Kathleen Grom

Should Ford Motor Company close US manufacturing plants and move their plants to China?
Ford Motor Company began on June 16, 1903. Henry Ford started the company with $28,000 in cash, with the company’s first sale one month later. Ford’s greatest contribution and most well-known was the assembly line. This new technique allowed the workers to perform repeated tasks while standing in one place as the vehicles moved past them and helped make automobile production efficient and affordable. As the company produced different models of cars, they used the letters of the alphabet to name them and in 1908, the Model T was born. After 19 years, 15-million Model T’s were sold. In 1925, Ford acquired Lincoln Motor Company, which moved them into the luxury car business, and in the 1930’s they created the Mercury division for mid-priced cars. 
During the 1950’s the company went public and by February 24, 1956, there were 350,000 new stockholders. Ford’s perception of economic trends lead them to global expansion into Europe in 1967 and as of today, they own Ford, Lincoln, Mercury, Mazda, Jaguar, Land Rover, Aston Martin, and Volvo.1
Today Ford Motor Company employs 325,000 people in 110 plants worldwide. In 2004, Ford introduced 40 new products and had sales figures of $171.6 billion, producing a net income of $3,487 million, an improvement of $2,992 million from the previous year. 

The economic value of Ford in the United States and globally is quite significant.  From the direct jobs that Ford creates in the form of assemblers, designers, administration, and management to indirect jobs such as dealerships, mechanics, and manufacturers, all contribute to the economy of the United States.  In fact according to the Alliance of Automobile Manufacturers, “In the U.S. economy, one in 10 jobs is associated with the automotive industry…  These include jobs in manufacturing, sales, service and dismantling.”2
Ford Motor Company provides a competitive and comprehensive compensation package to its employees.  United Auto Worker figures for automotive assemblers reveal the following;
Inflation-adjusted wages, UAW assembler

	Year
	Wage

	1992
	21.64

	1993
	21.79

	1994
	21.93

	1995
	21.78

	1996
	21.60

	1997
	21.73

	1998
	22.46

	1999
	22.93

	2000
	23.25

	2001
	23.95

	2002
	24.58

	Source: United Auto Workers. 
Wages in constant 2002 dollars.


 “As of the second quarter of 2003, a UAW-represented assembler earns $25.63 per hour of straight time. A typical UAW-represented skilled-trades worker earns $29.75 per hour of straight time.”3
As for benefits, again we can turn to figures and facts provided by the United Auto Workers and as far as union members are concerned.  “Covered services for active and retired members include hospital, surgical and medical services; prescription drugs; dental care; vision care, and hearing aids.”4 These benefits are provided through a combination of HMOs, PPOs and traditional health plans.
In addition to wages and health benefits, employees at Ford Motor Company are also eligible for life insurance, disability insurance, paid vacations and time off as well as retirement plans such as the Ford Money Market Account, a Savings and Stock Investment Plan, and a variety of other fringe benefits.5   The total of these benefits and wages equates to an effective hourly wage of $36.55 per hour.6
From Ford’s standpoint, a major disadvantage of operating in the United States and one of the reasons to consider moving operations to another country such as China is that they do offer such a comprehensive package of wages and benefits.  In comparison, the effective hourly wage for a Chinese auto industry worker is just $1.96 per hour.6 This reduction in the effective hourly wage would have a significant impact on Ford’s variable costs and would certainly change their financial position.
Environmental regulations are also a significant consideration for a company such as Ford when it comes to manufacturing in the United States versus China.  On the whole, environmental regulations are much stricter in the United States than they are in China.  Now this is in no way meant to suggest that Ford Motor Company is an irresponsible company and wants to pollute the environment, but it is simply a fact that there is a significant cost to trying to retrofit its older U.S. plants to keep up with the increasingly stricter U.S. environmental regulations than it would be to operate in China where the environmental regulations are not nearly as strict.

China is becoming one of the most competitive manufacturing markets ever. One of their greatest assets is the cheap labor, where even in the more sophisticated electronics industry the labor is less than 10% of costs. The low wages are reflected throughout the supply chain, from the office workers to the cargo handlers. China’s enormous domestic market brings in economies of scale. The local rivalry keeps the prices low. The young workers are willing to put in 12-hour days and work weekends.

Even though China’s competitive advantages include the cheap labor, cheap land, and some tax breaks, China gets minimal support from the government. Industries that require very large research and development budgets and capital investments such as cars still have a strong base in the United States. There is no good economic rationale for China to become a major car exporter, especially since the Chinese government cannot offer financial support to the export economy. Some of the issues that China faces in car manufacturing are high production costs, quality issues, and inability to handle the just-in-time delivery needs that you see in the Western world.

China is having some growing pains in their attempt at gaining a place in the world economy. Some factories in Guangdong and Fujian faced serious labor shortages and the quickly growing demand has created some skyrocketing costs for China’s production sector which mostly relies on imported goods such as steel, plastics, and components. 

Some of the other issues China is facing are energy shortages that have forced manufacturers to shut factories down several times and because capitalism is relatively new in China, they have unsophisticated accounting methods and given their low emphasis on profits, their pricing isn’t always based on a full understanding of costs. 

As the Chinese learn from their mistakes, they are aware of their need to grasp innovation as a top objective and are spending more time on worker training and enterprise-management software. As an industrial challenge, working together with the United States and other countries will help everyone benefit from China’s expansion. If it doesn’t overcome some of these obstacles the country will suffer a loss of economic power and influence.7
China is transforming itself from a state-run economy into a vibrant marketplace. Within the grasp of the Chinese Communist Party, there are thousands of millionaires being made. Its economy is growing at a rate of 9 percent per year and will probably become the second largest in the world by the year 2020, right behind the United States. In 2004, Americans spent $162 billion more on Chinese goods than the Chinese spent on our products. China has a fixed exchange rate which makes Chinese products cheaper than they would be with a floating currency as in the United States. The job prosperity in China is driving some of the most powerful companies to move into China. This will cause more displacement of middle-class workers in the United States and Europe. More importantly than the cheap labor provided by assembly workers in China, it’s the English-speaking engineering talent and the pro-business climate that is driving world class manufacturers like General Motors to build products that can be sold to the Chinese. Because of this economic boom, businesses are more interested in selling to the Chinese than shipping products back home. The growth in the professional class has allowed the Chinese to make enough money to afford a house, car, and some luxuries. 

There are issues in moving business into China. The government leaders can decide who can and cannot enter into the country to do business. Even though China has come a long way with their economic reforms, they are still under Communist rule. There are no rules on intellectual property so there is plenty of risks involved with the theft of technology to the point where some companies will not do research in China. On the other hand, when the government says that a road or building project will be completed, because of their authoritarian style, they are never late. Since China joined the WTO nearly 2,300 outdated laws have been repealed so many of the roadblocks are now gone. In fact, foreigners are usually treated better than their own people because of the hopes of luring more businesses to the country. There are still some controls in place because the Communist Party does not want to relinquish its power, such as government censors monitor all Internet and E-mail traffic that is filtered through eight gateways that the government can shut down at will. China is the only country that can effectively monitor its citizen’s E-mail.8
Price competition in the Chinese auto market is extremely fierce.  According to the Chinese government there are upwards of 120 foreign and domestic auto factories throughout the country.  Over 25% of these are producing passenger cars.  It is this over abundance of suppliers and supply, combined with China’s entry into the World Trade Organization, which is causing the prices of automobiles in China to fall drastically.

According to Xu Changming, from the state information center, “"Car prices will continue to be brought down mainly by auto makers in China instead of imported cars, as the latter only accounts for a tiny slice of the overall domestic car market, although the nation will continue to cut tariffs," Xu said. Imported vehicles control some 4% of the domestic auto market. China removed quotas on vehicle imports and cut tariffs to 30% on January 1 from last year's 34.2-37.6%. These tariffs will fall to 25% by the middle of next year.”9 This opinion/prediction is further backed up by Cao Jianhai, an industrial researcher with the Chinese Academy of Social Sciences, who states; “"Car prices in China will tumble by 50% in four years due to mounting competition, domestic producers' expanding economies of scale, [and] lower income levels and labor costs in China than in the developed markets," Cao said. Domestic car prices will ultimately be 40-50% lower than in developed markets, according to Cao. Over-supply in the domestic car market will continue to grow this year as a result of new production capacity built by producers and slowing car sales, he added.”9 This increased supply will result in a lowering of the equilibrium price as shown in the chart and graph below.

	Cars Demanded
	Cars Supplied
	Price per Car
	Cars Supplied (S1)
	Cars Supplied (S2)

	10,000
	100,000
	€ 50,000
	125,000
	150,000

	25,000
	75,000
	€ 45,000
	100,000
	125,000

	50,000
	50,000
	€ 40,000
	75,000
	100,000

	75,000
	25,000
	€ 35,000
	50,000
	75,000

	100,000
	10,000
	€ 25,000
	20,000
	50,000
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As we can see in the graph above, as the supply curve of cars shifts to the right, as indicated by S1 and S2, the equilibrium price, the point where the supply curve and the demand curve meet, occurs at a lower price on the demand curve.
All of this price competition and the reduction of tariffs mean that many of China’s auto manufacturers will most likely go out of business due to decreasing prices and rising costs.  The entry of foreign companies will further exacerbate this situation.  Foreign companies entering the Chinese market bring with them many advantages; greater capacity, advanced technology, more capital and greater research and development just to name a few.  For example, “Big names such as General Motors and Ford invest five to six billion dollars in R&D, but Chinese auto companies generally spend less than two percent of their sales revenue on R&D.”10
In fact, China is seen as such an important market that 51 companies with auto production background in the world top 500 businesses have set up joint ventures in China, making auto competition in China thronged with foreign competitors.10
One option for some of these Chinese manufacturers will be to join forces with larger foreign companies.  In fact this very sentiment is echoed by Miao Wei; "Only through restructuring can we gain enough strength to deal with the challenges," said Miao Wei, general manager of the Dongfeng Motor Corp in central China's Hubei Province.11
      So with all of this competition, what would be the incentive for Ford to move some of its manufacturing facilities to China?  In a word, Cheap Labor.  The goal of any manufacturer is to produce the best product at the lowest cost and Ford is no different. The reality is that at this time a company such as Ford can realize significant reductions in both fixed and variable costs by moving production to China.

Fixed costs such as energy, which is a combination of fixed and variable, facilities and administration, are significantly lower in China.  According to a report by Boston Consulting; “Lower capital investment costs are the second-most-important factor, accounting for an additional 25 percent of the typical cost advantage. The fact is that it costs much less to build and equip a factory in China – and many other countries – than it does in the United States.  Thus a factory that would cost $50 million to build in the United States might cost as little as $15 to $20 million in a low-cost country. This differential both boosts the balance sheet and enables the company to recover its investment faster, fueling more rapid growth.”12
In the chart and graph below we can see how the lowering of Fixed Costs can greatly reduce the Total Costs of an item.

	Fixed Costs
	Variable Costs
	Total Costs

	€ 5.00
	€ 5.00
	€ 10.00

	€ 4.00
	€ 5.00
	€ 9.00

	€ 3.00
	€ 5.00
	€ 8.00

	€ 2.00
	€ 5.00
	€ 7.00

	€ 1.00
	€ 5.00
	€ 6.00
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However the biggest advantage that China offers is in its labor costs.  “China's manufacturing workers are among the world's lowest paid, with an average monthly wage of about $60 in 1997 (ILO 1998). Chinese production workers in U.S. multinational firms were the lowest paid of any production workers employed by U.S. multinational firms in the world, earning less than a dollar an hour in 1994 (U.S. Bureau of Economic Analysis 1994).”13 “Currently, a fully compensated manufacturing worker in China earns the equivalent of $2,087 per year.  This compares to $3,290 for Mexico and between $40,000 to $45,000 for the U.S. equivalent.”14
This next chart and graph shows the effect of reduced variable costs on total costs.
	Fixed Costs
	Variable Costs
	Total Costs

	€ 5.00
	€ 5.00
	€ 10.00

	€ 5.00
	€ 4.00
	€ 9.00

	€ 5.00
	€ 3.00
	€ 8.00

	€ 5.00
	€ 2.00
	€ 7.00

	€ 5.00
	€ 1.00
	€ 6.00
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But not every story is one of success.  Although it is not a manufacturer of autos, we can look at the story of KenSa, an auto parts supplier based in Sterling Heights, Michigan.  KenSa’s owner, Mr. Zaima saw China and its cheap labor as the promised land, but that has not been the reality of the situation.  “In fall 2004, KenSa sold its last American factory and was negotiating to form a joint venture in Wuhu, China. The ambitious businessman boasted that he would soon have 1,000 employees in China who would cost him about the same as 30 workers in Michigan.  A year later, KenSa has yet to produce one wiring harness in China, and Zaima doesn't know when, or even if, the company will.”15
Many experts are now predicting that the flow of outsourcing to China will slow as companies look at the entire picture, including such costs as shipping, quality issues and engineering changes.15
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