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Executive summary

1. The supply chain disruption caused by COVID-19 has
accelerated a re-evaluation of supply chains, particularly
with respect to resilience

2. The costs of onshoring are likely to limit its
widespread utilisation

3. But we believe that a combination of Brexit and COVID-19
will cause an increase in onshoring activity in certain
industries, such as chemicals, pharmaceuticals and
medical equipment

4. These industries are strategically important and could
also benefit from favourable government support

5. We believe that a trend towards onshoring could provide
further support for industrial property asset prices in
specific locations
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Onshoring in context: Globalisation

In modern history, the first wave of globalisation began
towards the end of the 18th century following the British
Industrial Revolution, with global export value as a percentage
of GDP rising to 14% by 1913.' By 1945, this had fallen to 5%
due to protectionist measures. Despite this, the ending of
World War Il marked the start of a new era. Globalisation
gathered pace in the 1980s, particularly as China became a
more open market economy.? During this time, ‘'offshoring’
heavily increased, with competitive forces driving corporations
to exploit labour cost arbitrage overseas to produce goods
more cheaply, made viable by declining transportation costs.
Global trade surged and by the eve of the global financial crisis
in 2008, global export value as a percentage of GDP hit a peak
of 26%.

However, following the financial crisis, globalisation lost
momentum. Global trade fell significantly during 2009 and, as
a proportion of GDP, has flat-lined in the years since.
Globalisation had been met by headwinds of economic slack in
domestic markets, a rise in protectionist policies, and
increasing political populism.® At present, there is clear
pressure for at least a partial reversal of globalisation.
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The COVID-19 pandemic has highlighted the problems of an overdependence on other economies for the procurement of goods. The
impact on supply chains exposed the fragilities of businesses focused almost solely on cost optimisation. Meanwhile, the risks of
increased border friction from Brexit have alerted some to the benefits of bringing more of their supply chain onshore. As a result,
governments and corporations have started to re-evaluate their supply chains, with greater importance placed on resilience.
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What is driving the return to onshoring?
e Rising input costs overseas have reduced the relative

attractiveness of offshore production. This is largely due to
the economic development of emerging economies, which
has reduced labour cost arbitrage. In 1980 the nominal
average annual wage in China was only 2.6% of the average
wage in the UK. By 2020 this had risen to 20.5%,* with the
wage differential narrowing significantly after the global
financial crisis.

Resilience to overseas supply chain disruption has been
highlighted by the pandemic. COVID-19 led to factory
closures and shipping delays in China which significantly
impacted global production capabilities. Industrial
production in China fell -13.5% year-on-year during January
and February,® with textile exports falling -33%. This was
particularly disruptive for the UK fashion industry, as 22% of
total UK clothing imports are sourced from China.’

Brexit could increase the relative attractiveness of onshoring.
Although a deal has been struck with the EU, changes in
requirements for many importers and exporters have added
to handling costs irrespective of trading arrangements.®
Initial “teething” frictions will dissipate but some new and
permanent hurdles will remain. The graphs below illustrate
the value of the UK's imports in 2019.
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Value of UK imports, 2019, £ millions. By type, broad source, and top five countries
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Improved access to strategically important goods is a
government-level consideration that could lead to partial
onshoring. Geopolitical tensions can lead to unstable

trade relations and to countries exploiting supply chain
vulnerabilities, potentially impacting the provision of critical
goods. Examples could include chemicals, pharmaceuticals,
medical equipment, and IT infrastructure.

In response to pandemic disruption, the UK government
has initiated an inquiry coined ‘Project Defend’. The inquiry
will highlight areas of supply chain weaknesses for critical
goods and could lead to recommendations for supply chain
diversification. Medical supplies and technology are likely

to be critical goods within scope of the project. Notably,
80-90% of the UK supply of generic medicines are imported,
with India alone manufacturing 25% of all medicines used in
the UK™. To some, this suggests an overdependence, with
problems highlighted at the onset of the pandemic when
India curbed the export of certain generic drugs.
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Government initiatives, separate from strategically
important goods, have the potential to create long-term
structural drivers that boost the relative attractiveness of
producing in the UK. As part of a post-Brexit economy,

the UK outlined plans in 2017 for a ‘Modern Industrial
Strategy’. A core part of this plan is to make the UK a more
attractive location for industrial sectors, with the aim to
boost productivity and innovation. The key pillars include an
increase in R&D spending to 2.4% of GDP® (currently 1.7%),
upgrading infrastructure, and delivering low-cost, clean
energy.

Lastly, ESG considerations could also be a meaningful
driver for onshoring, as they are a crucial determinant of the
long-term viability of a business. Onshoring has the potential
to decrease environmental impact by reducing the physical
distance travelled by goods and thus reduce demand for
international freight shipping. It could also positively impact
social and governance factors, as it should result in greater
scrutiny of business practises while increasing transparency
for stakeholders.
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Relocation viability

The costs and benefits of onshoring differ meaningfully across
sectors. However, for most, the benefits are likely to be
outweighed by the costs.

The most significant costs include:

¢ Relocation costs include the initial costs of moving
operations onshore. This could encompass the shipping or
purchase of machinery and the acquisition and re-fitting of
business space. Indirect relocation costs could also include
the challenge of developing new supplier relationships
onshore.

e Input costs: Every input cost to production is likely to be
higher onshore as factor prices are generally greater in a
more developed economy. In addition, overseas locations
typically benefit from industrial clusters which provide
economies of scale and specialisation to further reduce
average costs.

¢ Regulatory adherence: UK regulatory standards are likely to
be stricter, with more stringent business practice standards.

o Lack of skilled workers: In the UK, this could be a significant
barrier to onshoring manufacturing. For example, in China
54% of workers are employed in manufacturing versus only
8% in the UK.

In the absence of significant government intervention, the
above costs are likely to preclude a broad-based structural
shift towards onshoring. Additionally, it is unlikely that every
aspect of production could be brought onshore, for example
raw materials are typically location constrained. Despite this,
there are specific examples of sectors that could move
onshore. A study undertaken in August 2020 by McKinsey
highlighted that some labour-intensive sectors, such as
apparel, and innovation-based sectors such as
pharmaceuticals and communication equipment have
meaningful potential for relocation. This can be driven by
economic factors such as wages, or non-economic factors
such as the strategic importance of an industry.

Value of global activity with Shock Economic . .
T Ao o Non-Economic Drivers
shift feasibility exposure Drivers
Pharmaceuticals manufacture 0.6 1.7 6.0 131
Communication equipment 0.1 0.6 3.9 11.3
Apparel and textiles manufacture 0.6 11 2.0 1.6
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UK case studies

Building materials:

Brexit, rising overseas costs, “just in time" requirements, and environmental
considerations have driven increased geographical diversification of supply
chains within the construction industry. COVID-19 has re-affirmed the
importance of this. There is continued pressure for materials and finished M&E
to be brought onshore. China currently manufactures most M&E components
and represents specific risk.

Despite this, there is yet to be significant evidence of onshoring and in many
cases feasibility can be limited as raw materials are typically location
constrained.

Chemicals and pharmaceuticals:
The supply chain disruption caused by the pandemic has bolstered the
sentiment to onshore chemicals to the North East of England.

Many UK chemicals companies are seeking to mitigate disruption risks by
onshoring to internalise supply chains. The North East is a regional cluster for
Chemicals and Pharmaceuticals, accounting for 50% of the UK’s foundation
chemicals manufacturing supply.’

Pharmaceuticals are likely to be within scope for the UK’s ‘Project Defend’
initiative. This inquiry could recommend a strategy of ‘parallel supply chains’!”
Under this scenario, the UK would predominantly utilise overseas locations to
take advantage of lower costs but also ensure that domestic producers are able
to significantly increase production of critical medicines in times of crisis. This
strategy could require greater onshore capacity, although the impact could be
limited to regional production clusters.

Service sector:

Anecdotal evidence suggests that some offshore service sector jobs could be
viable in the UK, such as call centres. Companies with outsourced customer
services have suffered from falls in customer satisfaction and have lost market
share to competitors with onshore service functions.

e BT recently completed their long-term strategy to relocate all customer support
functions to the UK and Ireland.’ Virgin Media also relocated 500 support jobs
in March.™
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Evaluation

The disruption caused by COVID-19 has exposed the fragilities
of lean supply chains and the problems of an overdependence
on overseas suppliers. The impact is likely to cause supply
chain adjustments, with McKinsey undertaking a survey in
August that indicated 93% of supply chain leaders are planning
to increase resilience due to the disruption.’?

Onshoring is a strategy that could have UK real estate impacts.
While the costs are likely to preclude a broad structural shift,
certain industries are expected to utilise onshoring, benefitting
from relatively low relocation costs and tailwinds such as
government support while mitigating Brexit trade frictions. We
have identified the following sectors to have the greatest
onshoring potential: pharmaceuticals, medical equipment,
technological infrastructure and chemicals. Each of these
sectors are critical to the national security of the UK and
suffered meaningful disruption during the pandemic. In
addition to these sectors, customer service functions could
move onshore, with BT and Virgin Media recently
demonstrating feasibility.

In other industries, a strategy of ‘near-shoring’ is more likely to
be implemented. Pre-COVID-19, near-shoring was driven by
costs. However, improved resilience through geographical
diversification could accelerate this. The apparel industry is
particularly likely to utilise near-shoring, with a focus in Eastern
Europe.

A trend towards onshoring will affect certain UK property
sectors and locations. The sectors most likely to onshore have
a manufacturing and innovation-based focus, which will
concentrate the impact to industrial property and life science
labs.

Sources:
" Our World in Data: https://ourworldindata.org/trade-and-globalization

Industrial and factory space is likely to benefit from the
onshoring potential of chemicals, pharmaceuticals, and
medical equipment. Existing production clusters are expected
to benefit most.

Logistics could benefit if firms decide to re-evaluate lean
supply chain methods. This could involve increasing supply
chain slack by maintaining greater inventory.

Life science lab space and corporate offices could benefit if
there is increased demand for lab space from re-located
pharmaceutical and chemicals companies. Indirectly,
COVID-19 could also influence government strategy to increase
laboratory and research capacity to ensure better
preparedness for future pandemics.

Offices have the potential to benefit from the relocating of
certain customer service functions, however the evidence of
this is currently small scale. There could be some impact on
relatively low-cost markets outside London and other core city
centres.

Overall, we believe that a combination of Brexit and COVID-19
will cause an increase in onshoring activity in certain industries
for reasons of resilience, quality, costs, ESG and government
initiatives. However, the extent of this remains unclear and its
potential is limited by cost. Nevertheless, we believe that a
trend towards onshoring could provide further support for
industrial property asset prices in specific locations, with some
investors likely to cite it as a justification for lower yields.

2 The World Economic Forum: https://www.weforum.org/agenda/2019/01/how-globalization-4-0-fits-into-the-history-of-globalization/
% The Guardian: https://www.theguardian.com/world/2017/jul/14/globalisation-the-rise-and-fall-of-an-idea-that-swept-the-world
° Reuters: https://uk.reuters.com/article/china-economy-activity/china-jan-feb-industrial-output-shrinks-13-5-investment-plunges-24-5-idUSBIN2AR018

® The Observatory of Economic Complexity: https://oec.world/en/trend-explorer
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©The Pharmaceutical Journal: https://www.pharmaceutical-journal.com/news-and-analysis/features/india-and-china-spark-concerns-for-uk-drug-supplies/20206998.

article?firstPass=false

2McKinsey, https://www.mckinsey.com/business-functions/operations/our-insights/risk-resilience-and-rebalancing-in-global-value-chains

ONS

4 BT: https://newsroom.bt.com/bt-completes-100-onshoring-of-customer-service-calls-to-the-uk-and-ireland-to-deliver-personal-and-local-customer-service/
5 Virgin Media, https://www.virginmedia.com/corporate/media-centre/press-releases/virgin-media-creates-more-than-500-customer-contact-centre-jobs-to-keep-the-

country-connected

' North East Times, https://netimesmagazine.co.uk/news/north-east-to-benefit-from-onshoring-in-chemical-and-pharmaceutical-sectors/
7 The Chartered Institute of Procurement and Supply, https://www.cips.org/supply-management/news/2020/july/uk-needs-parallel-supply-chains-for-covid-second-

wave/
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Contactus

For further information about LGIM Real Assets, please visit www.lgim.com/realassets or

email contactrealassets@Igim.com
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Important information

The information contained in this document (the ‘Information’) has been
prepared by LGIM Managers Europe Limited (‘LGIM Europe’), or by its affiliates
(‘Legal & General’, ‘we’ or ‘us’). Such Information is the property and/or
confidential information of Legal & General and may not be disclosed by you
to any other person without the prior written consent of Legal & General.

No party shall have any right of action against Legal & General in relation to
the accuracy or completeness of the Information, or any other written or oral
information made available in connection with this publication. Any
investment advice that we provide to you is based solely on the limited initial
information which you have provided to us. No part of this or any other
document or presentation provided by us shall be deemed to constitute
‘proper advice’ for the purposes of the Investment Intermediaries Act 1995 (as
amended). Any limited initial advice given relating to professional services
will be further discussed and negotiated in order to agree formal investment
guidelines which will form part of written contractual terms between the
parties.

Past performance is no guarantee of future results. The value of an
investment and any income taken from it is not guaranteed and can go down
as well as up; you may not get back the amount you originally invested.

The Information has been produced for use by a professional investor and
their advisors only. It should not be distributed without our permission.

The risks associated with each fund or investment strategy are set out in this
publication, its KIID, the relevant prospectus or investment management
agreement (as applicable) and these should be read and understood before
making any investment decisions. A copy of the relevant documentation can
be obtained from your Client Relationship Manager.

Confidentiality and limitations:

Unless otherwise agreed by Legal & General in writing, the Information in this
document (a) is for information purposes only and we are not soliciting any
action based on it, and (b) is not a recommendation to buy or sell securities or
pursue a particular investment strategy; and (c) is not investment, legal,
regulatory or tax advice. Any trading or investment decisions taken by you
should be based on your own analysis and judgment (and/or that of your
professional advisors) and not in reliance on us or the Information. To the
fullest extent permitted by law, we exclude all representations, warranties,
conditions, undertakings and all other terms of any kind, implied by statute or
common law, with respect to the Information including (without limitation)
any representations as to the quality, suitability, accuracy or completeness of
the Information.

Any projections, estimates or forecasts included in the Information (a) shall
not constitute a guarantee of future events, (b) may not consider or reflect all
possible future events or conditions relevant to you (for example, market
disruption events); and (c) may be based on assumptions or simplifications
that may not be relevant to you.

The Information is provided ‘as is' and 'as available’. To the fullest extent
permitted by law, Legal & General accepts no liability to you or any other
recipient of the Information for any loss, damage or cost arising from, or in
connection with, any use or reliance on the Information. Without limiting the
generality of the foregoing, Legal & General does not accept any liability for
any indirect, special or consequential loss howsoever caused and, on any
theory, or liability, whether in contract or tort (including negligence) or
otherwise, even if Legal & General has been advised of the possibility of such
loss.

Third party data:

Where this document contains third party data ('Third Party Data’), we cannot
guarantee the accuracy, completeness or reliability of such Third-Party Data
and accept no responsibility or liability whatsoever in respect of such
Third-Party Data.

Publication, amendments and updates:

We are under no obligation to update or amend the Information or correct any
errors in the Information following the date it was delivered to you. Legal &
General reserves the right to update this document and/or the Information at
any time and without notice.

Although the Information contained in this document is believed to be correct
as at the time of printing or publication, no assurance can be given to you that
this document is complete or accurate in the light of information that may
become available after its publication. The Information may not take into
account any relevant events, facts or conditions that have occurred after the
publication or printing of this document.

Telephone recording:

As required under applicable laws Legal & General will record all telephone
and electronic communications and conversations with you that result or may
result in the undertaking of transactions in financial instruments on your
behalf. Such records will be kept for a period of five years (or up to seven
years upon request from the Central Bank of Ireland (or such successor from
time to time)) and will be provided to you upon request.

In the United Kingdom and outside the European Economic Area, it is issued
by Legal & General Investment Management Limited, authorised and
regulated by the Financial Conduct Authority, No. 119272. Registered in
England and Wales No. 02091894 with registered office at One Coleman
Street, London, EC2R 5AA.

In the European Economic Area, it is issued by LGIM Managers (Europe)
Limited, authorised by the Central Bank of Ireland as a UCITS management
company (pursuant to European Communities (Undertakings for Collective
Investment in Transferable Securities) Regulations, 2011 (S.1. No. 352 of
2011), as amended) and as an alternative investment fund manager with “top
up” permissions which enable the firm to carry out certain additional MiFID
investment services (pursuant to the European Union (Alternative Investment
Fund Managers) Regulations 2013 (S.I. No. 257 of 2013), as amended).
Registered in Ireland with the Companies Registration Office (No. 609677).
Registered Office: 33/34 Sir John Rogerson’s Quay, Dublin, 2, Ireland.
Regulated by the Central Bank of Ireland (No. C173733).

LGIM Managers (Europe) Limited operates a branch network in the European
Economic Area, which is subject to supervision by the Central Bank of Ireland.
In Italy, the branch office of LGIM Managers (Europe) Limited is subject to
limited supervision by the Commissione Nazionale per le societa e la Borsa
("“CONSOB”) and is registered with Banca d’Italia (no. 23978.0) with registered
office at Via Uberto Visconti di Modrone, 15, 20122 Milan, (Companies’
Register no. MI - 2557936). In Germany, the branch office of LGIM Managers
(Europe) Limited is subject to limited supervision by the German Federal
Financial Supervisory Authority (“BaFin”). In the Netherlands, the branch
office of LGIM Managers (Europe) Limited is subject to limited supervision by
the Dutch Authority for the Financial Markets ("AFM*) and it is included in the
register held by the AFM and registered with the trade register of the Chamber
of Commerce under number 74481231.Details about the full extent of our
relevant authorisations and permissions are available from us upon request.
For further information on our products (including the product prospectuses),
please visit our website.

© 2021 Legal & General Investment Management Limited. All rights reserved.
No part of this publication may be reproduced or transmitted in any form or by
any means, including photocopying and recording, without the written
permission of the publishers.
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