manufacturing cost differentials
between China and developed
economies (particularly in the
heavy machinery industry),
keeping manufacturing in China
would not always translate to

an overall advantage for MNCs.
Companies must carefully
consider productivity gains

and other advantages, such

as increased automation, that
they could get by locating their
manufacturing in developed
markets. In assessing alternative
countries’ competitiveness as
manufacturing sources, we suggest
that companies should evaluate
the viability of the existing
transportation and communication
infrastructure networks, socio-
political systems, regulatory
bodies and sustainability efforts
and determine whether any
“institutional voids" could
jeopardize their operations in
specific countries. Companies that
can capitalize on the strengths of
these systems in specific countries
are most likely to succeed.

Investing in data analytics could
further help MNCs anticipate and
monitor macroeconomic volatilities
such as labor-cost changes and
estimate these changes' impact.
However, the trend of rising wages
in China requires companies to go
beyond monitoring and reviewing
their cost models periodically to
determine China's cost advantages.
As history has proven, the cost
benefits provided by LCCs are

not permanent. Therefore, China
may no longer feature strongly

in MNCs' supply chain operating
models in the years to come. Take
Japan in the 1950s, considered

the low-cost manufacturing hub
of choice at the time. Subsequent
LCCs enjoyed shorter years of
being the preferred manufacturing
hub. The transition time will likely
narrow further as MNCs use all
possible low-cost locations and the
benefits across the different LCCs
even out.

While outsourcing manufacturing
operations to China or other
low-cost locations will probably
remain an important strategic
option, it can no longer guarantee
exceptional company performance
over the long term. For this reason,
it is more important than ever

for MNCs operating in China to
achieve operational excellence,
manufacturing and supply chain.
We recommend the following
strategic options:

1. Focus on operational

excellence

To offset the impact of increased
labor costs in China, MNCs

must focus more than ever on
operational excellence—building
the right operating model (the
"what," "who" and "where" of
business operations) and excelling
at execution (the "how" of
business operations). Namely,
they need to foster collaboration
between their functional areas,
including procurement. Increased
collaboration will help companies
achieve cost efficiency by
leveraging economies of scale
and lowering manufacturing
costs, which in turn will mitigate
the effects of wage increases.
Businesses also need to improve
efficiency of manufacturing
processes. All of these moves will
generate significant cost savings.
For example, evidence suggests
that productivity improvements
through shorter lead time or better
production planning can reduce
costs by up to 40 percent on
average across industries.1®

2. Expand across West
China and the ASEAN

An alternative path to operational
excellence is for MNCs to expand
their manufacturing footprint
across West China and the ASEAN
member countries. Manufacturers
in China (whether they are
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outsourcing to China or have their
own operations there) need to start
sourcing suppliers in alternative
LCCs. But when considering
alternative LLCs, they should also
be mindful of any institutional
voids in those locations that could
present obstacles. By diversifying
their operations in this way, they
can lessen their exposure to the
impact of economic pressures
unfolding in China.

In keeping with the "Go West"
policy implemented in 2000 by the
national government through tax
breaks for MNCs that outsource
manufacturing operations in China,
companies can consider moving
manufacturing facilities toward
lower-cost inland regions for the
short run, instead of exiting China.
Some labor-intensive industries
may shift their production facilities
to West or Central China, where
the reserve wage for migrant
laborers (the lowest wage for
which they are willing to work)
might be less than in the eastern
coastal cities.

However, sourcing decisions will
become far more complex for
companies considering dual-
sourcing strategies. Complexities
that need to be weighed include
possible extended lead time for
production and corresponding
adjustments to supplier networks.

MNCs adopting an integrated
regional supply chain strategy
will encounter new challenges.
China has steadily outperformed
its LCC peers in productivity and
economies of scale, even though
its absolute labor costs are higher
than those of other LCCs. Indeed,
rival LCCs seeking to achieve
manufacturing economies of scale
will face a steep learning curve in
the short to medium term. Cross-
border trade movements, quality
problems, political and economic
instability and institutional voids
in alternative LCCs could present
additional difficulties for MNCs.
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3. Optimize across the globe
Instead of taking the drastic

step of shifting production bases
to other countries, MNCs could
consider creating Centers of
Excellence (CoEs). These centers
could help optimize a company's
manufacturing footprint globally,
increasing flexibility across regions
and focusing on a Total Cost to
Serve model.

Passing on costs to consumers
may mark the end of LCCs, as the
narrowing cost advantage would
lessen LCCs' attractiveness for
multinational corporations. This
would require MNCs to reconfigure
their global manufacturing
networks and their Asia supplier
networks. The result will likely be
more regional supply models. Some
leading companies are already
taking this approach, by having as
much as 80 percent of regionally
manufactured products consumed
in the country of production. This
trend has become increasingly
relevant in China, where wage
increases would also mean a
strengthening of local consumers'
buying power.

Companies will increasingly need
to move toward partnership-type
supplier relations. They should
also cultivate global networks that
can include alternative suppliers,
so they can forge supply chains
with the best delivery capacity
and highest cost efficiency for
each project. Sourcing from low-
cost suppliers and shortening
procurement networks' lead times
will be vital to success.

Yet labor is only one of the major
volatile indices that continue

to put pressure on operating
margins. As world demand for
labor continues to grow, MNCs and
local manufacturers will have to
continually hone their operational
excellence and manufacturing
strategies to stay ahead of

the curve.

4. Grow the local market
Finally, MNCs with manufacturing
operations in China can
reconfigure their supply chain
management strategies to
distribute and sell products to
Chinese customers. Strong demand
growth in both business and
consumer sectors is making China
an increasingly important end user
market for MNCs. China is still the
largest market for many MNCs.
For example, GM in the first half
of 2010 had sold more cars in
China than in the US (1.21 million
vs. 1.08 million). In 2009, over

25 percent of the global revenue
came from the China market

for Samsung Electronics and in
Philips, China ranked No. 2 in its
consumer electronics sales in 2009
(accounting for about 9 percent of
the global revenue, only second to
the US at 12 percent).

This development presents
significant opportunities for MNCs
to transform their focus in China—
from manufacturing to sales and
distribution in China's domestic
markets. But to achieve this
transformation, MNCs will need
to make some changes in their
supply chain strategies, including
strengthening capacities in
outbound transportation, storage
and distribution.



Appendix

Key Assumptions of the
Labor-Cost Model

¢ Only three industries were
studied. As such, the cost structure
and impact of labor-cost volatility
on specific cost models are

not necessarily applicable to

other industries.

» The model isolates the impact of
labor-cost volatility while keeping
all other factors comprising

total landed price constant. In
reality, other volatilities may
simultaneously affect the cost
model and unit cost of products in
a nonlinear manner.

¢ The end-to-end costs within an
industry's supply chain, as well as
overall profitability of particular
business segments, are not covered
in this study. In addition, certain
potential hidden costs (such
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