A Simplistic Model Examining Offshoring
Many companies choose to offshore their manufacturing and other labor such as call
centers. The reason behind this is simple, foreign labor is cheaper, and this will increase the
company’s profit margin.
To explore this, let’s take a look at Apple Inc., and make a few assumptions to see the
potential impact of offshoring. Apple was not chosen for any reason, and this exercise could
equally be applied to any set of financials. Let’s make two simple assumptions: (1) that COGS is
50% labor-based, and (2) that this will be offshored at 20% of the original labor cost (i.e., it takes
5 workers overseas to equal one U.S. salary).
Apple’s Income Statement from their 2013 10K is as follows:

If we assume that their current income statement is totally U.S.-based (which it is not), and
define value to U.S. Society as the COGS+Operating Expenses+Taxes+Net Income, because this
is money paid out to various entities, such as suppliers, employees, utility companies, Uncle
Sam, and the shareholders. The percentage of this value paid to the shareholders is assumed
equal to the net income, because these are funds that can be used to pay dividends, repurchase
stock, or retain – all of which are equity related.
Now let’s apply the two simple offshoring assumptions to see how this changes Apple’s
financials:

©2018 The Model Mill

Notice the impact! Profit margin jumped from 24.03% to 37.35%, and the percentage of value
going to the shareholders increased from 23.91% to 37.17%. Plus 11.88% of the value has
shifted overseas, thus leaving the U.S. economy.
One could argue that this leads to concentration of wealth to the shareholders, and destabilization
of the U.S. workforce, not to mention a loss of U.S. GDP to a foreign country. To a
multinational company seeking profits, and gains for its shareholders, this looks very attractive,
but to the common U.S. workforce, and U.S. economy overall, the benefit of offshoring, if any,
is less clear.
The only way that this is not the case is if the reduction in COGS is passed along to the consumer
via reduced prices, as seen in this model:
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Notice that when the savings in COGS result in reduced prices (i.e., reduced sales for the same
volume sold), value created for the U.S. and foreign country remain the same, but the
percent profit shared with the shareholder remains the same as before the offshoring, with the
value instead being passed along to the customer. This model still results in a lowered GDP for
the U.S., and the U.S. workforce is still destabilized, but goods in the U.S. are cheaper. The
reality of offshoring is probably somewhere between these two models of reduced prices, and
concentration of wealth to the shareholders.
This was obviously a very simplistic analysis, but sometimes this type of analysis is the
best. Complexity could be added looking at foreign taxes, but the offshoring probably reduces
the company’s taxes overall, and reduces U.S. taxes, so is also inline with this simplistic
analysis.
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