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OP/ED

Want to Avoid a Trade War? Let Firms Do
What Comes Naturally

By Morris A. Cohen

We are in a period of intense global economic warfare. The U.S. is engaged in trade disputes

with China, the European Union, Mexico, and Canada. We have been told that trade is a zero-
sum game with one country’s gain coming at the expense of another country’s loss, and that a
trade war (http://knowledge.wharton.upenn.edu/article/trade-war-with-china/) is imminent.

What is missing from this perspective is the fact that countries do not make the decisions that
determine the flow of goods across borders; companies do. Governments attempt to influence
company decisions by measures such as tax legislation or tariffs. But, in the end it is the
individual company that decides where and how products are made and distributed.
Companies are influenced by government policy, but they need to promote their own profit
and growth objectives. It has been argued that the actions of countries to protect the interests
of their citizens could lead us into a lose-lose outcome, where both companies and countries
are worse off.

“Countries do not make the decisions that determine the flow of
goods across borders; companies do.”

1 Copyright © 2019 Avnet, Inc. All rights reserved.



NAVIGATOR

January 2019

This is a high stakes and politically explosive game that affects both workers and consumers.
The continuing changes in the sourcing of manufacturing products has led to economic
disruption. A major restructuring of global supply chains is ongoing.

We recently conducted two benchmark surveys with over 100 manufacturing companies
responding, (Cohen et al [2018]

), in order to explore
what is actually happening and the rationale behind company decisions. The data collected in
this survey was based on recent company decisions concerning the location, capacity,
capability and utilization of manufacturing facilities worldwide. The results confirmed the
continuing globalization of supply chains, where the provenance of a manufactured product
typically includes parts and components that have been sourced from suppliers from all over
the world. Companies operate complex global infrastructures with plants and facilities located
in multiple countries. Every time a company makes a decision that transfers manufacturing
activity from one location to another, a linked network of suppliers, distributors, and service
providers is impacted, along with consumers.

Much of what we observed in our survey
was expected. China continues to be the
most attractive region for production
sourcing (45 percent of companies surveyed
reported making investments in
manufacturing in China). However, cost was
not the sole driving force. Market access,
quality, and supply chain performance
emerged as dominant drivers for increasing

production volume in China. Labor costs
are, however, what has driven some
companies (11 percent of our sample) out of China to other Asian locations such as Vietnam.
The emerging economies of Eastern Europe and Russia were the second most attractive
region for offshoring. Western European countries utilize neighboring countries to obtain
nearshore cost advantages. While Western Europe is the region with the largest outflow of
production, North America reported a modest growth in production volume, with more
companies investing than divesting. Most of these investments come from companies with
headquarters outside of the U.S.
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“The pattern of sourcing capacity shifts that we observed, and the
range of drivers reported, indicate that global sourcing is no longer a
‘no brainer.””

The Company Perspective

Let’s now consider the problem from a company perspective. Companies seek to maximize
global performance in a manner that is responsive to the incentives, constraints and penalties
imposed on them by countries in which they do (or could do) business. One way that
companies do so is by making decisions on where and how to manufacture their products, i.e.
they must solve their global sourcing problem. As global production supply chains have
become more interconnected and integrated, the range of options and the consequences of
shifting manufacturing from one jurisdiction to another have become more complex and
difficult to analyze.

Firms recognize that manufacturing sourcing decisions have long-term strategic
consequences and require complex tradeoffs and risks. Companies try to adopt strategies that
will maximize global performance based on a metric such as global after-tax profit, income,
market share, or growth subject to constraints derived from their technology, markets, supply
chain and government actions. They do so through the operation of highly integrated global
supply chains.

A major driver of the changes in manufacturing sourcing that have been occurring for some
time, is the huge disparity in labor costs between developed economies (such as Germany or
the U.S.), and those that are less developed (e.g. China or India). The rate of change in labor
costs, however, has been changing — for example, China’s labor costs are increasing much
more rapidly than the U.S. There are those that predict the economic advantage of Asian
offshoring will soon disappear. The pattern of sourcing capacity shifts that we observed, and
the range of drivers reported, indicate that global sourcing is no longer a “no brainer,”
whereby companies, in a herd fashion, make choices based on the single dominant reason of
reducing their labor costs.

Countries, on the other hand, have a wide range of policy instruments that they can use to
influence and control the decisions of companies that operate within their borders, i.e.
corporate taxes, duties, tariffs, quotas, content requirements, capital flow regulations,
investments, fines, or simply the threat of adopting these measures. A model of country
behavior is to develop policies that maximize the welfare of their citizens. This includes
providing a safety net and relief for those citizens who are “losers” in the global sourcing
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game, i.e. they have been laid off or their
economic prospects have been diminished.
The “winners” in this game, at the citizen
level, are all of us, who as product users and
consumers have access to lower cost,
higher-quality products that are produced,
delivered and supported by the global
supply chains operated by companies. The
“winners” at the country level, are those

countries who have expanded their
manufacturing and exports. As our survey
corroborates, China has clearly been a winner for some time, and developed economies have
been losing.

The Role of ‘Natural Hedging’

A common strategy that many companies have adopted as an alternative to chasing low labor
costs is to replace human labor with automation. The technology developments that are
fueling this approach include robots, artificial intelligence, Big Data, 3D manufacturing and
the Internet of Things based on “smart connected products.” It is commonly accepted that we
are now in the midst of a new industrial revolution (actually the fourth), leading to an overall
strategy for manufacturing automation known as Industry 4.0. We have observed that
investment in these technologies is ubiquitous, occurring in all industries and in every
country.

“An accommodation of interests can be achieved through voluntary
company sourcing decisions, without the imposition of drastic or
punitive measures by governments.”

Perhaps the most significant observation that has emerged from our study is the observation
of a pattern of decision making that we call “natural hedging.” This occurs when the share of
production and sales volume is balanced, i.e. when production and sales activities are co-
located in a region. A perfect natural hedge occurs when, for a firm in each region, local
production equals local sales.

For most regions (e.g., Western Europe, Japan), the share of production and sales volume was
balanced (based on averaging responses from all sample company respondents concerning
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the global distribution of sales and production). For example, on average, 20 percent of
production occurs in North America while 25 percent of products are sold in the North
American market: a mismatch of just five percent. However, for China, local production
volume is more than twice that of local sales volume. Much of what our sample companies
produce in China was exported. This finding is in line with the offshoring activities of the past
decades. Similarly, given the fact that many North American companies engaged early in
large-scale manufacturing offshoring to China, it is not surprising to see that in North America,
more is sold than produced. At a more granular (firm) level we observed that despite the fact
that all of the companies in our sample, whether small or large, engage in international
business, many companies rely heavily on their home regions — defined as the region where
the business unit’s headquarters is located — for both sales and production.

Benefits of Natural Hedging

o Reduced risk from currency fluctuations

° Reduced time to market lead time

e Inonvrancad flavihilitxr and vraonancivranace

Across the sample, we observed that a company’s home region is in most cases not only its
largest market but also its largest manufacturing source. The regions where the business
unit’s headquarters are located account, on average, for 44-64 percent of sales and 31-77
percent of production volume. North American firms seem to depend the least on their local
market. We observed that 44 percent of sales occurs in North America while only 31 percent
of global production volume is manufactured at home; by contrast, Europe accounts for 52
percent of the sales volume of European firms and for 62 percent of the global production
volume. This is a high number for production given the relatively high factor costs in Europe,
but it is in line with the recent history of global manufacturing. American firms had quickly
shifted production to China over the past few decades, which accounts for 30 percent of
North American production. European firms, however, were more hesitant to do so and have
been more successful in adopting policies to protect domestic manufacturing.

Maintaining a natural hedge balance at the company level has a variety of benefits that
include reduced risk due to currency change, reduction in the lead time to the country market
which leads to increased flexibility and responsiveness, the potential marketing value of local
presence, and a lower chance that governments will enact rules or introduce incentives that
will punish those companies that are not acting as good “corporate citizens,” i.e. by not
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implementing a strategy of natural hedging. A possible disadvantage is that natural hedging is
a less sophisticated global sourcing strategy that may be suboptimal for a company compared
to strategies based on automation or market penetration.

“As companies seek a natural hedge by balancing their global
manufacturing and sales, there can be an ultimate win-win solution
to the global sourcing game.”

One conclusion that is suggested by our observations is that contrary to the impression based
on current headlines, companies, to a large degree, adapted to the policy goals imposed on
them by governments and in many cases have voluntarily adopted a policy of natural
hedging, even as they seek to win in the brutal economic war associated with production
sourcing. Countries and national interests influence companies and many companies look for
ways to optimize their performance while conforming with multiple country priorities. This
leads us to a more optimistic conclusion that an accommodation of interests can be achieved
through voluntary company sourcing decisions, without the imposition of drastic or punitive
measures by governments. As companies seek a natural hedge by balancing their global
manufacturing and sales, there can be an ultimate win-win solution to the global sourcing
game.

The preceding was reposted with permission from the author and Knowledge@ Wharton. The original
(http:/ /knowledge. wharton.upenn.edu / article / avoid-trade-war-letting-companies-comes-naturally /)
article was posted Sept. 17, 2018.
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