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An expert on electronics manufacturing argues that the first EMS providers about to move up the manufacturing

value chain will have a leg up on other competitors seeking to expand their operations. 

Electronic Manufacturing Service (EMS) companies have enjoyed a reasonably rapid growth in revenue in the

last 30 years. However, the marketplace is experiencing significant structural change with the result that EMS

companies are at the crossroads relative to their future strategy, and the future of several major EMS companies

will be determined in the next five years. 

About 30 years ago, the EMS industry was born as large OEMs sought to outsource manufacturing. The
primary economic drivers for this outsourcing were:

OEMs’ desire to move fixed costs to variable costs

The ability of an EMS to aggregate demand across multiple markets to maximize utilization of factories

and enable bulk purchases for components

EMS companies’ ability to specialize in manufacturing in order to increase operational efficiency

These drivers meant EMS companies such as Flextronics, Foxconn, and Jabil Circuit were able to grow very
rapidly. In the process, they have created an ecosystem which can broadly be called “China Inc.” Despite the

growth, EMS companies have managed to capture a very small slice of the value of the products they

manufacture. This reflection of value can be seen by the operating margins of companies like Flextronics (2

percent) or Jabil Circuit (3.73 percent).  Why such small values?

There are two reasons. In general, EMS companies do not control the design and associated bill of materials for

products they produce. To the degree an EMS is allowed to make parts selection, they tend to be in commodity

parts where the OEM is unconcerned about the part selection.

Second, EMS companies tend to manage each customer interaction as single stand-alone transaction. The

consequence of this behavior is that each transaction is “safe” in terms of its relatively small margin, but this

behavior does not allow for any real leverage across the enterprise.

Overall, the only real enterprise leverage point is around capital investments for factories and associated financial

management. For the rest, the operating model is a large number of low margin services with very little leverage

at the enterprise level.

What is the problem?

To date, EMS companies have been satisfied with the status quo because there has been a focus on driving
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growth. Over time, there have also been efforts to increase margins with investments in components or even full

products. However, it is exceedingly difficult for primary services cultures to shift to a product mode, and that

has indeed been the case for EMS companies.

First-mover advantage

However, the end markets in electronics are shifting in a manner which will create very difficult decisions for

EMS companies. The evolution of the end-markets is as follows:

The vast majority of electronic content is driven by three large consumer markets (computing, mobile

phones, tablets). These markets are very cost sensitive and require large capital investments for an EMS.

The rest of the market consists of lower volume but higher margin businesses such as telecomm,

aerospace and defense, medical, and industrial.

The trajectory of the consumer market will be ultimately a shift back to the OEM/ODM model. Why ? Again,

there are two primary reasons. Large consumer brands already have high volume, so the core values provided

by the EMS (aggregation, specialization, and variable cost) are much diminished in this environment. Second,

EMS profitability is a cost that can be optimized away for very cost sensitive OEMs.

The longer term trajectory for consumer electronics will be for unified entities, and indeed the computing market
foretells the trajectory for the other consumer markets. In these markets, the ODMs in Taiwan have driven their

own brands (Asus, for example) and EMS companies such as Flextronics are walking away from the computing
segment out of profitability concerns. A strategy of blindly following the consumer marketplace with a focus just

on operational efficiency is not likely to end well for the companies who adopt that strategy.

In contrast, the non-consumer marketplace has the potential to be a large value generator for EMS companies.

Unlike consumer companies, these enterprises generally have lower volume, so the demand aggregation function
is of real value to these OEMs. In addition, there is need for these companies to handle issues such as parts

obsolescence and extended reliability. In general, these companies have a much greater need for maintainability,
and typically are without the skills required to build that capability internally.   

Thus, the opportunity to move up the value chain for EMS companies exists in solutions for design, supply chain

and perhaps even the equivalent of the “ASIC” model for pc-boards. The first EMS company that moves up this
value chain is likely to gain disproportionate value and very likely create lock-out situation relative to its

competitors.
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