The Future of ‘Made'ir Chma
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Manufacturers in China are torn between the
lure of its ever-increasing and sizeable domestic
market and the inexorable rise in its costs of
production. Does manufacturing in the mainland
still hold its appeal for Swiss companies?

by Mark Andrews

visit factories today versus ten years ago, it is like chalk and

cheese,” says Roland Schmid, Managing Director of Vela
Eurasia, a Swiss engineering consultancy. But coupled with the increasing
sophistication of manufacturing in China, has also been an increase in
costs of doing business. Recently, DrM, a Swiss engineering firm that
develops clean solid-liquid separation solutions, chose India instead as
the site for its new manufacturing plant. The question now facing many
Swiss manufacturers in China, is whether the benefits between China’s

“M anufacturing is getting better and better in China; if you
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huge local market and comprehensive, world
class, value chain, outweigh its higher (and
steadily rising) labour costs? Not all Swiss
companies are arriving at the same answer.
China is often said to be the world’s
factory, but the figures show a changing
story. While foreign direct investment (FDI)
into China increased year on year by 4.5% in
2016, according to the Ministry of Commerce
it declined by 1.6% in the manufacturing
sector. “There is definitely a shift in foreign
direct investment flows into China, with
more being directed at services and green
energy,” says Jake Liddle, an associate at
Dezan Shira & Associates, a China-based
consulting firm. “In respect of exporting from |, o) qdie
China, we see the attractiveness of Chinese
manufacturing shrinking in the coming years,
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but manufacturing here for the local market

will gain even more importance,” says Rolf Keller, CFO of Franke Asia, a
world leading provider of products and solutions for residential kitchens
and bathrooms as well as professional kitchen equipment. “FDI into the
manufacturing sector may be decreasing, but it hasn't stopped, and we
are planning to further invest in automation and digitalisation in China.”

Many Swiss companies with manufacturing facilities in China set them
up a decade or more ago. “In the 1990s a factory worker got paid about
US$50 a month, today the pay is about the same as in Eastern Europe
or Mexico,” says Alex Tunik, owner and CEO of Transpacific Far East, a
Swiss apparel manufacturer, with operations in China. Bobst, a Swiss
firm that supplies equipment and services to manufacturers of packaging
and labelling, set up its Chinese facility in Shanghai twenty years ago. “At
that time, as for many other foreign companies, China was attractive as
primarily a low cost manufacturing country,” says Frédéric Badoux, Bobst
Shanghai R&D Director.

Since then, there has been a wholesale shift for many companies from
seeing China as a place of low cost manufacturing for export, to serving
the now very important Chinese market. For example, China is now
the world’s largest producer of automobiles and they are predominantly
made for domestic use. Reinhard Biihrer, General Manager of Swiss firm
Hatebur’s China operation says that, because half of the world’s passenger
cars are produced in China, Japan and Korea, it makes China a very
important market for Hatebur. The company is a
global leader in the development and marketing
of high productive forging machines and tools.
“The reason that we have chosen China for the
manufacturing of tools is clearly related to the
importance of China in the automotive industry,
and the growth expectation for the coming years,”
says Biihrer.

Bobst also saw a shift in its customer base.
“Export is still important in our China site
activity,” says Badoux. “But our China operations
will gradually focus more on the local market,
for which the demand for high quality, high
performance automation is strong at the moment.”

Although in the past wages were much lower,
so also was productivity. Hourly wages since 2001
have risen by an average of 12% a year, well over Rolf Keller
the inflation rate. Accompanying this, however, Franke Asia
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has been an upgrade in the competence of both
producers and workers. “We have moved from a
compete-on-cost basis to one where we are now
competing on quality,” says Transpacific Far East’
Tunik, whose company produces sports related
clothing. Still, Hatebur’s Biihrer says that, in the
areas around Shanghai, costs of facilities and
labour are reaching dizzying heights. “I definitely
get the feeling that the competitiveness of China
for the production of industrial products is
decreasing compared to, say, Eastern Europe,” he
says.

The changing ‘Made in China’ brand

Although, every company has different

. . . . Frédéric Badoux
experiences based on its industry and its unique

Bobst Shanghai
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niche within it, what is becoming increasingly
apparent is that quality is now an important
element of manufacturing in China. “Today, we are able to produce high
quality products in our Chinese factories for all markets in the world,” says
Franke’s Keller. The sheer scale of Chinese manufacturing also means that
that there are certain processes, technologies and industries that are no
longer easily available elsewhere. An example is Swisstribe’s watch display
case business. “Some savoir faire is slowly disappearing in Switzerland.
For example, spray painting has now been replaced by laminate, so it’s
very difficult to obtain spray painting finishes in Switzerland for an
affordable price, which we can still get in China,” says Swisstribe director,
Patrick Mottet.

Another very important factor is ease of access to the complex cluster
of suppliers needed in modern manufacturing. China has built up
an integrated chain of manufacturers and suppliers with a symbiotic
relationship. “In China, you have clusters where people are specialised,
which means you can have a short turnaround because everybody is on
the spot,” says Tunik. “In the garment industry in which we operate,
materials, accessories and printer suppliers are all available close
together.”

There are also other difficulties apart from rising labour costs. With
an increasing focus on quality, companies are competing for the higher-
skilled and talented workers, and this is leading to more upward pressure
on wages. Coupled with this is limited staff loyalty and frequent job
hopping that adds to the challenge of effective human
resourcing.

Another problem is if a company requires parts in smaller
quantities. Most Chinese companies are geared up for large
scale production. “Finding suppliers able to produce parts
with European standard quality in such small quantities is a
challenge because many of them prefer to get bigger batch
orders,” says Badoux. This is important, as many Swiss
companies are very focused niche players. “The majority
of Swiss companies are SMEs that are highly specialized in
their field of business,” says Biihrer. “Production volume
often is too low and the involved know-how too complex, or
in many cases based on long-term experienced employees.”
While Hatebur has managed to produce the relatively high
volume tool part of its business in China, automated forging
equipment is too specialised, with too low volume to work

in the country. Where China excels is with higher volume Reinhard Biihrer

standardised production. Hatebur
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Getting the goods quickly to market is also an issue. If
many of the customers are in China or elsewhere in Asia,
this is not a problem, but if they are back in Switzerland
or Europe, near-shore locations have an advantage
over China. Some fast fashion retailers have moved
manufacturing back to countries like Turkey and Eastern
Europe as a result. “Franke has three factories in China
producing items like stainless steel sinks for residential
use, professional kitchen equipment and stainless steel
taps,” says Keller. “But it is difficult to meet the short lead
times required by some world markets from here”

Rising Asian competition

There is no doubt that some other Asian countries have
a lower cost base and emerging economies such as India,
Vietnam and Cambodia are becoming attractive to certain Patrick Mottet
sectors. “Their competitive edge only extends currently to Swisstribe
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certain industries, such as garment manufacture and low
tech industries,” says Dezan Shira’s Liddle. Even then, the risks involved
by moving may outweigh the benefits for China based players. When
Transpacific Far East was looking to increase capacity four years ago it
looked at other countries including Vietnam, Cambodia, Indonesia and
Myanmar, but Tunik ended up setting up in Jiangxi Province as he knew
that China was reliable, and he had had all his experience in the country,
and there was the cluster of already established suppliers which didn’t
exist in the other countries.

Need to look forward

For alternative countries, there is also the need to assess what the long
term outlook for the country’s development will be. Swiss family firm
Rehau specialises in polymer-based solutions in the construction and
automotive industries. “Some of these countries such as Indonesia and
India have much higher inflations rates than China which poses an
additional challenge in the long run,” says Rehau CEO for greater China
and co-CEO for Asia Pacific, Nils Wagner. He also represents the third
generation of the Wagner family, who are the owners of company. “In
addition, China continues to excel in transportation infrastructure, which
is a major advantage compared to other emerging markets in Asia.”

Rising labour costs may also be offset going forward by increased
efficiency and automation. The falling cost of
robots is helping with this process. “With labour
costs continuously rising year after year, process
automation and lean manufacturing principles
are the key success factor to our business in
China,” says Xia Xubing, China Managing
Director, Datwyler, a major global industrial
supplier.

Handling global uncertainty

With the recent change of political
administration in the US, there is also the
prospect of a shift to more protectionist policies.
Although the Trump administration has yet
to action any of its rhetoric in this area some
companies are already noticing a change. “Supply ~ Xia Xubing E18&
chains are becoming more regional and that Datwyler
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is also increasing our volumes of our European units,” says
Kaapo Liede, General Manager, Enics China, one of the world’s
leading Industrial EMS providers. The Chinese government
is also changing what it wants the economy to focus on.
“China has been making efforts to shift its economy away from
heavy manufacturing on which it built its previous economic
success. Now, the country looks towards innovation, high tech
industries, and services as a new driving force,” says Liddle. This
should favour a shift in manufacturing to electronics and high
precision engineering - the latter a sector that is a traditional
Swiss strength.

As such, it is likely that the lure of China manufacturing
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will remain for some time, despite the ever-growing costs of Kaapo Liede

labour, particularly among those firms with an established
China market for their goods. In a time of rapidly changing

and unpredictable geopolitics, the security and reliability of China’s
unequaled breadth and expertise in all areas of the production value

chain is also likely to be appealing. o
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