Offshoring: An Industry Insight into the Benefits and Challenges

By Greg Bacon. In collaboration with Ian Machan (Machan Consulting) and Dr Denyse Julien (Cranfield University). 
Whilst offshoring can be an excellent strategy to reduce costs, particularly through lower labour costs, there are many other hidden costs which companies often fail to include in their business case. Research has found that offshoring is often carried out with little or no understanding of the true costs. Furthermore, companies tend to overestimate the benefits case, in particular their ability to get a well-performing plant operating offshore to the standards we would have in Western Europe. To accurately understand the impact of offshoring, companies need to analyse total costs and identify the challenges that will have to be overcome.  

This article introduces some of the key challenges which offshoring companies have faced so that companies can make more accurate and informed decisions when constructing their business case for offshoring. 
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Offshoring is very closely related to outsourcing; both represent a decision to move manufacturing away from the internal, domestic factory. However, where outsourcing involves externalising a process to a third party vendor, offshoring is the movement of the process to another country (usually a lower cost country), but not necessarily to a third party. Figure 1 illustrates the relationship between offshoring and outsourcing: 
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Figure 1: What is Offshoring?
This research is based on interviews and questionnaires with 13 companies; 9 blue chip manufacturers and 4 consultancy companies. This approach allowed the researcher to appreciate the industry and company specific issues, while also developing a wider understanding of the offshoring market. 
Why Offshore?
All the organisations interviewed suggested that cost reduction was one of the primary drivers for offshoring. However, there were often multiple drivers behind a company’s decision to offshore. In many cases, increasing globalisation has meant that UK companies now face increasing cost pressure from competitors in low-cost countries. Where this is the case, an offshoring strategy is adopted because it is simply not possible to compete on price while still manufacturing in the UK. Figure 2 is based on the results of the researcher’s questionnaire and it illustrates the relative importance of various offshoring drivers. 
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Figure 2: Top Offshoring Drivers
Growth and access to new markets were one of the top drivers for offshoring in the research. One of the company’s interviewed proposed that local engineers are better positioned to develop or tailor products for these markets because they have a much greater understanding of the local customer requirements. Access to skilled labour is important because in the UK, science is losing popularity in schools and universities, whereas in China for example, hundreds of thousands of chemists graduate each year. Offshoring companies are also able to take advantage of less restrictive labour legislation in countries like India, which allows the company to better adjust employment levels in response to changes in workloads

Tax incentives and government support are particularly common in the high technology sectors because foreign governments are eager to attract high value manufacturing so as to improve the skill levels of their populations. The impact of this differs from case to case; the huge revenue steams in the pharmaceutical industry mean that even a saving of several percent on the corporation tax can generate huge additional profits. 
Offshoring Challenges
Offshoring is rarely straightforward and there are many challenges which companies need to overcome if they are to successfully integrate offshoring into their strategy. 
Labour Retention was one of the top challenges in the cases where the company has built their own facility overseas. In the cases where companies offshore outsource, the problems with labour retention are dealt with by the offshore partner. In India there is a real problem with retaining staff because there is a lot of demand for skilled employees. Also, in India, employees are very career minded, status driven and can become impatient with regards to promotions.
Exchange rates and currency management can have a considerable impact on the profitability of the offshore venture. Companies who are manufacturing products in the UK for sale in the US market are really struggling at the moment because of the relative strength of the Pound Sterling.
Management costs represented one of the top expenses in the research, partly because the offshore operation tends to be managed by expatriate employees. Management costs are really underestimated by the majority of companies and many companies assume they can manage it from the UK, but this is rarely successful. One company suggested that the decision by many companies not to train local employees for management positions is a ‘time bomb’ waiting to go off, because when the governments realise there is a ‘glass ceiling’ preventing their residents from accessing management roles, they will take action to remedy the situation.
The impact of offshoring on quality is in dispute. Where one company asserted that you will almost always compromise on quality when manufacturing is sent aboard, another argued that as long as processes are accurately defined and managed, there is no reason for quality to be affected. Furthermore, where the company works alongside suppliers to improve their processes, they have often found quality can quickly be brought up to or beyond western standards. 
Intellectual Property is one of the popular topics in the offshoring field, and there was certainly mixed views in this research. India and China are now members of the World Trade Organisation (WTO) which means the level of protection afforded to western companies for patents and intellectual property has theoretically increased. The view amongst several of the companies in this research, is that competitors or counterfeiters have been able to reverse engineer their products for years, so the threat to IP is not necessarily increased when the company offshores. This view is supported by another of the companies interviewed, who state that their company face constant challenges of counterfeiting but they are not necessarily related to offshoring or outsourcing activities. 
A multitude of challenges have been highlighted throughout this article, to the point that the reader might develop the view that offshoring companies only have negative experiences. Each of the interviewee’s were asked at the end of each interview if they would still choose to offshore with the knowledge they now have of offshoring, and they unanimously confirmed that they would. It should not be forgotten that many of the challenges identified in this project are not exclusive to offshoring and that companies producing in high cost countries have hurdles to overcome too. 
Figure 3 introduces the five groups of challenges identified in this research: 
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Figure 3: Offshoring Challenges
Overcoming Challenges
Three of the top concerns for the sample companies were intellectual property, quality and labour retention. The challenges differ depending on whether the company adopts an offshoring strategy or an offshore-outsourcing strategy.

The Intellectual Property (IP) risk stands as one of the most popular arguments against offshoring. However, the companies interviewed in this project suggest is not as much of a barrier as some might think and that the real problem is with the perception of IP being at greater risk offshore. A common argument cited by interviewees was that the majority of their products have been on the market for several years, so it has been possible for competitors to reverse engineer them for some time. In the case of new products, several companies contend that it is wise to locate production close to the design operation because new products often require modifications at the start of their lifecycle. 
A common approach to IP protection is to only offshore manufacturing operations for products which do not contain a high degree of IP. The fact that the companies interviewed have not faced any big problems with counterfeiting or IP infringement may in fact be a result of this decision of only offshore products with low to medium levels of IP. Although even those few who have offshored products with high levels of IP suggested they have not faced many real IP related problems. 
Several of the companies interviewed operate in heavily regulated industries which have strong safeguards against quality. In the pharmaceutical industry for example, suppliers must conform to the FDA’s Good Manufacturing Practice (GMP) guidelines which specifies in huge depth exactly how everything must be manufactured, tested and quality assured. Furthermore, in the pharmaceutical sector, suppliers and partners must have FDA approval for their factories. This suggests that if quality procedures and well defined and monitored, it should not cause any critical problems.  In some cases, quality offshore is better than in the UK. Investment is key to quality and in some cases the only reason India might produce lower quality products is because there has been less investment on training and equipment. 
The general consensus is that labour retention will continue to be a problem while there is poverty and demand for skilled labour in the low cost countries. One of the companies interviewed have gone against the trend in many ways and have put a lot of investment into developing staff and ensured that employees in low cost countries have international exposure with colleagues in the UK, USA, Sweden and Japan. The company propose that this policy has helped to some degree to reduce staff turnover, but has by no means eliminated the problem because the additional skills and international exposure make these employees even more attractive to competitors. 

In India, employees are exceptionally career minded and motivated towards promotion. Many offshore operations are managed by expatriates, which disillusions the Indian employees because they perceive there to be a glass ceiling in the career ladder which they cannot progress past.  One company have recruited local managers to work alongside the expatriates which motivates the local Indian workers because they can see a route to the top of the career ladder. Whilst it is important to show offshore employees the potential for management roles, it is important not to promote for the sake of promotion.
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Offshoring Strategy

There is no ‘universal’ offshoring solution for companies considering transferring production overseas. It is important for companies to evaluate what drives cost for their products, where their competitive advantage lies and where their current and future markets are. Therefore a company who are considering entering the Chinese market and whose product requires highly labour intensive manufacturing processes may not be suited to the same location as a company manufacturing a low volume, highly customised product for the UK market. The characteristics of the product and the nature of the market have an important influence on offshoring strategy; fashion sensitive products with unpredictable demand may need to be located close to their outlets for example. 
Confidence in offshoring is increasing and the evidence suggests that the challenges associated with intellectual property, quality and employee retention are manageable. The research proposes that if processes and quality are managed properly, there is no reason for offshore manufacturers not to meet or exceed western standards. The nature of the investment offshore is evolving and companies are now considering the potential of countries like India and China for high technology, skill intensive manufacturing and even R&D. The growing skill base in countries like China and India means there are more opportunities to transfer manufacturing offshore in the skill intensive sectors. China and India have proven process re-engineering abilities, which offshoring companies are increasingly taking advantage of to ‘de-automate’ processes to reduce costs. Protectionist sentiment has fuelled perceptions about the risks of offshoring, but in reality if the transfer is properly planned and managed, there is no reason for risks to be greatly increased when operating offshore. 

The article highlights that offshoring can offer companies a range of benefits, from cost reduction and access to skills to tax incentives. However, there are also a large number of challenges which companies need to overcome, from increased lead times to infrastructure problems. The key finding is that if companies accurately consider the broad spectrum of advantages and disadvantages in their business cases at the planning stage, they can make an informed decision about whether offshoring is the best solution for their requirements. There is no doubt that offshoring can offer companies impressive cost savings and other advantages, but only where it fits with the companies products, markets, supply chains and customers requirements. This research identifies the common challenges which companies face so that companies can create more comprehensive business cases, to reduce uncertainty and increase their chances of success. 
The complete thesis will be available online in the next few months at https://dspace.lib.cranfield.ac.uk/. For further advice on supply chain and operational solutions, please visit http://www.machan.co.uk . 
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