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Abstract
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1. INTRODUCTION

In this chapter we will give a brief introduction to onr study as well as present the background and problem
description that lies bebhind the purpose with the thesis. We will then move on to address the purpose and
the scope of this thesis. Finally, we will present the structure of the thesis.

This Master Thesis is part of our Masters in Business Administration (MSc) at Stockholm
School of Economics (SSE) and is based upon a strong personnel interest in strategic and
international questions. We both consider outsourcing to be a fascinating topic and hope
to have gain as much knowledge and expertise within the research field as possible. In
order to illustrate our interest in the topic and how we derived at the purpose of the study

we will initially provide the reader with some background information within the area.

1.1 Empirical background

In today’s business environment, a lot of companies are facing increasing pressure from
many stakeholders and are driven to carry out some activities in-house and to get other
necessary capabilities from suppliers through outsourcing agreements. The debate
whether this is good or not for companies is continuously ongoing and has intensified the
last couple of years due to increased unemployment in the western world. The major
reasons behind this development are a couple of strong underlying driving forces in the

business environment that have caused increased competition.

New competition brings about new business models. Recent technological shifts have
changed the competition in certain industries, creating new challenges and market
dynamics. The major driving forces behind this development are globalization and rapid
development of Information and Communication Technology (ICT) (Howells et al., 2003).
Globalization, rapid growth in emerging markets and diminishing trade obstacles has
opened up for new competition from countries in Fastern Europe and Asia for instance.
The development of ICT has facilitated easy communication and information exchange,
faster transportation, and lower transportation costs that also contribute to a global market
place with intensified international competition. These driving forces have contributed to
decreasing cycle times, increasing technical complexity as well as increased market
uncertainties. Moreover, these factors serve as catalysts for increased competition and

firms to acquire external sources of knowledge (ibid).

Lennart Schon, professor in Economic history at Lund University, stated in an interview in
Affirsvirlden (No. 19, 2004) that the increased educational level in low-cost countries

(LCCs) has also contributed to this development. He is of the opinion that the main



reason for the relocation by large Swedish companies is that they face difficulties to sustain

the level of their value creation once the techniques are out in the open.

As a consequence, the Swedish industry is today facing one of its greatest challenges in
modern times. The pressure to leverage this increased global competition and implement
adequate measures in order to sustain ones competitiveness and reap the benefits from the
effects of globalization is very much present. If Swedish companies fall short in these
accomplishments, there is a great risk that Sweden, in terms of competitiveness, will fall
behind other countries in the near future and consequently have difficulties to attract new
investments. Hence, there is currently pressure on Swedish companies to increase their
efficiency and lower their costs in order to be competitive in the global arena and to avoid
being out-competed which would have negative consequences on both the shareholders of
the companies as well as for whole the society as such IVA: 2, 2005). As a consequence of
the increased requirements in efficiency enhancements and on lower cost structures, many
companies have restructured their businesses that are mainly concerned with labour
intensive production, in terms of outsourcing and/or relocation to low-cost countries
(LCCs). A result of the recent trend of relocation and outsourcing, and thus the close
down of production plants in Sweden, have lead to the loss of approximately 90 000 jobs
between 2001 and 2004 for instance (Affirsvirlden, No. 19, 2004). In the survey done by
Affarsvirlden, the 165 largest factories in Sweden, employing some 180 000 people, were
analyzed with the conclusion that Y4 of the factories were facing serious threats of closure.
These findings pointed toward a cross-industrial problem and that is mainly due to
relocation to LCCs, rationalizations and consolidation of production. Subcontractors to
the automotive-, diary and defence segments were said to be the most affected segment by
this development (ibid).

These types of stories have been reported in the mass media very frequently lately.
Accordingly, union organizations are following the development with conflicting feelings
as the globalization poses a threat to the general employment in the Sweden due to factors
like outsourcing, but at the same time create new opportunities for increased export for

Swedish companies.

1.1.1 Outsourcing - Not a new phenomenon

In contrast to the portfolio diversification strategies that characterized the sixties and the
seventies, where companies seek to grow through risk diversification and thus tried to
diversify them selves in several different markets, the major trend during the nineties was
downsizing and focusing on core competences (Prahalad; Hamel, 1990). Many companies
drew the conclusion that it was impossible to stay competitive in several different areas
and therefore began to focus their resources in order to become “world leader” in one or
two specific areas. One way of doing this was to start to outsource supporting activities in

order to put all the effort into primary and more strategic important activities. As a result,



resources that used to be tied in non-core activities released, thus giving the companies

opportunities to further invest in their primary businesses.

The occurrence of manufacturing companies who are relocating and/or outsourcing in
order to bring down production cost is not, however, a new trend in the society. Rather, it
has always occurred with more or less intensity in different industries. The factor that
makes the current wave of relocating so serious is that it takes place in every industry
sector. Earlier, waves of relocation and outsourcing have more affected certain segments in
Sweden, as for example the shoe-, textile- and shipbuilding industry, with the
consequences that large parts of these manufacturing industries disappeared from Sweden.
But as the outsourcing and relocation affects all industry segments today, the current

development is much more serious for Sweden in general (IVA: 2, 2005).

The main reason that makes the LCCs so competitive concerning labour intensive
production is of course their relatively low labour rates. Production companies in LCCs are
most of the time operating with a strategy including large labour forces on behalf of
production machinery and automation. The positive aspects with such a production
strategy are that this system becomes highly flexible and involves limited investment costs.
Lower efficiency that follows by having high labour force instead of machinery is not a

serious problem, since this can be compensated by an increased labour force at low costs

(ibid).

1.2 Problem description

In September 2004, the Confederation of Swedish Enterprise (Svenskt Naringliv, 2004)
conducted a survey among 1000 randomly selected Swedish citizens concerning their
thoughts about the reasons behind the relocation of Swedish companies overseas as well as
the companies’ corporate responsibility. Notably is that 54% of those asked claimed that
companies that move their production overseas display a lack of responsibility towards the
Swedish society but only 43% is willing to actually pay more for durable goods because it is
made in Sweden. Hence, the companies face a dilemma. If the consumers would show
similar solidarity as they expect from the companies, Swedish companies might be able to
retain their higher prices and cover the higher production costs that are related to

production in Sweden.

However, since the Swedish market is very small and the export is of high importance, the
companies face an even greater challenge than persuading the Swedish consumers; to
convince millions of consumers around the world to accept higher prices because of a
Swedish production strategy. The alternative would be to lower the cost structure in order
to enable lower and more competitive prices. The confederation of Swedish Enterprise
concludes that the consumer is more interested in prices than where the product is actually

manufactured, which as a consequence sets the scene for the global competition. The
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companies must either follow the globalization trend or accept red figures in their annual

reports.

Sweden’s growth and welfare is today directly dependent upon the manufacturing
industry’s competitiveness and success since it counts for more than 50% of the country’s
export. 700 000 people are currently working within the manufacturing sector and about
1.4 million other Swedes are indirectly dependent on this industry, through the service
sector (IVA: 1, 2005).

Since Sweden is a relatively small market, the trade with other countries is crucial for the
economy. Notably is the fact that the manufacturing industry stands for approximately
25% of Sweden’s total GDP (IVA: 2, 2005). Therefore, as large Swedish manufacturing
companies relocate businesses overseas to capture new markets as well as reap the benefits
of lower cost structure in low-cost countries, many domestic suppliers further down the
value chain are highly affected. Hence, when large companies (i.e. OEM-corporations)
relocate their operations offshore, many subcontractors are often facing two drastic
choices; either to move with the customer or close down their businesses. Moreover, it is
starting to become more and more common that subcontractors have to be present on a
global basis if they want to take part in tender offerings at larger, multinational companies
since these companies are looking for a single subcontractor to supply them globally. This
is further contributing to the tough position for the small subcontractors in Sweden (IVA:
2, 2005).

Considering this predicament for many subcontractors within the manufacturing industry
coupled with the fact that outsourcing among OEM-corporations has become a major
trend the recent years and therefore are considered as an essential part of many companies
overall strategy today, we are interested in whether or not explicit outsourcing strategies
exist within Swedish manufacturing Swall and Medinm sized Enterprises (SMEs). Further, we
found it interesting to investigate how such strategies differ with size of the company, i.e.
if the strategies found in multinational companies (MNCs) as well as Original Equipment
Manufacturer (OEM) corporations , highlighted in the theory, can be applicable on SMEs

as well.

We are of the opinion that enhanced understanding concerning how Swedish SMEs in the
manufacturing sector view the competition from LCCs and relocation and downsizing of
the Swedish industry is highly interesting both for us as students and other stakeholders in
the area (the government, consultants etc.). It is especially interesting to investigate how
SMEs are considering the threats and opportunities that are associated with outsourcing
and what actions they intend to take in order to strengthen their competitiveness and

survive in the global market place.



1.3 Purpose

The purpose with this thesis is to examine how manufacturing SMEs consider
outsourcing. Furthermore, we aim to identify the main factors and characteristics of these

types of companies that can explain their rationale in such a decision.

1.4 The scope of the thesis

The time dimension and the actual phenomenon being studied, forces us to make some

specific limitations in this paper.

This master thesis will focus on how SMEs with original production located in Sweden
consider outsourcing. By the European Union’s definition (The European Commission,
2005), an SME is defined as an independent company with fewer than 250 employees and
either an annual turnover not exceeding €50 million or a balance sheet not exceeding €27
million (ibid). The reason why we have made a distinction in terms of size of the company
is that we believed that this factor is to a high extent affecting and determining different

companies’ outsourcing strategies.

We have chosen to only include manufacturing companies due to the fact that these
companies have historically been more affected by the LCCs than service providers.
Products (goods), in contrast to services, are tangible and can be transported, stored and
consumed after the production. This thesis will hence not address the issue of business

process outsourcing, e.g. HR-, I'T- and payroll processes.

Our case study will also only include companies in the Gnosjé region in south of Sweden.
We chose to concentrate on companies in this region not only due to the region’s high
density of manufacturing SMEs, but also due to the unique spirit and tradition of
entrepreneurship that characterizes the region. The region is however rather unique in
Sweden due to its specific characteristics. One can therefore argue whether or not this has

had an impact on the generalizability of the study.

Another limitation in our paper is that we decided to only interview the Managing
Directors of our study objects, i.e. only one source of information was tapped for each

company.

Finally, the theory that has served as a backbone to this research has more or less only
concerned the outsourcing dilemma, leaving other interesting aspects and theories,
concerning for example decision processes, resourced-based and market-based views and

corporate governance out of the main discussion in this thesis.



1.5 Structure

In the figure at the end of this section (Figure 1.5) we have illustrated how we have
structured this thesis. We have already started to set the scene for the topic of this paper as
such, in this introduction chapter (1). In the next chapter (2), we will address the current
theory in this specific problem area, which will logically serve as a base for our theoretical
framework that will be presented in the chapter that follows (3). Armed with a solid
theoretical ground, we will then present our choice of research methodology (4). The
reason why we have chosen to put the methodology chapter after our presentation of
current theories and our theoretical framework is solely because these sections have
influenced how we in the end choose to conduct our research. A case-by-case presentation
of our empirical findings (5) will be the next link in this thesis and based on these empirical
findings, we will then carry out our cross-case analysis (6) which will serve as the starting

point for our synthesis (7).

1. Introduction }~ -—- -‘ 2. Theoty }~ -—- -‘ 3. Theoretical ’

Framework
T

[

‘ 4. Methodology ’

7. Synthesis }; - _‘ 6. Cross-case }; . _‘ 5. Empirical ’

Analysis Findings

Figure 1. The structure of the thesis. The figure shows how we have chosen to present our thesis
(authors” model).

~10 -



2. THEORETICAL FRAMEWORK

In this chapter, the theoretical framework for this study will be presented which will consist of a thorough

exposition of ontsourcing theories.

2.1 The choice of theory

This important choice for a master thesis concerns what kind of theory to use in order to
make the thesis relevant. The choice of outsourcing theory as the theoretical framework in
this theses is mainly due to the fact that the phenomenon we are studying is closely linked
to outsourcing in terms of logic. Thus, current outsourcing theory becomes the natural

choice when determining what theories in the field of operations management to use.

2.2 The theories of outsourcing

In today’s business environment, companies expetrience constant pressure to increase
efficiency. Companies have been, or are being, restructured, downsized and reengineered
in a persistent effort to achieve an outstanding efficiency, effectiveness and increased
productivity (Insinga and Werle, 2000). Many new ideas, trends and phenomenon are
mentioned in the general discourse that can be used in order to facilitate this effort. Terms
like “sourcing”, “make-or-buy”, “outsourcing”, “insourcing”, “strategic sourcing” are a
few examples of these ideas. This is particularly true in the light of current managerial
trends that advocate focusing on core competence and outsourcing other activities in order
to achieve and maintain competitiveness in a supply chain environment (Sislian and Satir,
2000). However, these terms are often used by scholars, consultants and business leaders
with a rather ambiguous distinction between them. In order to clarify the confusion of

ideas we will first define the different terms before we introduce the theory.

2.2.1 Discussion of concept definitions

As the concepts and definitions are rather vague among researchers and practitioners we
have decided to make simple and clear distinctions between the terms in order to facilitate

an understanding for the reader of this paper.
In terms of outsourcing, it seems to be consensus among researchers as well as practitioners

what it actually mean. Bengtsson et al. make the following simple definition and this is the

one we intend to follow and use in this paper (2005, p.11):

-11 -



“Outsourcing exist when a company turn to a supplier to perform an activity that earlier

was performed by the company”.

Hence, we see znsourcing in accordance with other authors (e.g. Berndtzen and Larsson,
2005) as the opposite to outsourcing: wusourcing exist when a company brings in an activity to carry
out that was earlier performed by a supplier. Nonetheless, insourcing will not be covered and

examined in this thesis.

Looking at sourcing and make-or-buy one will find different interpretations, usage and
definitions among various scholars. Welch and Nayak (1992) for instance, argue that
“...sourcing decisions — commonly known as make-or-buy-decisions...” In other words,
they view these two terms as the same and use them as support when deciding which
“source” of capabilities to use in production, i.e. make it yourself — or buy it from someone
else. As opposed to this definition, Sislian and Satir (2000) make the following distinction;
sourcing applies to activities cutrently catried out in-house. Make/buy decisions, on the
other hand applies to those activities associated with a new product to be delivered in the

future.

However, in this thesis we will not make any distinction between activities that are
currently performed in-house and activities that are associated with new products to be
delivered in the future. This is not only for simplicity but also because of the vague link
between the two in terms of what is new and what is not, in an environment with fast
changes in technologies, incremental improvements, short product cycles and so forth.

Accordingly, we will in this thesis use the same meaning for both make-or-buy and sourcing:

Fundamentally, the make-or-buy and sourcing relates to the issue whether to make use of other firms
(third-party) production facilities rather than using current production facilities that can be found in-house

or making new capital investments in manufacturing facilities for producing new products.

In terms of strategic sourcing, we see this as an expression on a higher level that not only look
at the activity as such but also incorporates a strategic dimension into the discussion. Thus,
we view strategic sourcing as the strategic support tool of determining what source to use
for production. In other words, a framework that works as a guide in the make-or buy
decision process. These frameworks are presented by several scholars in order to serve as a
basis from strategically viewpoint on what to buy and what to make/outsoutce ot insource
(see Insinga and Werle, 2000; Quinn and Hilmer, 1994; Sislian and Satir, 2000; Venkatesan,
1992; Welch and Nayak, 1992).

2.2.2 The make-or-buy (sourcing) logic

Strategic manufacturing outsourcing, which the literature points out as strategically
important (Ehie, 2001; Insinga and Werle, 2000; Quinn, 1994; Venkatesan, 1992) refers to

the process of determining which of the numerous manufacturing activities should be
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given to a third-party provider. Venkatesan (1992), for instance, state that a sourcing
decision should be based upon the following simple principles: (1) Focus on those
components that are critical to the product and that the firm is distinctive in producing. (2)
A company should outsource components where suppliers have a distinct comparative
competitive advantage. This could be leveraged from economies of scale, stronger
performance incentives, a better cost structure etc. Finally (3), the author states that the
use of outsourcing as a means of generating employee commitment to improving

manufacturing performance.

Venkatesan (1992) also points out the fact that the make-or-buy decision is not a one time
decision or a one shot deal. Instead, it is of great importance to realize that it is an ongoing
process and that inertial forces in large corporations tend to distort the resource
distribution over time. Unless managers consistently re-examine and challenge current
sourcing decisions within the company, they can find themselves over-investing in
commodity components and/or activities. In other words, not focus their resources on the
critical elements that form the company’s competitive advantage. Also, as Ehie (2001,
p.31) put it, ’to realize the full potential of outsourcing, companies would have to ensure
that there is a strategic fit between the company and the supplier, and that the supplier has

the requisite expertise the company seeks”.

2.2.2.1 Strategic Sonrcing Models

In order to fully understand the make-or-buy-logic several different frameworks has been
developed and proposed for analysing manufacturing outsourcing decisions (Insinga, 2000;
Venkatesan, 1992; Welch and Nayak, 1992). In general, one could conclude that these
frameworks and models are based on the idea that companies should focus their recourses
on those activities that give a sustainable and distinguishing competitive advantage.
Activities that do not provide this distinctive and unique competitive advantage could be
called non-critical. The literature argues that these non-critical activities for the success and
survival of the firms could be outsourced to a third party that has necessary critical
capabilities needed to perform the activity better than the company could have done
themselves (Ehie, 2001; Venkatesan, 1992).

This is also in line with Quinn and Hilmer (1994), who are proposing two different
strategic approaches that could help companies, when successfully combined, to leverage

their skills far beyond other strategies. These strategies are;

e Concentrating the company’s resources on a set of “core competences” where it

can “achieve definable prominence and provide unique value for customers.”

e Strategically outsource other, non-core, activities, i.e. activities for which the firm

neither have a strategic need — nor specific capabilities.
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The wvarious frameworks states that these non-core activities can range between
commodity-like products to products that require more advanced and special capabilities
(Ehie, 2001). Due to the various frameworks and different and blur definitions of what
core competence really is, the models tend to be slightly different, however, with the same
or very similar message or objective. Quinn and Hilmer (1994, p.47) conclude the

following:

“From a strategic outsourcing view point, however, core competences are the activities that
offer long-term competitive advantage and thus must be rigidly controlled and protected.

Peripheral activities are those not critical to the company’s competitive edge’.

The authors continue to argue that there are two different factors that affect this kind of
make-or-buy (outsourcing) decision: (1) First, the potential of achieving competitive advantage
in regards to the specific activity. (2) Second, the degree of strategic vulnerability (business
risk) that could occur from a market failure if the activity was outsourced. Competitive
advantage in this context can be described as the position taken by the company in the
marketplace and its ability to maintain that position relatively to its competitors. In general,
activities or processes within the company that provide little or no competitive advantage
and low or no supplier vulnerability should be outsourced according to Quinn and Hilmer
(ibid). Other authors have in a similar manner presented elaborated and comparable
frameworks for these kinds of decisions. Welch and Nayak (1992) for instance, have
introduced a model where they address the importance of not only focusing on unit cost

and instead look at long-term strategic issues.

Also, as Quinn (2000) highlights, companies should not think of products as core
competencies. Instead, skils should be considered as competencies. Additionally,
executives should think in terms of “specific skills” the company must have in order to
create and develop distinctive value for their customers (Quinn and Hilmer, 1994).
Nevertheless, as several authors’ points out (Alexander and Young, 1996; Insinga and
Werle, 2000; Quinn and Hilmer, 1994; etc.), too often companies look at outsourcing with
a too short term focus. That is, looking at outsourcing as means to reduce costs in the
short-run. Conversely, through a long-term perspective and through the usage of strategic
sourcing, companies can leverage their key capabilities (competencies) distinctively. Also,

they will be able to lower their long-term investments (Quinn and Hilmer, 1994).

Finally, when talking about strategic sourcing, it is notably that recent voices has been
raised regarding what kind of processes to remain in-house and what to outsource.
Gottfredson et al. (2005) discuss how it is no longer a company’s ownership of their
capabilities that are of importance, but rather its ability to control and make the most of
critical capabilities, regardless if they are inherent on the company’s balance sheet or not.
The authors also suggest that the question today is not whether to outsource a capability or
activity but rather Jow to source every single activity in the value chain. This new

perspective, or “discipline”, is according to these authors “capability sourcing”.
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2.3 Rationale behind outsourcing

When examining the theory about outsourcing in general and about outsourcing and
outsourcing in particular, one realizes that although the theory might differ in detail
regarding definitions, language, terms and approaches, the main picture and the ideas are
the same. We have identified the following five key aspects and/or benefits that would
explain the rationale behind an outsourcing decision: Cost reduction, Opportunity to focus on core

competence, Gaining expertise, Increased flexibility and Reducing capital investment requirements.

Cost
reduction
Motives
behind

outsourcing

Reduce capita
investment
requirements

Figure 2. Key rationale behind outsourcing. The figure illustrates the most important motives behind an

outsourcing decision (authors’ model).
g

2.3.1 Cost reduction

Reducing the cost is one of the most significant motives for outsourcing. Many authors
even claim it is the most important factor that tends to dominate when making a make-or-
buy assessment. The cost reduction for the outsourcing company is derived from
leveraging supplier’s enhanced knowledge, better production capabilities and economies of
scale, which allow the supplier to operate and perform to a lower cost. Quinn and Hilmer
(1994) state that to the extent that knowledge about a certain activity is more important
than knowledge about the end product itself, specialized suppliers can often produce the
same activity to the same or even to a higher value with a lower cost than almost any
integrated company. They continue to say that due to higher complexity, more
specialization and new technological advantages, some suppliers can perform many such

activities with higher value added, than fully integrated companies can.
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2.3.2 Opportunity to focus on core competence

As Quinn and Hilmer (ibid) points out, one of the great gains of outsourcing is the
decrease in executive time for managing peripheral activities — free time for the top
management to focus more on the core of its business and thus on the activities that are
important to the company’s success. By only giving attention to processes and activities
that matter for the company’s comparable advantage, time is set free which is important
for the survival and competitiveness of the company. The authors conclude that
outsourcing activities that are not critical to the company’s competitiveness will enable the
management to focusing resources on high-value added activities. As a result, the company

will become more focused and more competitive in the market place.

2.3.3 Expertise

Another main motive behind outsourcing is expertise — or the acquiring knowledge. This
can for example be gaining access to innovation and inventions from suppliers. Also, as
Quinn and Hilmer (ibid) points out, in some particular industry niches, other companies
might have grown to a size and superiority which have enabled them to developed
economies of scale and scope as well as generated knowledge far superior than the

outsourcing company.

Another aspect of this motive is the fact that many companies are looking into
outsourcing in order to leverage other best-in-class suppliers in terms of product quality

and image of its operations (ibid).

2.3.4 Flexibility

There is a constant trade off between operational flexibility and control. The more a
company outsource to a third part, the more time, resources, money and capabilities the
company will release and thereby become more flexible. However, the more a company
outsource the less control it has over its activities. Moreover, the loss of control can often
lead to some serious risks for the company (see 2.4.1). Quinn and Hilmer (ibid) does on
the other hand also state that one of the main purposes with outsourcing is to have the
supplier assume classes of investment risks, such as variations in demand resulting in

enhanced flexibility for the outsourcing company.

Another factor that contribute to increased flexibility is the fact that a company that
outsource an activity will potentially allow themselves to convert fixed costs into variable
costs which will provide enhanced (financial) flexibility in an economic downturn (Ehie,
2001; Welch and Nayak, 1992; Quinn and Hilmer, 1994).
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2.3.5 Reducing capital investment requirements

As Welch and Nayak (1992) and Ehie (2001) mention, reducing capital investment requirements
is one of the main potential advantages that companies are looking for when considering
outsourcing. Also, companies strive to strengthen their competitiveness by achieving a
higher return on assets through less bound capital. They are basically increasing their
ability to adjust quickly to fast changes in the environment through less commitment to in-
house resources, i.e. “do more with less” (Insinga and Werle, 2000). Moreover, investing in
commodity parts that are not a source of competitive advantage could be seen as over
investing and results from incorrect assessments of comparative advantages and
economies of scale. This particular rationale also proved to be one of the key motives
among Swedish manufacturing companies in a study conducted by Bengtsson et al. (2005)

concerning outsourced production.

2.4 Rationale against outsourcing

Despite the existence of many motives and possible benefits from outsourcing strategies,
one should always bare in mind that outsourcing decisions made on an operational level
can easily lead to dependencies that create unforeseen strategic vulnerabilities (Insinga and
Wetle, 2000). Accordingly, several attempts have been made in order to uncover these
pitfalls (Alexander and Young, 1996; Beasley et al., 2004; Insinga and Werle, 2000).

2.4.1 Pitfalls & Strategic risks

An obvious pitfall is to have a too optimistic picture of outsourcing in terms of cost
savings. In these kinds of outsourcing agreements, it is not uncommon that transaction
costs are underestimated and consequently lead to the absence of wanted and estimated
cost savings. Another obvious pitfall is the complexity of handling and monitoring too
many outsourcing agreements and subcontractors. If one ends up with a large number of
subcontractors, which are more costly to manage than in-house operations, and at the
same time experiences deteriorated quality due external production, the company has made

inefficient sourcing decisions.

In the literature there are particularly a few “pitfalls” or “strategic risks” that are
highlighted across various sources (Alexander and Young, 1996; Beasley et al., 2004; Quinn
and Hilmer, 1994). These major concerns are the following: (1) The loss of critical
knowledge and skills within the company and the loss of knowledge generation and
development; (2) loss of cross-functional skills, and (3) loss of control (Quinn and Hilmer,
1994).

e The loss of critical knowledge and skills within the company and the loss of

knowledge generation and development: Even though a company has taught the

suppliet how to build and develop a particular component and/or activity
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according to required quality standards, they might face a situation where the result
are not in line with the service level agreement (SLA). By then, the outsourcing
company might have lost knowledge and skill to re-enter production. Further, this
scenario could imply that the company is not capable of preventing the supplier of
assisting competitions or entering downstream markets on their own, thanks to the

acquired knowledge from the outsourcing company.

Also, by outsourcing an activity to a supplier, the company will loose some of its
strategic flexibility in terms of the ability to introducing new innovations, design
and models when wanted, rather than when the supplier feels like and permit a

change.

The loss of cross-functional skills: The interactions between different people in

different functional activities are often seen as an important part of developing
skills, new insights and critical knowledge. If the company decides to outsource a
certain activity, the company might face problems occurring from the elimination
of this interface and interaction between this activity and other activities and
functions. As a result of having outsourced knowledge at different locations may
make close cross-functional teamwork more difficult and thus the ability to
develop and create cross-functional expertise and innovation across different

activities and functions within the company (ibid).

The loss of control: As mentioned above, there is always a trade off between
flexibility and control. If the supplier’s priorities do not match the buyer’s (the
outsourcing company) severe problems can occur. One possible threat is the fact
that suppliers might attempt to bypass the buyer directly in the marketplace as
soon as they have build up appropriate skills and expertise (ibid). Another risk
associated with the loss of control is related to the possibility of losing skills
involved in the activities the company have outsourced. Hence becoming overly
dependent on the provider and not able to keep and maintain necessary skills and
knowledge in-house. This could also create an internal backlash from employees
who fear outsourcing as well as loose general responsiveness from internal units.
Finally, the company might loose control over timing and quality of outputs
resulting in concerns in terms of the ability to effectively balance both short-term

(cost) and long-term (value-added) goals.

2.4.2 Other associated risks to consider

Beasley et al. (2004) also highlight the importance of analyzing the entire enterprise risk

involved in outsourcing. This is because ineffectively managed outsourcing may increase

the risks substantially. S#ategic & market risks, financial risks, operational risks, legal risks and

reputation risks are only a few of all the risks that the authors views as crucial for the make-

ot-buy decision. When outsourcing for example involves external partner interaction with
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customers or vital business partners, any breach in product delivery or maintenance will
directly have a negative impact on the company’s strategic goals. Moreover, bringing an
external partner into a company’s core business will also inherently increase the risks
involved. Not achieving core operational objectives is also a risk that is constantly present
when using a third part for the production. As delays and back orders will make customers
frustrated, this could threaten the company’s market position. Potential hidden cost as for
example cost involved in vendor due diligence and factory audits, travel costs and cost of
monitoring contract performance might be significant and is very important to assess
beforehand. Finally, human capital risks involving the demoralization of in-house survivors
of outsourcing as well as the threat to the company’s reputation are also substantial risks

that need to be addressed in the make-or-buy decision (ibid).
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3. RESEARCH FRAMEWORK

In the previous chapter, we discussed the theories that will serve as a base for our research as well as
summarized the main rationale for outsourcing. We now continue with the development of a research
Sframework that will guide us through the research. First, we will discuss the current theory and its general
applicability on onr study where we will highlight both strength and weaknesses. The chapter ends with an

lustration of our research model including onr research guestions.

As concluded in the last chapter, we can in the current outsourcing theory identify a
pattern of possible benefits or main rationale behind outsourcing (i.e. cost reduction,
opportunity to focus on core competence, gaining expertise, flexibility and reducing capital investment
requirements). These five rationales behind outsourcing should be seen as a summary of
several different ideas and use of terminology that, however, point in the same direction
and are intended to reap the same or similar benefits. Another common ground across the
theoretical field is the consensus around the fact that in today’s business climate, every
company should identify its core competency in order to asses what kind of capabilities
and activities that are critical to their competitive advantage and their competitiveness. The
theory suggests furthermore that all companies need to pay continuous attention to

outsourcing strategies as well as evaluate non-core activities using the make-or-buy logic.

Having studied the current theory in this particular field we have distinguished some
interesting observations. Notably is the fact that conventional outsourcing theory discuss
the phenomena from a rather “high-level perspective”. With a “high-level perspective”, we
mean that the current theory takes it starting point as well as draw its conclusion based
upon studies made at very large corporations. In fact, the majority of the studies has been
made using Fortune 500 corporations and other MNCs with several thousands employees.
To only mention a few, Quinn and Hilmer (1994) are exemplifying with companies like
Nike, Apple, Sony, Mitsubishi, Matsushita, Yamaha, Motorola, 3M, Intel and Ford for
instance. Venkatesan (1992) are referring to John Deere and Navistar International while
Ehie (2001) used Dupont, Dell Corporation and IBM when discussing outsourcing.
Another example of this fact is Alexander and Young (1996) that are illustrating their
arguments in the field with IBM and BP.

In addition, these large corporations tend to be Original Equipment Manufacturing
(OEM) companies or similar firms that can be found in the late phase of the value chain.
In other words, present conventional outsourcing theory seems to have a tendency to

explain the phenomenon (outsourcing) using a particular empirical environment.

In the light of these interpretations and the possible skewed empirical environment the

literature presents, one can wonder if these theories are applicable in other empirical
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environments and situations. Would the same logic and theoretical rationale be applicable

for smaller (in this context SMEs) companies further down in the value chain?

Looking at the empirical background in the research area, we also identify some findings
that support our hypothesis that OEM-corporations are overrepresented in the general
discourse IVA: 2, 2005; DI, 9 May 2005; Affirsvirlden, 2004).

Through these interpretations we have developed an understanding for the phenomena as
such, but we still believe that there are many things to explore and understand considering
the identified “shortage” in the theory. Accordingly, we will use this theoretical
understanding in order to develop a research model that aims to enhance the
understanding concerning the rationale behind outsourcing for companies that operate as

suppliers further down in the value chain.

3.1 Research model

In order to create guidance for our research we conducted a research model that aimed to
capture our ideas and interpretations of the theories that we have assimilated during our
studies in this field. The research model should also be seen as a natural extension of the
theories and discussion previously presented as well as a summary of our theoretical

framework.

Furthermore, the purpose with the research model presented below is to facilitate an
appropriate tool for narrowing our attention to the most relevant issues concerning
outsourcing rationale in a new empirical environment. SMEs will be examined in order to
explore if present theories alone can explain the motives and behaviours of these
companies and thereby identify possible discrepancies between the general outsourcing
rationale (large OEM-corporations) and the rationale for “smaller” companies (SMEs)

operating further down the value chain.

At the outset above, we displayed the main rationale behind outsourcing (see section 2.3).
Given that the purpose of the thesis is 2o examine how SMEs consider outsourcing in
comparison with our theoretical framework, we have constructed the following research
model that should function as a basis for our analysis and synthesis later on in this thesis to

facilitate for us to answer our research questions.
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Outsourcing Rationale Outsourcing Rationale
OEM SME

Cost reduction
Opportunity to

Reducing capital

Investments

[ Discrepancies? ]

- .

[ How can we explain this? ]

Figure 3. Research model. This figure illustrates our research model (authot’s model)

3.2 Research questions

Research Question 1:

To what extent do traditional outsourcing theories explain the rationale for SMEs in

outsourcing decisions?

Research Question 2:

If discrepancies exist, what other rationale, not mentioned in traditional outsourcing

theories, influence SMEs in outsourcing decisions?

Research Question 3:

How can we explain potential discrepancies in rationale between traditional outsourcing

theories and our empirical findings?
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4. METHODOLOGY

In this chapter we set the scene in this chapter by describing the research approach chosen and discuss why
we think this approach is superior to other possible ways of conducting the research. We will continue by
discussing the research methodology and underline pros and cons of conducting a multiply case study. Next,
we will describe how the work process with selecting suitable companies for the case studies proceeded and
why these particular companies were selected in front of other possible study objects. How data was collected
as well as the data reduction process will then be described and highlighted. Finally, we will address the
validity and reliability of our research..

4.1 Research approach

In order to find the methodology best suited for our research an extensive examination of
relevant literature was conducted. Through this, we found a model developed by
Wiederheim-Paul and Eriksson (2001, p. 220) which highly correlates with the purpose of

our research.

Theory
3 o
S Generalization Hypothesis S
S 3
3 , 3
S Observations Observations
Ny

; Reality <

Figure 4. Wiederheim-Paul’s and Eriksson’s framework “Inductive and deductive approach” (2001,

p. 220).

We concluded that neither an inductive nor a deductive approach would be optimal for
our research. The inductive approach takes its starting point in reality, whereby the
researcher tries to connect his or her findings to existing theories in the given problem
area, in order to either accept or reject them (Alvesson and Skoldberg, 1994). Our main
purpose with this research is not to try to reject given theory concerning outsourcing or to
find evidence that back these theories up. Instead, we are more interested in increasing the
knowledge concerning outsourcing rationale in manufacturing SMEs and try to establish

cause-and-effect patterns that can explain behaviours as well as correlation between real
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life and theory. Deduction, where the researcher tries to find evidence for a given theory in
the reality (ibid), did not seem like an optimal alternative for us either. The purpose of this
thesis is to conduct explorative research in hopes to come up with new generalizations

concerning the given topic, i.e. rationale concerning outsourcing in SMEs.

Our chosen approach can instead be characterized by what Alvesson & Skoldberg (ibid)
refer to as “abduction”, a combination of an inductive and deductive approach which reap
benefits of both. An abductive approach takes its reference-point from the empirical
studies and findings, supported at the same time by theory in order to explain patterns,
gain deeper understanding of the empirical findings and, if possible, lead to new insights
and knowledge about the inquiry (ibid). To more specifically relate this to our research, it
deserves to be noted that our work with this thesis began with an extensive search through
books, articles and business press on the topic of outsourcing in general. We tried to align
the literature on the subject with the current debate in the Swedish society and were
through this process able to identify the minor gap in the current theory described eatlier,
i.e. that present theory on outsourcing mainly concerned larger, OEM-companies. We
managed to distinguish a list of rationale that the current outsourcing theory was stressing
as the most important aspects in the make-or-buy decision process in larger, MNCs. This
is how our purpose of this thesis came to life, i.e. to investigate whether existing theories
could be said to be true for SMEs as well. After having conducted the different interviews
with our study objects, we returned to our theory in order to explain and analyze the
empirical findings and investigate whether or not we could generalize these findings on a
higher level. By using both theory and empirical findings, we conducted our analysis and
finally arrived at the general conclusions concerning SMEs that are presented in the end of
this thesis.

4.2 Research Design

In this section we will discuss and argue for the used methodology and how we designed
our case study. Furthermore, we will describe the company characteristics that guided us in
our sampling and argue for why we selected these specific parameters. Finally, the choice
of study objects and a more thoroughly explanation of how the selection process

progressed will be presented.

4.2.1 Research methodology

Since the purpose with this paper is to enhance the understanding concerning a specific
issue or phenomenon, the study is of an explorative nature, in which we are trying to

enhance our present knowledge about the specific inquiry.

According to Meredith (1998), the case study is an appropriate approach when trying to

understand a phenomenon. This approach is more process or means oriented and assists
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the researcher in the understanding of why certain characteristics or effects occur, or do
not occur. He argues for the benefit of being able to study the phenomena in its natural
setting and thereby observing actual practice, allowing the question of why, rather than just
what and how, to be answered. In other words, the natural emphasis on the case study is on

understanding (ibid).

This is also in accordance with Voss et al. (2002), who argue that case research is one of
the most powerful methods when conducting research in operations management in order
to develop new theory. The fact that this approach is, as a result of the close relationship
between the researcher and the object being studied, unconstrained by the strict limits of
questionnaires and models which characterize more quantitative/rational research methods
is one of its main benefits. Additionally, case studies often lead to new and creative insights
at the same time as they have high validity with practitioners. The aim of this thesis is, as
discussed earlier, to try to close the minor gap in the current theory concerning
outsourcing decisions in SMEs by investigating how key decision makers in these
organizations reason in practice. This should then also ensure wvalidity with other

practitioners in the same situation.

Furthermore, the fact that case research not only enriches theory but also the case
researchers themselves (ibid) further contributed to our choice to conduct case studies.
Personally benefiting and learning from this research is one of the main reasons of our
study. Additionally, Voss et al (2002) also state that most of the research conducted in
operations management is based on rationalist research methods, e.g. statistical survey
analysis and mathematical modelling, and that the explanation of these findings and
construct of theory in the end have to be based on qualitative understanding, which also

argues for our choice of conducting case studies (ibid).

However, according to theory there are also some disadvantages with the case study
method. In essence, we have experienced some difficulties related to the requirements of
the actual situation in terms of cost, time and access hurdles. To conduct eight different
interviews (including a pilot case) at eight different locations and in an unfamiliar
environment has been time consuming. The initial plan was to arrange all the
appointments with the companies during the same week, but due to urgent matters that
needed to be addressed by managers in the sample, resulting in interviews being re-
scheduled to a second interview week. The access problem was also rather evident in our
research process as many potential study objects rejected the invitation to be part of our
research. The need for multiple methods and entities for the data collection in order to get
triangulation has also been time consuming. Information about the companies in the

sample has been collected through interviews, databases and daily business press.

Furthermore, as Meredith points out (1998), it is important to be aware that understanding

is not without bias and cultural infect. To overcome potential problems with our own
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opinions concerning outsourcing influencing our findings, we have conducted and

followed our interview guide as strict as possible.

4.2.2 Designing the case study

According to the definition by Yin (1994), a case study is an empirical investigation that
explores a contemporary phenomenon within its real-life context particularly when the
border between phenomenon and context are not clearly evident or when they are too
complex for other types of research strategies, e.g. surveys or experiments (ibid).
Accordingly, we made the choice to conduct a case study with the main focus on

identifying patterns and possible discrepancies in the result.

Our first obstacle was to decide on the ideal number of cases in order to assure that the
study would lead to new insight within the research field. Different researchers argue for
their specific approach. Voss et al (2002) for instance are of the opinion that the fewer case
studies, the greater opportunity for depth of observation. Also, according to Meredith
(1998, p. 451), “the single case is particularly appropriate for completely new, exploratory
investigations.” But at the same time, single case studies have limitations. First of all, it
limits the generalizability of the conclusions or theory being developed for the particular
case. Other limits include the risk of misjudging a single case and the exaggeration of
available data. Most of these risks can be avoided by using multiple cases where data and
events can be compared across cases in order to augment external validity and guard
against observer bias. But simultaneously, this approach has restrictions such as potentially
reducing the depth of the study due to constrained resources including time, access to the
companies and the given attention to the specific cases (Voss et al., 2002). Nevertheless, in
order to assure the validity and reliability of our research, we decided to carry out a

multiple case study including seven different study objects (excluding the pilot study).

4.2.3 Choice of study objects

The next step of the process was to decide what kind of companies to include in the
research. The current theory and the general discussion in media have, as mentioned in
earlier sections, focused on large, multinational OEM-companies. We therefore decided to
investigate the phenomenon outsourcing out of an SME-perspective. We thought this
would be interesting as well as a great opportunity to highlight the importance of the
SME:s in the marketplace.

Our next step was to make the distinction between activities outsourced since the
differences in rationale concerning outsourcing between manufacturing and service
processes logically differ due to the nature of the activities/processes. The supplier of the
service will in principle be in direct contact with the customer since services are not
tangible and cannot be stored. This implies special requirements on the supplier in areas

such as language skills and customer service that does not apply for suppliers within
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manufacturing. Problems concerning for example logistics and lead times are not
applicable concerning service outsourcing operations. Accordingly, we made the
distinction between outsourcing manufacturing activities and services activities and

decided to only focus on manufacturing activities.

Next, we made the choice to solely focus our research on SMEs in the Gnosj6 region. This
choice is motivated, as mentioned eatrlier, by for example the region’s high density of
manufacturing companies and its old traditions of entrepreneurship and production.
Moreover, companies in the Gnosjo region are demonstrating a commitment and a
competitiveness that has been significant for the Swedish industry. The fact that many of
the companies in this particular region is acting as suppliers to larger multinational OEM-
companies, also played a central role in our choice of the Gnosjo region since their high
exposure and obvious dependability on the OEM-companies, as discussed earlier, make
them vulnerable to the fierce competition from LCCs. Many of the large companies are
more or less forced to consider relocation of their business in order to lower their cost
structure, which affects SMEs to a large extent. In addition, many of these SMEs are
interesting to examine because their production is often simple and commodity-like and
can be replicated elsewhere rather easily. These companies would therefore not occupy
unique capabilities and thus be exposed to the outsourcing and relocation threat by their

customers. Our choice of study objects is further depicted in Figure 8.

Type of activity/process being outsourced

Manufacturing Service processes
Large
Size of
compan
pany ' SME:s in the
Small Gnosjo
‘ region A

Figure 5. Categorization of study objects. The figure shows the distinctions between size of the company
and the type of activity being outsourced or relocated (authors’ model)

The process of finding appropriate SMEs in the Gnosj6 region started with the creation of
a database (see appendix III). We first included manufacturing companies that could be
found registered in the four municipalities’ business organizations that constitute the
Gnosj6 region, in other words the municipalities of Gislaved, Gnosj6, Vaggeryd and
Virnamo. Secondly, we excluded companies that were not involved in metal- or plastic
production. Out of this population, we then listed all the companies with a number of
employees between 35 and 250. The rationale behind this categorization was that we

considered companies with fewer employees then 35 to be less significant for our study
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due to various reasons (e.g. consisting of mostly family members’ etc.). The upper limit
was set by the EU-definition of what constitute a SME. The database then consisted of 51
companies. As a next step, we left out SMEs that were subsidiaries to larger companies
and those that had foreign ownership, as well as companies that did not suit our research
due to other factors. The result was a deduction of 18 companies, hence ending up with
the 33 suitable companies for our case study. Finally, these companies were approached
and asked whether or not they wanted to participate in our study. We received positive
answers from twelve of the companies, but since our schedule did not work with two of
them and since interviews conducted with two other companies did not contribute with
any useful information, these were excluded from our study. Moreover, of the remaining
population, we selected one company as a pilot study to further calibrate our case protocol.

Thus, the final case study concerned seven companies plus one pilot case.

4.5 Data gathering

In this section we will describe the process of gathering data, both primary data as well as
secondary data. As the purpose of this thesis is to fully understand the phenomenon being
studied, we tried to achieve this through perceptual triangulation as described by Yin
(1994). In other words, by collecting data from multiple sources, we strived to support the

evidence to assure that the facts being collected are indeed correct.

4.5.1 Primary data

By definition, primary data is reported from a first hand source (Arbnor and Bjerke, 1994).
Also, according to Befring (1994) there are three main strategies in order to collect primary
data: observations, interviews and research. In this paper, we have first and foremost been
using interviews. Thus, our primary data consists of data gathered from interviews with
non-governmental organizations and interviews with the executive managers at the seven

companies that constitute the case study, which equals in a total number of ten interviews.
p Ys q

4.5.2 Interviews with study objects

The study objects of this master thesis consist of the following companies (for thorough

presentation of the respondents, see Appendix I):

EAB AB Pelly Industri AB
Esbe AB SGV Industrier AB
GnosjoPlast AB (pilot case) Swede-Wheel AB
Hoérle Automatic AB Wulkan AB
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In order to get a holistic view and a good understanding of the topic, an interview guide
was constructed and used in the interviews. By following the guide we believe that we have
achieved a more accurate result. In addition to the interview guide, we used a semi-
structured approach in the interviews, which enabled us to receive elaborated and
clarifying answers. Moreover, some communication has occurred through telephone as

well as by email.

4.5.3 Interviews with non-governmental organization

With the purpose of enhancing our understanding and knowledge about the region and its
entrepreneurial spirit, we chose to interview a couple of persons with excellent insights in

the region and the business environment.

To begin with, we interviewed the General Managers of two confederations of local
enterprises in the Gnosj6 region, Eddie Davidsson and Jan Hultegard. In addition, we also
interviewed Lars Warenmo at ALMI Foretagspartner, due to his familiarity with the local

business environment (for presentation, see Appendix I).

4.5.4 Secondary data
Secondary data is defined as information gathered from a third party (Lundahl & Skirvad,

1999). Secondary data generally consist of academic literature, periodicals, journals etc.
(ibid). We collected information from multiple sources in order to achieve a broad and
accurate view of the problem area in focus. Weiderheim-Paul and Eriksson (2001) mention
three different purposes with secondary data. Accordingly, in order to gain as much
knowledge and insight in the actual phenomena and its related issues as possible, we have
followed their suggestions. In order to get a broad picture of how the issues are discussed
in the literature, we mapped different views in the area as well as collected relevant data.
By extensive searches in different databases (LIBRIS, SSE for instance) a lot of articles and
working papers have been studied and used as a theoretical framework in order to give an
enhanced understanding about the topic of outsourcing. Furthermore, other secondary
data used in this thesis consists of business literature, internet resources and other written
material by different stakeholders. Finally, we have examined internal submitted material

from all companies in the study.

4.5.5 The interview process

Interviews can be conducted in many different ways (Merriam, 1994). However, the most
common procedures are structured, unstructured and semi-structure interview techniques
(ibid). When using a structured interview approach, one uses prepared detailed questions,
with the most extreme case being an oral version of a survey interview. This method is
preferable when the research population consists of a large number of respondents, when

the researcher wants to explore different kinds of hypotheses or when quantification of the
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results is important (ibid). In contrast, an unstructured interview is rather a discussion
about the actual topic and is suitable when the researcher has too limit knowledge about
the topic in order to ask relevant questions (ibid). When using this technique, the
researcher has no prepared questions and the interview is more of an explorative nature.
The researcher tries to learn about the topic in order to be able to ask relevant questions at
the next occasion. The semi-structured interview method is not as formalized as the
structured method and is more suitable when the respondent possesses some knowledge
about the subject and has insight in related problems. This technique entails the researcher
to adjust his questions to the interview situation, to the given answers from the interview

object and to new ideas that are becoming evident during the interview (ibid).

Since we are trying to enhance our own knowledge concerning outsourcing in Swedish
SMEs with real-life experiences, we came to the conclusion that the semi-constructed
approached was most suitable for our research. By using this approach, we enable the
respondents to better voice their own opinions regarding outsourcing since they were
involved in shaping and pushing the interviews forward, at the same time as we kept the
general control by setting the overall direction of the interview with the help of our

interview protocol.

All our interviews were conducted on site, at the different companies’ production facilities
in the Gnosjo region during two weeks in April and May 2005. The interviews lasted
approximately between 1-3 hours and were both recorded and typed down. By using this
strategy we gave ourselves an opportunity to listen to the interviews again, after they
actually took place, and modify the interview protocols by clarifying aspects that was not
that clear during the actual interview process. Not recording the interviews would have

implied the risk of missing or misinterpret important information from the interviews.

Due to the limited size of the study objects, we decided to conduct one interview at each
company. For this, we chose the CEO of the companies since this person should possess
the most knowledge of the company and its strategies. We are of the opinion that the
quality of this thesis would not have benefit to a larger extent by interviewing other
stakeholders at each company. One could argue that it would have been interesting to
interview members of the board or owners to hear their opinion of the specific inquiry
being studied, but since these people are less involved in the day-to-day operations and
management of the companies we chose not to include them in our research. Besides, in
many of these Swedish SMEs, the managing director is also the major owner of the

company.

During the interview process, we followed our interview guide as close as possible.
Moreover, we tried to let the interview objects express their thoughts and opinions on the
specific topic as freely as possible. Both researchers were attending all interviews, where

one had the responsibility to ask the questions and the other one the responsibility to
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document the answers. Being two people at each interview enabled us as researchers to

back-up each other and fill in gaps that the other person had missed.

4.6 Data Reduction and Analysis

In this section, we will show how the collected data has been analyzed and reduced

through this paper, enabling us to finally arrive at our conclusions and generalizations.

THEORY DATA

| Literature on outsourcing logic

Construction of

case-study

Interviews

Data collection

&S &Tm &

Analysis

Data analysis

SO &a &Ga &4

CONCLUSION

Figure 6. Data reduction process. The model shows how the data has been reduced and analyzed
throughout this thesis (based on Richtnér, 2005).

According to Miles & Huberman (1994), the data reduction is the stage before the analysis.
This stage aims to focus, simplify, abstract and convert the data from written field notes or
interview transcriptions. The starting point for this thesis was, as mentioned before,
previous literature concerning the make-or-buy logic in outsourcing and theories related to
outsourcing as well as business press and “white papers”. We also met different companies
specialized in the specific area. Based on these different sources, we identified certain areas
that seemed to be especially important for the rationale behind outsourcing and, as the
next step, we used these areas to design a case study protocol for the guiding of our
planned interviews. In more practical terms, we divided up the guide into the areas of
Competitiveness, Manufacturing, Outsourcing, Rationale concerning the decision process and The region
and other important aspects.

Beside these specific areas, the protocol of course contained other complementary

questions concerning information about the executives that we were interviewing, the
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history of the companies and their current position as well as other relevant information.
The process of creating these separate parts of the case study protocol also served, to
some degree, as a coding of the data that we were to receive from the company and helped

us in the analysis of the findings later conducted.

The next step in the process represented the analysis of the case write-ups being generated
during and after the interviews. In these analyses, central parts of the generated data from
the interviews were highlighted and summarized. The case-write ups included not only
data gathered during the interviews, but also information collected from secondary sources
beforehand, such as financial statements, in order to take the companies’ performance the

last couple of years into account.

After we finished the separate case write-ups for all the different study objects, we
continued by identifying cross-case patterns from our analyses which served as the base of
our synthesis and the “new” ideas developed for outsourcing in SMEs. As mentioned
before, our clear separation between different parts of the case study protocols, and hence
the interview and findings as such, facilitated this process to a wide extent and made it

possible to identify both similarities and discrepancies between the study objects.

As a last step, we validated our findings by contrasting them to the existing theory
concerning outsourcing, leading us to the conclusions and generalizations that we are

presenting in this thesis.

4.7 Validity and Generalizability

The problem with generalizability, also known as external validity, for case studies is well
known among researchers. One typical challenge that most researchers face is the
requirement concerning the generalizability of new and other types of populations
(Meredith, 1998). One obvious argument is whereas findings from a case study have little
generalizability due to the fact that the results are only valid for that particular case
situation. But, according to Meredith (1998, p. 449):

“Case researchers often maintain that the theory developed from their studies is applicable
to other similar (in the sense of having the same population parameters) situations and
even in situations that are not similar but where the theory wonld still apply and predict
different result.”

Also, one has to bear in mind that many researchers over the years has criticized the
qualitative research in general, because its limited contribution and the tendency for
constructing poor validation and questionable generalizability (ibid). Nonetheless, it is
important to note that external validity depends on more factors than just sample size

(ibid). Therefore, there is no obvious reason why a quantitative approach should generate
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more generalizability than a qualitative approach. The reason for this is as Meredith (1998)
also points out that generalization is much more an inductive process, rather than just a
simple statistical projection of sample to the population (ibid). We believe, in accordance
with other researchers (Meredith, 1998; Yin, 1994 for instance), that generalization can be
reached though a depth of understanding of a dual or multiple case study.

In order to increase the validity, Yin (1994) presents three different tactics that can be

used:

1. Use multiple sources of evidence during the data collection.
2. Establish a chain of evidence during the data collection.

3. Have the draft case study report reviewed by key informants.

We have to a high extent followed Yin (1994) suggestion is this thesis in order to guarantee
the validity. As we have discussed earlier, many different sources have been used in the
data collection process in this thesis, e.g. outsourcing theory, articles, business press,
interviews with study objects and other stakeholders etc. Moreover, the data collection
occurred in a specific chain of order; we started on a macro level examining theory,
business press and other types of secondary data in order to set the broader picture and
gain deeper knowledge of the problem area as such. After we identified the small gap in
the theory concerning the “make or buy” logic in SMEs, we moved down on a micro level
and proceeded with the data collection through interviews. As the last step, we then finally
moved up again on the macro level, putting together our empirical findings with the theory
in order to come up with our conclusions and generalizations. We did however not have
the case study reports reviewed by the key informants, since the process of re-listening to
all the interviews and rewrite the interview protocols was very time-consuming and was

first completed several weeks after the interviews took place.

To further increase the validity of our interviews, we conducted a pilot study in order to
test our interview protocol. This pilot study was conducted with the Managing Director of
Gnosj6Plast AB. After the pilot study, we made necessary smaller changes in the protocol
and adjusted some questions and parameters. We did for example change the sequence of
some of the sections and eliminated a few questions that were not working well in the
actual interview situation. By doing this, we strengthened the odds to receive accurate
information and gave ourselves an opportunity to better prepare for the interviews

included in the case study.

Although we are fully aware of the possible limitations in terms of the generalizability of
our finding, we believe the results will highlight some interesting facts and ideas
concerning outsourcing strategies among Swedish manufacturing SMEs in year 2005. In
addition to that, we are of the opinion that our findings concerning the outsourcing

decision in SMEs in Gnosjo can be applied on a higher level for SMEs in a dynamic
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context in general. Today, the theory in this field is to some extent ignoring the impact and

importance of the outsourcing decision for smaller companies.

Given this contribution, we would also like to address the importance and relevance of
conducting further research in the field to further enhance the understanding of the issues
covered in this paper. Nevertheless, Yin (1994) argues that in order to generalize the
results, the theory must be tested and replicated by further studies in the field. He further
states that once such replication has been made, the finding can be accepted for a larger

number of companies.

4.8 Reliability

It is of great importance to address the reliability of a study (ibid). According to Yin
(1994), the reason for controlling the reliability is to minimize the possible errors and
biases that might occur in a study. Yin (ibid) also mentions that the reliability of the results
are determined on the possibility to repeat the study and get the same result, or in other
words the ability to replicate the actual results of the study. In order to control the
reliability in our case study we conducted, as mentioned before, a case study protocol
which we then followed strictly in order to make it possible to repeat the study in the
future. The importance of this approach is supported by Yin (ibid). A pilot study was also
conducted where we tested our interview protocol at one company to assure that we
addressed the correct and appropriate problem areas aligned with the purpose of this

thesis.

There are of course some problems in terms of replication concerning the interviews since
they have been conducted in a semi constructed manner. But the fact that we have been
following an interview guide that focused on hard facts rather than on individual and
subjective opinions, it should guarantee high possibilities to replicate our findings. In other
words, it would therefore be reasonable enough to imagine similar answers and results if
the interviews were to be made again. Also, the points of inquiry have been standardized
to all companies and remained the same to respondent managers with similar positions and
responsibilities. Notably is also the fact that we have under no circumstances tried to

suggest, nor affect any statements in the interviews.
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5. EMPIRICAL PRESENTATION

In this section we well present our empirical findings from our case study. In order to guide the reader
through our findings we will present the material company by company and summaries each presentation
through an “in-case analysis”. A more elaborated introduction of the respondents and the study objects can

be found in the appendix.

5.1 The Gnosjo region

The Gnosj6 region is situated in the south of Sweden and is the home to a vast number of
SMEs involved in manufacturing. The region has traditionally always been focused
towards industry and manufacturing. In the end of the 19" century, the manufacturing of
products out of metal wire, e.g. whips, mousetraps etc, became important and a metal
wire-industry came to life (The industry museum of Gnosjo). This type of industry is still
very common in the region today. In our interviews with different stakeholders, we
developed an understanding of the factors that make the region special (Eddie Davidsson
and Jan Hultegard, see appendix I for presentation). Both respondents highlighted aspects
like the deep and well developed knowledge concerning production and engineering in the
area. They also stated that respect towards and concern about other people and the region
itself, are important for the long-term success of the region. According to these
respondents, collaboration among companies as well as large number of different
networks (social, professional and family related) was also underlined as key characteristics
for the region. The respondents were also of the opinion that even though the number of
university graduates in the region is limited, the general competence in the area is high
because of practical know-how, which is acquired through learning-by-doing. Other
factors like entrepreneurial spirit and willingness to work hard were also highlighted as
significant factors that have formed the region over the years. Other sources are foremost
highlighting factors like the entrepreneurial spirit, the vast number of family businesses
and the high working moral as key characteristics for the Gnosjo region (DI, 5 of August,
2005).

The manufacturing industry is of high importance for the region and is currently
employing 64 % of the inhabitants in the Gnosjo region (DI, 12 of August, 2005). Eddie
Davidsson points out that due to the importance of the manufacturing industry for the
region as well as the current trend of OEM-corporations relocating and outsourcing

production, the outlook for the region is somewhat problematic.
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5.1 Case 1- EAB AB

EAB was founded in 1957 by Sven
Andersson, the father of the current
owners, Per-Ake (P.A.) and Sven-Gunnar
Andersson. The company is involved in the
production of storage equipment, doors
and steel building. EAB mainly delivers
subsystems and  systems to  other
manufacturing companies. The largest part
of the sales (60 %) comes from storage
equipment products, which are also the
the

exports. 40 % of the total production is

only products company currently

exported.

Competitiveness
According to the Managing Director (MD)
of EAB, the

advantages are

company’s competitive

reliable and accurate
delivery to customers and to be able to
produce in a rational, efficient and a fully
automated way. Thanks to their current
geographical location, the company has
short lead times and is able to offer
customers a variety of solutions using a
module-system and keeping standard
components in storage. The company’s
core competence is, according to the

respondent, know-how in production.

The competition the company face is very
fierce in some segments and quite limited
is the

in others. The reason for this

existence of cultural and geographical

General Information - EAB AB

Founded 1957
Owners Per-Ake Andersson|
(50%), Sven-Gunnat,

Andersson (50%)

HQ Smilandsstenar, Sweden
Manufacturing Smilandsstenar, Sweden
Products Storage equipment,|

Doors, Steel buildings

Key Figures (MSEK)

2004/05-2005/04

Number of employees 170
Sales 421.0
EBIT 88.6
Net Farnings 47.1
Key Ratios

Solidity (%) 50.8%
Profit Margin (%) 21.5%
Sales/Employee (MSEK) 2.48
ROE (%) 59.5%

Source: Affiirsdata
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barriers for some of the products since these are only used in Sweden, Scandinavia or

Europe, thus to some degree holding possible LCC competitors back for entering the

market.
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“Construction has very much to do with culture, how you like to have things. In Sweden,
we are putting up buildings with a certain standard on windows, doors etc. which may
very well differ to other countries. We use, for example, doors which are opened ontwards,
while they use doors that our opened inwards in other parts of Europe.”

Steal buildings stands for approximately 25 % of the revenues. In this segment, EAB is
more active on a local market with highly limited numbers of competitors. The company
offers projecting, construction, production and assembling. This enables the company to
partly climb in the value-chain to become a system supplier to their manufacturing
customers. Although a large portion of the activities in this production process are
relatively labour intensive, it is almost impossible to automate this process since the
volume is very low (produce one of each product). Instead, lead time becomes the most

important factor to consider in order to stay competitive according to P.A

“Uf the customer wonld say that he wonld need the product first in a year's time, the
conditions wonld change completely. But today, the decision to construct a building is often
taken very close to the start of the project. Thus, lead times and time to market are crucial.”

Concerning steel doors, which amounts for approximately 15 % of the revenues, the
picture is similar. Here, EAB is facing competition from other parts of Europe as well
since steel doors are more standardized products than steal buildings. These products are
normally customized and not tied to any particular module standard. This production
process is therefore rather labour intensive since it is difficult to automate this process as

well.

The storage equipment segment is highly competitive with competitors from all over
Europe. The reason for this is that the products are standardized world-wide which
increases the competition. According to P.A., there are however limited products exported
from Asia to Europe in this segment, since the products are not optimal to transport due
to the relative low value and the size and shape of the products. P.A.’s strategy of how
EAB will continue to be competitive in this market place is to continue to rationalize by
further replacing labour with robots. The company has recently made huge investments in

the production facility in Smalandsstenar which has raised the capacity with almost 30 %.

“The investment is mainly made for the future demand for our products. We cannot cover
this capacity with today’s customers, but in order to grow and to be successful in the

Sfuture, one has to dare to mafke the necessary investments and take on the risk.”

EAB has long-term invest plans, which they have been able to follow thanks to the high
solidity in the company. Capital has, in other words, not been a serious problem for the

company even though EAB is a family business.
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The major threat for EAB in the future is, according to P.A., not to be able to get hold of
raw material to competitive prices. Today the company is buying steal from all over
Europe, but has due to the rapid growth in China experienced a steep increase in steel
prices lately. Previous to Chinas rapid growth, the raw material was rather stable in price
and the small increases that existed from time to time were transferred to the customers.
This has been harder to carry out lately, since the competition has increased and the
customers have become more sophisticated. If competitors will be able to get hold of raw
material to lower prices, the company will face serious threats of being out-competed.
However, no real threat has been experienced from LCCs yet mainly due to the
inappropriateness of transporting the products long distances as well as the highly
automated production of some of the products. P.A.’s opinion is that companies that are

suffering from LLCCs are involved in too labour intensive production.

Manufacturing

Most of the value-adding work concerning EAB’s products is done in the company’s
production facility in Smalandsstenar, but the company also source services from nearby
providers. According to P.A., this is what makes the region so special - companies are
helping each other. EAB is for example buying wire-netting, which is one of the main

components in the storage equipment products, from a local supplier.

The average labour cost is down to 10 % on the products that are facing the highest
competition, i.e. storage equipment, and the general cost for material is as high as 50 %,
although differing slightly in the other product categories. The skills that are needed in the
manufacturing are acquired through learning-by-doing according the MD.

“When the company gets people to like their work, we are slowly building up more and
more competence in the company as people tends to stay longer. This enables me to
delegate more responsibility to the personnel. If 1 wonld ontsource or be working with
Manpower, with employees constantly going in and out of the company, 1 wonld need to
simplify all the different stages of the operation. We have chosen the other approach.”

EAB mainly functions as a first-or second-tier supplier, but a limited part of the total sales
comes directly from end-consumers as the company tries to take away as many levels in

the distribution network as possible.

Outsourcing

EAB focuses on being competent in production and if they would outsource any part of
this process, they would, according to P.A., lose competence. He views the closeness
between sales and production as an obvious competitive advantage. Since the products are
customized to a high extent and due to the size and the low volumes of some of the

products, outsourcing is not an option for EAB. Also, as P.A points out:

“Lead times are an order-winning factor!”
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Instead of outsourcing, EAB is trying to eliminate as much manual input as possible from
the production process. Until this point, P.A. has never considered outsourcing as a
serious option, but states at the same time “?hat Hungary and Poland conld be of future interest
dne to their favourable geographical location.” China is not of interest to P.A. due to factors

related to cultural differences, laws and regulations, moral and distance.

“If we would establish ourselves in another country, which we probably will do, then why

o so far away!? I mean, it is already a big cultural difference to go to the south of
Poland, Hungary or elsewhere in Eastern Europe. 1f 1 cannot handle those kinds of
differences, how wonld it then be to come to a country without a proper juridical system
where they dislike the “white man”, call him “the white ghost” and so forth, and believes
in another god?

The pressure to outsource has always existed according to P.A. Besides that, since EAB is
a flat organization with very limited administration and highly empowered working groups,
outsourcing of the production would unavoidable mean increased costs for administration

to keep everything in order.

The region and other aspects
It has according to P.A. always been a struggle for survival in this region and this is still
very much present today.

P.A. is not concerned about the future of his company, but he shows great concern about
the outlook for the region. He is of the opinion that the biggest threat today is that
customers to the SMEs in the area are moving their operations to other countries. He links
this issue to the recent years of globalization, but says at the same time that EAB has been
able to benefit from this development due to the fact that more products have been set in
motion, which has raised the global demand for storage equipment. P.A. thinks that the
future of the region is very important, but concludes on the other hand that he is not

involved in charity, which means that there are limits to what he can do.
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5.1.1 Case Summary

Competitiveness

- Experiences no real threat or competition from LCC

- The partly automated production and the geographic location competitive advantages

- Different levels of competition in separate product segments due to cultural barriers and standardization
- Climbs in the value chain by only offering systems

- Concerned with the supply of raw material to competitive prices

Manufacturing
- Emphasizes the importance of having different departments closely together

- Continue to emphasize rationalizations through IT and replacement of labour with robots

Outsourcing
- MD negative towards outsourcing in general

- Emphasizing increased costs for administration and other indirect costs due to outsourcing/outsourcing

- Built up internal competence which would EAB would not be able to receive from outsourcing partner

- Hungary and Poland might be of future interest due to geographical location

- China not interesting at all due to issues related to culture differences, the juridical system, moral and distance

The region and other aspects

- Family business but always high solvency = no real obstacles for future investments
- Many small suppliers facing serious problems as a customers are moving their operations offshore

- Obvious concern for the region but limitations to what you can do, “business is business, not charity”

_ 40 -




5.2 Case 2 - Esbe AB

Esbe AB was founded in 1939 by Johan
August Skogsfors, the grandfather of the
Johan
Skogsfors (J.S.), also the interviewed. J.S.

current  managing  director,
defines Esbe’s core competence as their
special knowledge of producing regulated

hydronic systems for small buildings.

Competitiveness

In terms of competition, there are
according to the respondent a couple of
large companies in Europe “that does
everything for everyone”. In addition there
are also a number of Swedish companies
that is very similar to Esbe when it comes
to competence and size, active in some of

the product segments.

J.S. does not see any direct threats to
Esbe’s business since the dominant design
in this segment (i.e. hydronic heating) will
most likely not change and the company
will hence be able to continue to be
competitive. To further strengthen their
position in the future, Esbe will focus on
their core competence to supply small
buildings with regulated hydronic systems
and by investing in production technique
as well as improve the process flow in the

factory.

J.S. does not consider competition from
LCCs to be a serious threat today, but he

General Information - Esbe AB

Founded 1939
Owners Family Skogsfors (80 %)

Employees (20 %)
HQ Reftele, Sweden
Manufacturing Reftele, Sweden
Products Motorized valves for|

regulating hydronid|
systems in small and large]

Key Figures (MSEK)

2004/01-2004/12

Number of employees 124
Sales 176.2
EBIT 20.1
Net Earnings 10.6
Key Ratios

Solidity (%) 67.8%
Profit Matgin (%) 11.6%
Sales/Employee (MSEK) 1.42
ROE (%) 26.5%

Source: Affarsdata
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admits that the industry has changed lately to focus more on price than quality.

Manufacturing

Today, the company are active within three different product segments and has in sold off

divisions and product categories in order to better focus on their core business. Today, the

company is both supplying products directly to wholesalers as well as to other

manufacturing companies further up in the value chain. Products to OEM customers are
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customized while products to wholesalers are standardized. Finally, the company is only

supplying systems or subsystems and 70 % of the revenue comes from exported products.

The company is currently focusing on three processes in the production, i.e. testing,
assembling and packaging. The MD would not have a problem to outsource parts of the

production processes, but says at the same time rather contradictory that;

“We have no “holy cows” in the production except the assembly and the testing processes,
since these are crucial in order to be able to guarantee the quality. But we have outsonrced
75 % of the forming of the products and the entire injection-moulding for example.”

The company are forming the necessary components before they receive the orders from
the customers. Once the customer has placed the order, the products are assembled and
packaged. This way, the products are being customized rather late in the production

process with limit the need for storage. Iead times are hence crucial for the company.

Concerning the cost of the products, labour cost currently represents 18 % of the total

costs, but the goal is to lower this number to 5 % by rationalizing the production.

“We have a rather labour-intensive working process, a hand is ahways involved! We have
although decreased the number of employees with 10-15 people the last years and this

progress will continue.”

Outsourcing
The MD’s general thoughts concerning outsourcing are that many companies are moving

out their operation only to enjoy short-term gains and lose in the long-term perspective.

“T think that one loses the long-term thinking and the understanding for necessary
developments if one would outsource for cheaper production...you will stop growing and

you will lose the ability to rationalize.”

The MD has not seriously considered the possibilities of outsourcing certain processes. He
also concludes that it might be hard to find the competence in LCCs, since the market for
hydronic systems for heat regulations is geographically limited.

The company has outsourced a couple of processes during the years. For instance, Esbe
used to manufacture the electronics needed for their products, but since it was concluded
not to be their core competence as well as was a very labour intensive process, the
company started to outsource the activity to East Europe. The company has just recently
taken a further step by starting to source this and all other electronic components from
China. The MD further explains that the company has also tried to source other

components from China with very unsatistying results due to quality issues.
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The company has also insourced a production activity. Until the beginning of the 90’s,
Esbe used to source cables but due to logistical reasons, the company decided to bring
back that activity in to the house again. Hence, logistical aspects play a crucial role in the
make-or-buy decision for Esbe. They have recently been analyzing the possibilities of
outsourcing these components to China as well, but have concluded that this would not be
feasible due to deteriorated flow and quality. Instead, the company has decided to

automate this very labour intensive process, by investing in new production equipment.

The MD also admits that sourcing strategies are important and will probably be even more
important in the future. As a consequence, this issue has lately been placed rather high up

on the company’s agenda.

Concerning the rationale with outsourcing, the MD explains that accessibility is the most
important factor. Lead times and flexibility are also highly decisive when it comes to
outsourcing. According to the MD, the total cost concerning outsourcing from LCCs is
often higher even though the actual product unit cost is much lower. This is due to more
administrative costs, freight, long lead times and less accessibility. At the moment, the MD
cannot really see that it would be worth the lower cost since guality is the most important
competitive factor for Esbe, and there are considerable differences in this area between for

example Sweden and China.

The region and other aspects

According to ].S., the SME-cluster in the region and the social responsibility for the
community is what makes the region so special. It has been a constant demand for
different competences which has shaped this region to be production orientated. An
important reason for why the MD has not considered outsourcing to any larger extent is
the fact that it is a request from the owners of the company (MD’s family to 80 %) that the

manufacturing should be left in Reftele or in the nearby surroundings.
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5.2.1 Case Summary

Competitiveness

- Core competence is knowledge in how to supply small buildings with regulated hydronic systems
- Investing in production technique and improving production flow important for the future
- Products to some extent connected with geographical barriers

- Manufacture only systems or subsystems

Manufacturing
- The MD clearly displays preferences for local production

- Labour-intensive production processes
- Labour cost represents 18 % of total costs = goal to lower this to 5 % by rationalizing the production

- Emphasizes automation

Outsourcing
- The MD rather negative, “only able to make short-term gains”

- Most important factors are accessibility, lead times, flexibility and quality

- Lead time is especially important since products are customized after incoming orders

- Currently outsourcing electronic components, majority of work with forming and injection-moulding
- Insourced a process due to logistical reasons

- Assembling, testing and production will never be outsourced due to reason of quality control

- MD can currently not see that it would be worth the lower price since quality is most important

- Sourcing strategies started to become a more prioritized issue on the company’s agenda

The region and other aspects

- Owners of the company explicitly demands that the production should be left in the surroundings
- The SME-cluster and the social responsibility very important
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5.3 Case 3 - Horle Automatic AB

Horle Automatic is a producer of metal
pipe components and functions as a
subcontractor, mainly to the European
automotive The respondent,
Anders (AM.), is the
Managing Director of the company. He

sectofr.

Magnusson

started to buy shares in the company in
1991 and is since 1998 the sole owner of

the company.

Competitiveness
Horle Automatic’s core competences are
technological knowledge concerning metal
pipes the
involved in these products. A.H. explains
that though Horle

components and logistics

even Automatic
produces clear commodities that look very
simple, the working process behind them
calls for sophisticated technical knowledge.
The logistics is also of critical importance
for this type of business. The company has
advantages due to large volumes, which
give them a favourable position whenever
the

competition is extremely fierce in this

they acquire raw material. Since
segment and since material costs are a big
part of total cost, procurement has an
the

performance of the company. Companies

immense impact on financial

that do not have the volumes for an own

sourcing operation find themselves in the

General Information - Hotle Automatic AB

Founded 1986
Owners Anders Magnusson
HQ Hoérle, Sweden
Manufacturing Hoérle, Sweden|
Products Manufacturer of metal
components
Key Figures (MSEK) 2005/01-2005/12
Number of employees 32
Sales 76.7
EBIT 6.4
Net Earnings 3.0
Key Ratios
Solidity (%) 37.3%
Profit Margin (%) 8.4%
Sales/Employee (MSEK) 2.40
ROE (%) 39.2%

Source: Affiirsdata
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hands of wholesalers who immediately adds another 10-20 % in margins on top on the

material. The MD points out that when you compete for projects from large OEM-

corporations on a global basis, you cannot afford to give up those 10-20 %, since you will

only have an own margin of approximately 10 % in the end. Further, A.H. underlines the

flow of raw material as the single most important factor for the company’s operations

since the company each year acquires approximately 2 200 000 kg of raw material.
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Another important aspect concerning the company’s competitiveness is that Horle
Automatic has kept the investment rate in automation high the last couple of years, which

has enabled them to produce in an efficient way today.

“Automation is our only option. Five years ago, we had average sales per employee that
amounted to approximately 1.5 MSEK. Today, that number is up to 2 MSEK and in
order for us to survive, 1 think that there cannot be too many years before we have reach

an average sales per employee that equals 3 MSEK.”

The company is facing fierce competition both locally and globally. The nature of the
products and the logistics make it however cheaper to produce in Europe than in LCCs,
since the products are suboptimal to transport. The product value compared to the weight
of the products is very low and when you are transporting pipes, you will in addition to
that unavoidable transport a lot of air. The quality of the raw material from Europe is also
much higher. Today, the company sources all their material from Europe and mainly from

Italy due to quality reasons

Since many customers have started operations in China in order to lower costs and supply
new emerging markets, Horle Automatic has challenged their operations, and for
comparison reasons, calculated the cost of setting up the same operation they have in
Sweden in China. Up to this point, the figures have been in favour for their current

production strategy. On the other hand, A.M. concludes:

“If you want to deliver to these customers in a 10-20 year perspective, youn will
undonbtedly have to move with them!”

Eatlier, the company faced less competition, but with the development of the LCCs, the
number of competitors has increased notably. This development has caused a shift in
focus in the business - from guality to price. Only looking at price per unit, the company can
currently not match any of their competitors in China for example. But since logistics, lead
time and flexibility plays a central role in this business, as well as the fact that most of the
car manufacturing facilities are still situated in Europe, the company is able to be highly
competitive with their Swedish production. Another important factor in this regard is the
requirement of high quality products that is demanded by the car manufacturers. This also
plays a crucial role why subcontractors are not pushed out of the market by competitors
from LCC. It is therefore crucial for the company to be close to their customers, and A.M.
concludes that one of the biggest threats to Hérle Automatic today is that their customers
are moving offshore, as the case was with Autoliv. And as Horle Automatic’s 10 biggest
customers are owned by large, American corporations, this is especially worrying for the
company. Reducing costs by moving the expensive production in Sweden to LCCs will

surely be a major point on the agenda for these companies, according to A.M.
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A.M.s strategy of how the company will be able to stay competitive in the future is to
stress longer product-cycles and further invest in automation. Moreover, the MD stresses
the importance of focusing on higher volumes on standard commodity products, and
smaller volumes with high margins on complex and customized solutions to customers

who are willing to pay for it.

Manufacturing
A.H. is underlining the importance of risk willingness concerning investment, even before

you have the order stock to cover the new investment.

“Yesterday for example, I received an order for approximately 700 000 SEK annually.
To be able to produce the required products, I had to order the material directly even
though the contract can be annulled until next Thursday when the company
representatives are coming to audit our factory. They want to see that we are able to
produce efficiently. 1 cannot show them an old machine park since there are already a lot
of players in the market who have the proper production equipment in place.”

The items that the company is producing are clear commodities; different types of metal
pipe components. A rather large fraction of the company’s products goes to the
automotive sector, and the company is therefore extremely dependent on this particular
industry. If the automotive sector would leave Sweden, the company’s revenues will
according to A.M. fall from 77 to 25 MSEK (68 %).

The company has fairly high levels of fixed costs and only 10-15 % labour costs on the
products in average. Average cost of direct material represents clearly the biggest part with
approximately 50 % of total costs. The ratio sales/employee (ca. 2.5 MSEK) is also

indicating that Hoérle Automatic is not a very labour intensive company.

Outsourcing
The managing director expresses a clear negative opinion concerning the outsourcing wave

to LCCs currently present in the business environment.

“At the moment, it feels like every one is talking about China or India. Somewbhere
down the road, a realistic picture of outsourcing has to come along! Now it resembles
more a mass psychosis to me! A good friend of mine who is also running a company that
delivers to the automotive sector wanted to participate in the bidding process for a large
order from M.A.IN. But the company refused to let him participate only becanse he did
not produce in China! In the beginning of the 90°s when companies started to experience
problems, East Europe was very popular and viewed as the only solution. So we have
experienced this outsourcing wave before. Today we know exactly how much the total cost
wonld be if we where to move our machinery to Lithuania for example, and I mean, since
our labour cost on the products is down to 10-15 %, it would not have any real affect on
the end price.”
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A.M. also conclude that the company cannot compete on price with for example China.
However, the calculation fails on total costs and flow of raw material according to the
respondent. The respondent also argues that the hidden costs with outsourcing are often
significant. Hoérle Automatic would probably experience problems with rust and
contamination if the raw material and the products would need to be shipped by boat for
example. Other considerable increases in costs can be linked to the additional
administration needed in order to remain in control of the operations. These are the
reasons why A.M. is convinced that the production will remain in Horle for at least
another five years. In his opinion, it is absolutely possible to have the production in high-
cost areas like Europe or US if you do not have too much manual input in the production
processes and if you are able to react and are willing to act fast enough upon the changes
in the market place. A possible expansion to China is however included in the company’s
long-term visions, but only if the company’s customers are setting up their operations

there as well. He does, however, highlight the complexity of such a strategic move;

“I¢ is not like going to Poland to start up a subsidiary there. It is a 10 hour flight down
to China and 7 hours time difference between Sweden and Shanghai. Youn bave a
mentality that is completely different to what we are used to. One also has to be aware of
that coming to China to compete on prices with the local companies is completely
impossible. A Chinese buys from another Chinese. We do not understand them or how
they to do business.”

The company is currently sourcing a couple of labour intensive assembly activities that are
either to complex or where volume is too limited for a fully automated production process.
If the company would chose to offshore any of their current processes in the future, they
would initially use an external partner but would then set up their own production at the
location, hence a captive strategy. In such a make-or-buy decision process, the most
important factor for A.M. would be the overall cost reduction followed the flexibility and
dependability towards the customers. A.M. also mentions that he has been thinking of the
possibility to avoid big capital outlays through outsourcing, but says at the same time that
in the long-run, it has turn out to be more profitable to invest heavily in automation to
keep the closeness to the customers. Finally, the respondent concludes that it is today
absolutely crucial to have explicit sourcing strategies if you want to survive in the

competitive landscape.

The region and other aspects

The Gnosj6 spirit which everybody is talking about does exist to a certain limit, but it is
also the biggest myth around, according to A.M. Instead of highlighting the cooperation
among companies in the region, A.M. points to the fact that many companies in the region
are similar and are offering the same products. The competition has therefore always have
been extremely fierce and this has been the main driver for efficient and profitable

companies.
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5.3.1 Case Summary

Competiveness

- Core competences are technical knowledge of production, knowledge of logistic and sourcing

- Subcontractor on a highly competitive market - large volumes give the company a favourable position
- 70 % of the company’s revenues come from the European automotive sector.

- Flow of material is of significant importance for the company

- Low product value, design of products/raw matetials & location of the automotive industry beneficial

- Customers that are moving offshore represent the most serious threat for the company

Manufacturing

- Manufacture commodities
- High levels of fixed costs and only 10-15 % in average labour costs

- Crucial to emphasize automation and focus on keeping the investment rate up

Outsourcing

- Thinks that the outsourcing wave to LCCs resembles a mass psychosis

- Currently sources a couple of labour intensive assembly activities

- Lead times, flexibility, hidden costs and logistics plays a crucial role

- Underlining the complexity of a strategic move to outsource to LCC due to cultural issues

- Underlining the importance of explicit sourcing strategies

- Most important factors in make-or-buy decisions ate overall costs, lead times, flexibility and dependability

- Assessed possibilities of setting up own operations in China if most of the company’s customer were to move

The region and other aspects

- Fierce competition behind the success of the companies in the region
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5.4 Case 4 - Pelly Industri AB

The company consists of three business General Information - Pelly Industri AB
units, wire products for kitchen, Founded 1938
. Owners Management (5 people)
bathrooms and wardrobes, freestanding Q Hillerstorp, Sweden
storage (Pelly Systems) and sliding door [Manufacturing Hillerstorp, Sweden;
systems (Alliax and Mirror). When S.J. Hornsyld, Denmark;
took ; direct h Gdansk, Poland; China
Q0K over as  manag ~ng ree C_)r’ € [Products Wire products for kitchens,)
company was only involved in the bathrooms and wardrobes|
production of wire products, but since freestanding storage and|

the company predicted the intensified sliding doors systems

competition from LCC, they choose to [Key Figures (MSEK) 2005,/01-2005/12
divest and acquired Mirror in 2001, Pelly |Number of employees 90
. S Sales 137.1
rstem in 2001 Alliax in 2003. Th

Sys e.n‘l‘n 001 and . ax in 200 ese [Cor 56
acquisitions fit well into the company’s [Net Earnings 3.4

business concept which is storage |Key Ratios
solution for homes. Pelly Industri is [SOldity (%) 31.9%
L. Profit Margin (%) 2.3%
delivering both to end consumers and to [ j.q /Employee (MSEK) 152
OEMs. The respondent, Stefan Jarbratt |ROE (%) 12.2%

(S.J.), has been the managing director of
Pelly Industri since 2000. Through an
MBO in May 2005, he is today one of Historical Sales & EBIT

five owners in the company.

Sonrce: Affirsdata

160

- 140 -

Competitiveness /\_/
120

The company’s core competences are

knowledge in production, product 1001

development, innovation and sourcing. M 801
The MD argues that the competitive S 60
landscape has definitely changed since 40 4
East Europe and China have made their 20 |
way into the market and today, the ol - - -
competition is rather fierce in this o 2002 2003 2004 2005
industry. In order to stay competitive, S.]. Vear
stresses the importance of preserving the
|[——Sales EBIT |

company’s  technical competence in

production. One competitive advantage
for the company against international competitors is their extensive relationship with the

customers and their knowledge concerning Nordic customer requirements.

One critical issue for Pelly is the fact that IKEA accounts for 25 % of the company’s total

sales. And since IKEA is constantly trying to reduce costs, this dependency is not an
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optimal situation for the company. They have, however, through the acquisitions made

been able to reduce this figure from 55 % of total sales.

S.J. also addresses the issue of different prices of raw material in Europe and China.
According to the MD the company experience differences to up to 60 % between
European and Chinese raw material. Given that direct material amounts for a large portion
of the total product cost, this has resulted in a major disadvantage in the competition
against Chinese players. The managing director links this to the existence of cartels in

Europe.

Manufacturing

The company’s local production has the last five years been extremely rationalized and is
today highly automated. The average direct labour cost on the company’s products is
down to 12 %. This has enabled the company to reduce number of employees from 160 to
90 people over the last 5 years. Since all the machinery has to be customized for each
product, the company unavoidable gets less flexible with every new investment in
production equipment. In order for such an investment to pay off, the company needs to

be certain that they will sell large volumes of these specific products.

Pelly Industri has split up their manufacturing between Sweden, Poland and China based
on the characteristics of the production process for each product. In Sweden, the company
manufactures all products with high volumes where investments in rationalizations of the
production process can be realized. In Poland and China, the company keeps production
process where volumes are lower, i.e. processes that are inefficient to automate. Another
reason for this is the cost for tools needed in the production that varies a lot. In China, this

cost is only 20 % of the cost in Poland for some of the production.

The nature of the products is influencing the overall competition, particular from LCCs.
According to S.J., sliding doors is for example less sensitive towards competition from
LCCs since these products are not standardized. Each door needs to be customized for its
specific application, which means that the company can only produce on order. Since for
example Chinese companies have lead times up to 6 weeks, they are unable to compete
with Pelly. In this segment, Pelly Industri emphasizes customer service to such a high
degree, that they have not chosen to merge the subsidiary Alliax’s two factories in
Denmark. Instead, one of them is today serving Swedish customers, while the other is
focusing on Danish customers. The other product segments which the company is
involved in consist of products more similar to commodities and can hence be mass

produced to stock, which opens the door for production from LCCs.

Outsourcing
Pelly Industri has today both explicit sourcing and outsourcing strategies. This
development started when S.J. was appointed managing director. Before that, the company

did not source or offshore any of their products or processes. China, Poland and other
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East European countries are the most interesting locations when it comes to sourcing in
general and outsourcing in particular for the company. Since 2001, the company is
outsourcing parts of the labour intensive production (e.g. lots of welding and bending) that
they due to low volumes are unable to automate, to a factory in Gdansk in Poland. The
company does not, however, own any of the facilities in Poland or China due to flexibility
issues. However, part of the production in Poland was recently moved to China to further
reduce production costs. It can although often be challenging to find suitable vendors

since they are demanding high volumes in order to accept the projects.

The company has also insourced production that used to be situated in Poland. When
Pelly acquired the door division (Mirror), they were manufacturing doors in Poland, but
after the company concluded that the labour cost involved were limited in comparison
with cost of material and the support needed for the retailer, the company chose to move
back that process to Hillerstorp. Instead of competing on prices, the company emphasize
system solutions in this segment, which includes among other things short lead times,

delivery reliability and render the company a possibility to climb in the value-chain.

The most important rationale for the company’s sourcing- and outsourcing strategies, is to
bring down the production costs. S.J. believes that the company will not invest in
production facilities and equipment for new products in Sweden in the future. Instead,
they will enhance their sourcing strategies and focus on finding long-term partners for
outsourcing in China with suitable size in order for Pelly Industri to become an important
customer for the partner. Moreover, for some products that they are selling, they source
components from China and then manufacture the products in-house in Hillerstorp. The
reason for that is often that, even though the prices offered from Chinese vendors are at
least 25 % lower than Pelly Industri’s cost of production, the total cost including transport
and capital costs will be higher. The MD also stresses the fact that when dealing with
China, the company binds up a lot of capital for long periods of time which is very costly
and leads to deteriorated flexibility;

“Most of the time, the Chinese vendor demands 30 % in advance to take on the order.
During the boat transport, which takes 6-7 weeks, your capital is completely tied up. On
top of that, you will have to buy much larger volumes for it to be profitable, especially if
you have different variants of the products since you then will be forced to build up
security stock levels of each variant. As a consequence, you will tie up enormous amount

of capital at the same time as you become less flexible.

Pelly Industri’s strategy is to work with China to produce products with high volumes that
only exists in a few variants, and that are well suited for transport (i.e. well designed for
transport) and where the product value is rather high. As the cost of a container is fixed,
the more value you can fit in to one container will automatically decrease the

transportation cost’s part of total costs.

_50



Today, we are a project group. We are sitting down and analysing each product starting
by deciding what the target price should be in order for it to sell on the market. We are
then using onr organisation in Sweden, Poland and China to reach this target.
Sometimes we produce the whole product in Sweden, sometimes in China, but very often

we produce different components, subsystems and systems in different countries.”

The logistics involved in these products are very important. The company supplies for
example IKEA with 2 of the 5 million pieces that IKEA sells per year of a particular steal
trey. The rest, IKEA buys from Chinese competitors. This particular product has a very
low value per kilo and is suboptimal to transport. Thus, due to logistical reasons, Pelly
Industri produces this steal trey in Hillerstorp and supplies the central and northern
Europe, while the Chinese competitors supply the Asian, American and South European
markets. On another product, the company is producing the metal net to a basket in
Poland, but bends the products first when they reach Hillerstorp using an automated
process. By this, the company greatly reduces the logistics cost. Pelly Industri has also
patents on innovative solutions that the company has developed the last couple of years
solely to rationalize the transport of the products. These solutions enable the company to
put up to 4 times as many products on one pallet as their competitors and hence reduce

transportation costs.

The company is overall very satisfied with the results from their sourcing and outsourcing
activities but it is a challenge to work with China. Problems with rust during transportation
on sea and the distance are highlighted by S.J.

“To work with China is very difficnlt! Everybody is saying that each one can buy from
China, but it is much more to it than that! Only to travel there costs a lot of money and
energy. I can travel to Poland just over the day. If something goes wrong with a shipment
Sfrom China, you are in deep trouble since the next shipment is six weeks away. Another
problem is that we cannot mafke the surface treatment in China, since the products often
need to be bended in Sweden. Rust during the six week long transport is therefore a
serions issue. So as you can understand, there are a lot of risks that you have to consider

when you outsource to China.”

In the outsourcing decision process, the most important factor for the company is whether
or not the external supplier will be able to manufacture the products to a satisfying quality.

Other important factors are the risks involved and the accessibility aspect.

“As the first step, we asked onrselves if it is even feasible at all to produce the particular
product in China in regards to quality. If the answer to that question is yes, we
considering the issue of back-up production and the risks if something happens with the
shipment from China. The accessibility is very important and as a consequence, we often

start with the production in Poland and then move it to China once we are sure that
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everything works. By keeping the tools in Poland for back-up production, we clearly
reduce the risks involyed.”

The MD repeatedly stresses these risks with outsourcing and that they must be taken in to

account when doing the calculations.

The region and other aspects

When S.J. was appointed the MD in 2000, he replaced the entire management. The former
management team followed old traditions very strictly and, for example, only acquired raw
material from local suppliers and ignored potential suppliers from other parts of Sweden.
Secondly, they only considered local production. S.J. is therefore of the opinion that many
companies in the region would benefit from having external management in order to see
new possibilities and be successful in a more global environment since old traditions of
keeping production in the region as well as the reluctance to think globally is so strong.
Nevertheless, he also stressed the fact that many entrepreneurs in the region are extremely
competent, far-sighted and innovative in terms of finding new businesses and challenge
old paradigms. The companies have to start focusing on their core competence in a wider
context, according to S.J. Thus, he thinks that the question of whether companies in the

region will survive or not is purely in the hands of the management.

“When we started to relocate and ontsource parts of onr production to Poland in 2001, a
lot of people explicitly showed their scepticism. But that has changed rapidly. Managers
that are a bit more far-sighted have really started to address this issue. But then you have
the companies who will not be able to matke the necessary changes since the management
are too stuck in the old way of thinking. These companies will surely be out-
competed. . .you have to start thinking in projects. For us, the production is not that
important any more, the important thing is instead to focus on developing concepts for the
customers, i.e. how the products should be packaged, priced, which functions they should
have and which services should be included. The production is a secondary question. First
in the next step, we consider our three different production options, Sweden, China and a

nearby low-cost conntry (Poland).”

The ownership has also a clear impact on the companies in the region according to S.J. He
argues that it of course is tougher and more risky when your own capital is at stake. But he
does not think that it is the main challenge for family owned companies in the region. The
negative aspects for these companies are in S.J. opinion that they will often end up in
decision making dilemmas. They have always been a part of the region and the social

responsibility that is resting on their shoulders is therefore a heavy burden.

“To outsource a process that will put 20 people out of work will affect your soul. I mean,
your father never had to do that and today, you might not have another option. Imagine
yourself to live here. Your children run down to the kiosk to buy a magazine and meet

their friend, whose father bas just been discharged becanse you decided to outsonrce half of
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the factory to a low-cost country. That is not very pleasant and I fully understand the
emotions that are involved in such situation. The Gnosjo spirit is in fact the underlying
pressure that has always been present here and it implies that one buy and cooperates
solely with other local companies...one must start looking beyond the 50-signs. Of
course, ontsource production to China or Poland is not that simple but if you have an

external investor or owner behind you, the decision will be much easier!”

S.J. also calls the region “the old China”, since it used to be the area where companies had

access to low labour costs.

After the VVietnam War, a wave of immigration to Sweden began from | ietnam and a
lot of these people ended up in the Gnosjo region. This enabled companies to be more
competitive, since the immigrants accepted lower wages. Today, the region is facing this
problem themselves with the production from China.”

5.4.1 Case Summary

Competitiveness

- Core competences are in production, product development, innovation and sourcing
- Fierce competition in standardized segments, less in customized segments
- Lead-time is an order winning factor

- Differences in raw material prices competitive disadvantage against LCC competitors

Manufacturing
- Highly automated production in Sweden. Products that are inefficient to automate are made in Poland & China

- The average labour cost for the company is down to 12 %
- All machines have to be customized for each product
- Products with high volumes in Sweden

- Will do very limited investments in new production equipment in Sweden in the future

Outsourcing
- Offshoted to Poland and China = does not own the factories in Poland or China due to flexibility.

- Consider each product to be an own “project” and make explicit offshore- and production strategies for each
- Develops own tools for many of the outsourced products that are placed in the vendor’s factory

- Most important rationale are quality and total costs (production, logistics), capital expenditure and accessibility
- Will increase the sourcing and focus on finding long-term partners for outsourcing in China in the future

- Challenging to work with China for the company

The region and other aspects

- Emphasizes importance of external leadership for some companies in the region due to old traditions
- Highlights the emotions involved in outsourcing and the situations for local family businesses

- Main challenge family businesses in the region = decision making dilemmas due to social responsibilities
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5.5 Case 5 - SGV Industrier AB

The company was founded as
Metallfabriken Stacke AB in 1938, but
went bankruptcy in 2003. Albin Invest
AB the
beginning of 2004 and renamed it to
SGV Industrier AB. The company’s
high

accessibility of quality warm-pressed,

acquired company in the

business concept is to offer
casted and processed metal components
to the Swedish industry segment. The
company is active mainly as a 2- and 3-
tier supplier to the Swedish automotive
sector and 70-75 % of total sales come

from Scania, Volvo, Haldex and SAAB.

Competitiveness
The company is active on a highly
competitive market supplying mainly to
OEM SGV

delivers to smaller customer but since

larger companies. also
set-up times in production vary from
four hours to four days, it is very hard to

be profitable on such customers.

The

know-how about forging. This is also

company’s core competence is
SGV’s main competitive advantage as
there are plenty of turners in the near
surrounding but limited number of
The

company possess unique equipment for

competent forging companies.

this kind of work processes and has
the MD

competitors in Sweden is this area.

according  to only two

General Information - SGV Industrier AB

Founded 1938* (former]
Metallfabriken Stacke AB,
bankrupcy 2003)
Owners Albin Invest AB
HQ Gnosjo, Sweden
Manufacturing Gnosjo, Sweden, Skultuna,|
Sweden|
Products Metal components for the
industry)|
Key Figures (MSEK) 2004/03-2004 /12
Number of employees 95
Sales 74.6
EBIT 64.9
Net Earnings 2.8
Key Ratios
Solidity (%) 11.3%
Profit Margin (%) 8.7%
Sales/Employee (MSEK) 0.94
ROE (%) 162.7%

Source: Affirsdata
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Internationally however, the company experiences fierce competition from Germany and
Italy, but almost no competition from the East. The MD concludes however that the

company’s customer have started to look for suppliers in China.

The MD explains that the management is in the middle of a restructuring process and is

today, (compared to when Albin Invest acquired the company), producing the same
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number of components with 20 % less personnel. It is approximately 15 years since the
last time the company was profitable, but the MD believes they make progress in the right
direction. The last couple of years, the company’s competitiveness have decreased due to

the fact that the company has failed to make the necessary investments in machinery.

As a subcontractor to multinational corporations, the company is under constant pressure

to reduce costs and to rationalize.

“T think that it is sometimes overkill. They can suddenly contact us to tell us that we will
have to reduce onr costs with 20 % until next year and they even offer to send out their own
people to help us realize such cost savings. Open books are standard requirements in this

business.”

SGV is also suffering from customers who move their operations offshore. The company
has for example recently lost ASSA as a customer to whom they were delivering handles.
ASSA is today producing these handles in Rumania. According to the MD, labour-
intensive work processes have started to be relocated to low-cost countries the last year or
two.

“It will be very tough to compete against the competition from low-cost countries in the future!
We have to be good in antomation. If we can keep the machines running it will be very hard
Sor such players to out compete us on large volume products. The capital cost is the same

down there at the same time as we enjoy lower cost for transports.”

The MD continues by concluding that the nature of the products plays an important role
in this context. The products are fairly simple and have a low value, which make them

suboptimal to transport.

Manufacturing

For some of the company’s products, the production process is fairly simple, while it is a
lot more complex for other products due to increased number of different processes. In
general the company only make to order, except for very small volumes of products that

customers are demanding SGV to make to stock.

In order to survive in the future, the MD emphasizes the importance of automation and to
invest in machinery. Unfortunately, the owners have not the capital required for a
complete “face-lifting” of the current production facility. The MD estimate that 20-25
MSEK in investment would be needed to rationalize the production fully.

The average labour cost amounts today to 35 %, and the material costs to 35-40 % of the

total product cost. The casting process is very labour intensive since it involves lot of after-

treatment. Due to the characteristics of this activity, it is also very hard to automate and
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therefore, the MD concludes that SGV might outsource or offshore this activity in the
future. Packaging of products is also done manually. The MD says that he has been
thinking of merging the company’s two production facilities into one in order to focus

investments and enhance the benefits from economies of scale.

Outsourcing

The company’s main focus is on forging and tooling activities. Turning processes, which
are not a core activity, might be more efficient to outsource according to the MD. The
same counts for the casting process, but this process would however be more complex to

outsource.

The company used to manage the maintenance by themselves, but is today buying this
competence from nearby suppliers. The company has also outsourced a couple of other

activities to local suppliers.

Production in China or in any other LCC has not really been on the agenda so far since
M.L.’s time as MD has been limited. He is however planning to get quotes on a couple of
products and activities from Chinese manufacturers, since these players are becoming
increasingly sophisticated. The MD already uses the web tool “Kompass” to post inquiries
concerning manufacturing on and receives on weekly basis answers from Chinese
manufacturers who want to see drawings on the company’s products. These players are

becoming increasingly professional according to M.L.

The region and other aspects
M.L. experienced the special regional culture when Albin Invest acquired the old company
(Metallfabriken Stacke AB) and he was appointed MD.

“Ut is very difficult to implement changes since the old culture is very much “in the walls” of
the company. People are very negative towards changes and rationalizations and since this
company has changed management constantly the last couple of years, they think that these
new directions will soon be replaced by other ones. They are on other words sceptical to new

guidelines.”
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5.5.1 Case Summary

Competitiveness

- Core competence is know-how about forging processes

- 2-and 3-tier supplier to the Swedish automotive sector --> three customers amounts for 70-75 % of total sales
- As subcontractor, constantly under pressure to reduce costs and to rationalize

- Suffers from customers who move their operations offshore

- Product characteristics plays an important role = simple and low value = suboptimal to transport

Manufacturing
- Part of production process fairly simple, more complicated for other products

- Produces only on orders = make to ordet!

- Emphasizes the importance of automation and investments in machinery

- Lacks the needed capital

- Average labour cost amounts for 35 % of total cost, material costs for 35-40 %

Outsourcing
- Buy maintenance and a few other processes from local suppliers

- Turning of the products might be more efficient to outsource
- Production in LCC has not really been on the agenda in recent year, lately started to change

- Initiated inquiries concerning low-cost production

The region and other aspects

- Very difficult to implement changes due to the presence of the “old culture”
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5.6 Case 6 - Swede-Wheel AB

Swede-Wheel was founded by the General Information - Swede-Wheel AB
Hildingsson family in 1942 and was Founded 1942
h h . Owners Andreas, Erik och Anders|
bought by the current owners in 1998 Hildingsson
from their father and his two business [HQ Hillerstorp, Sweden
Coﬂeagues. The company is involved in Manufacturing Hillerstorp, Sweden and in
. Chinal
the production of castors, e.g. wheels for [proioe Manufacturing of castors
furniture, and functions purely as a first- |Key Figures (MSEK) 2004/01-2004/12
tier supplier. Andreas Hildingsson (A.H) [Number of employees 64
. . Sales 111.7
took on the Managing Director role 2000. EBIT 50
Net Earnings 1.2
In the beginning of 2000 the company lost |Key Ratios
* Jit (O 0
its biggest customer, IKEA, and with that Solidity (70) 21.2%
Profit Margin (%) 4.5%
29 % of total revenues. The company had |saies/Employee (MSEK) 1.75
at that time invested heavily in the |ROE (%) 16.4%
production facility since they anticipated a
Source: Affirsdata

large order from IKEA on a wheel that

they a couple of weeks earlier had Historical Sales & EBIT

presented for the company. IKEA choose o

according to A.H, however, do replicate

140 1
the design and sourced it directly from \
China. The investment that Swede-Wheel 1201

had made in the production was washed 100 7

out and the company has since then 4;3 801
struggled to regain momentum. To 8 60
counteract this loss in sales, the company 40 1
started-up a subsidiary that began to 20 |
source different parts needed for the 0 , -
castors directly from China. Ly 2002 2003 2004 2005
Year
Competitiveness
[—Sales - EBIT |

The company’s core competence is

knowledge concerning injection-moulding

processes, metal-work and assembling. Swede-Wheel are currently products ranging from
castors with diameters from 50-250 mm. Swede-Wheel’s production is focused on castors
with diameters between 50-125 mm, the rest of the products are sourced directly from
China.

The company has serious problems with the competition from larger players with in

Europe (German) since they only have 65 MSEK in sales compared with the biggest
companies with revenues above 1000 MSEK. Accordingly, the MD says that it is

- 60 -



absolutely crucial for the company to grow if they want to survive in this business since
economies of scale in the production is essential in order to lower costs and become
competitive in the market place. Swede-Wheel also suffers from smaller competitors, and
lately also from traders who are offering help to Swede-Wheel’s customers to source

directly from China.

A.H. says that the biggest problem with competing with China is that Swede-Wheel is very
sensitive to changes in the production. The Chinese competitors are much more flexible
since they can use cheap tools in their production and then manually make the finishing
treatment since labour is so cheap. While the Chinese competitor only needs to invest
approximately 50 000 SEK in a tool, the same cost for Swede-Wheel is ten times as high,
as they need finer tools with much higher quality and accuracy. Hence, the company then

needs large volumes to cover this investment.

Another serious problem for Swede-Wheel is that the local market is diminishing every
year, as customers are moving their operations offshore. As a result, the advantage that
Swede-Wheel had in being close to their customers disappears, while the traders and the
competitors from China are benefiting from this development. The downsizing of the

production sector in Sweden is a serious problem for the company, according to A.H.

To be able to be competitive in the future, the company is focusing on automation and on

tinding cheaper tools.

“If we find cheap and good tools, we are in the race directly! And through automation,
we can hold our ground against the Chinese concerning production cost. On really cheap
commodities though, we do not stand a chance! There, we have already lost before we start

the machines.”

Furthermore, new product development is also crucial for the company’s competitiveness
and here, the MD states that patents and copyright in the business is a serious problem.
Swede-Wheel has not the financial muscles to carry on a lawsuit against Chinese and

Turkish companies who are stealing their designs.

“Everybody else is just copying others. The pay-off period for investments in R&>D must
be incredible short! You have to get the investment back within a year, because after that,
your innovation is copied by every player on the market. Europe does all the innovation

while the low-cost countries are just cutting the costs by copying our solutions.”

One fairly new strategy that the company has started to implement in order to compete
with the traders is the idea of an “express warehouse”, where Swede-Wheel is offering
their customers more than 50 different models of castors that the company guarantees to
supply to the customer on the same day if the order comes in before 12.00. Swede-Wheel
has set up goals to become Europe’s fastest supplier of these products and A.H. says that
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their own production is the winning concept against the trader. Swede-Wheel can easily
decide when and which product to produce and the company would therefore be flexible
when it comes to changes in demand. The trader has 6 weeks of lead times from China.
The company is in other words trying to out-compete competitors from LLCCs with their

short lead times.

Manufacturing

Large amounts of capital are tied up in the company’s production facility since they cannot
use any standard tools and machines in the process. Since the production processes for
some of the products are already automated to such high degree that, the only involvement
of manual labour is in the process of moving the finished pallets. Even though the
company is very protective of the production, A.H. says that they are always comparing it
with other possible solutions and with the competition. A.H. concludes that in production
where the company is far gone concerning automation, they can definitely compete with
the Chinese. But on products with lower quality and cheaper materials as well as when the

production process is more labour intensive, Swede-Wheel does not stand a chance.

“If it is the same material, we are certainly competitive, but on cheap crap, we are totally
off. But we are not looking for the customers that demand these kinds of products
anyway. Our quality is definitely worth its price compared with China. 1t might not be a
Mercedes or a Royce, but at least a 1 olpo.”

According to the MD, the direct material cost of some of the products is as high as 85 %
of the total product cost. In his opinion, LCCs like China has an advantage in this area
since they have wider range of raw material available to better prices. He is also of the
opinion that there is plenty of “cartel activity” going on in Europe which is pushing the

prices upwards.

Outsourcing

The company has outsourced a couple of labour intensive activities to Latvia, where one to
two persons are currently working for the company. Moreover, 10 % of all the company’s
products are currently manufactured in China. The MD is of the opinion that you cannot

just focus on the actual price.

“You cannot be stupid and greedy! 5 % savings in Latvia is not 5 %. For us, it has to
be at least 20 % cheaper to produce anywhere else since you have a lot of hidden costs,
much longer lead times and no flexibility or control when you outsource. . .the tricky thing
with outsonrcing something overseas is that it increases the fixed cost charge on your other
products. 1 mean, it is impossible to suddenly close down 1/7 of the factory! Also, if 1
am outsonrcing to China and something goes wrong, then it is rather difficult to explain
Jor the customer that I have his products three weeks away on a boat in the Pacific...”
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Accordingly, the overhead costs are also important to take into account in the make-or-
buy decision. One of the reasons why A.H. is trying to produce as much as possible in
their local facility, is in other words to get higher volumes to split up the overhead costs

on.

Today, the company has a Swedish employee working for the company in China with
quality assurance, factory auditing and other processes. Through this arrangement, the
company works with a couple of different Chinese producers. Up to this point, the
company has mainly sourced from China. One product has although been fully

outsourced, including tools, material and labour work.

“On that product, we just counld not compete against the Chinese. 1t concerned the
cheapest castor that you can find in the market. The Chinese have big sheds with fishing
nets, nylon stockings and every other thing that you can think of that they are melting
down and producing these castors with. How are you supposed to compete against that?
However, that is the only product that we have completely ontsonrced so far.”

In terms of outsourcing, the company does not own any of the Chinese factories that they
are working with and do not intend to do so in order to stay flexible. Hence, they use
international outsourcing according to Bengtsson et al’s categorization (see 2.2.1) and do
not intend to relocate its own production. Another highly interesting factor that A.H.
mentions is the legitimacy aspect with Chinese production. In his opinion, Swede-Wheel
should be renamed to something that shows that they are active in China, since this would
create legitimacy at the customers. As it is today, some of the customers’ managers are
always questioning why they are buying from Sweden and not from China where
everything is suppose to be much cheaper. A.H. concludes in other words, that they have

gain a lot of physiological advantages as well with their Chinese operations.

A.H. also shows obvious concerns for pirate copying when working with Chinese
suppliers. Swede-Wheel uses different outsourcing strategies in China depending on
complexity and distinctiveness of the products and activities. For less complex and more
commodity-like products, the company works with well-established manufacturers who are
experts on “simple and mature” castors, and supply these manufacturers with own tools.
With recently developed products on the other hand, the Swede-Wheel goes directly to a
general injection-moulding company, since they fear that the other suppliers would directly

copy their innovative designs.

The company uses outsourcing strategies to make the company grow and to complement
their product portfolio. A.H. states explicitly that castors with diameters between 125-250
mm are not the company’s core competence, why Swede-Wheel has chosen to source
most of these products from China. The company focus in other words their production

on their core competence, and source everything else.
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A.H. says finally that you have to look on outsourcing from both the positive and the
negative side. He concludes for example that if he would find the right tools, he would not
hesitate to insource the production that is today outsourced. But as mentioned before, the
tools they use in China cannot be used in the local production. A.H. would therefore like
to implement a strategy where the company starts the production of new products in
China, and then bring these production processes back to Hillerstorp once the company is
certain about the demand and high volumes, as well as the accessibility of proper tools for
local production. To conclude, Swede-Wheel strives to find the most efficient mixture

between in-house production and outsourcing.

The region and other aspects

Most of the companies in this region are family businesses, which makes the area very
special, according to A.H. For these families, it really hurt to outsource production,
because you are so proud of what you have been able to build up. Most of the people in
the region know each other some way or another and to layoff people due to an

outsourcing decision is very tough.

The MD is also highlighting that the fact that the company is a family business highly
limits their economic resources and possibilities. They cannot turn to the public market for
capital needed for investments. Instead, they often have to take on all the risk by
themselves. He brings up the obvious differences with companies in the area that have

recently been bought by outside private equity companies.
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5.6.1 Case Summary

Competitiveness

- Active on a highly competitive market

- Core competences are competence in injection-moulding, metal work and assembly
- Emphasizing the importance of automation

- No chance against competitors from LCC on cheapest commodities

- Uses short lead time as a main competitive advantage

- LCC has an competitive advantage since they have wider range of raw material available to better prices

Manufacturing
- Local production must fully be automated, cannot afford manual input and modifications

- Importance of volume and overhead costs
- Price discrepancies on raw material is a severe problem

- Pirate copying/replications of protected designs serious problems = new product innovation complicated

Outsourcing
- Lead times, flexibility, dependability, quality and total costs important factors

- Price per item has to be significantly lower (20 %) if they would consider outsourcing
- Has outsourced a few products to Latvia and China

- 10 % of the company’s products are currently manufactured in China

- Sourcing strategies depend upon the complexity, volume and distinction

- Customers that are moving offshore the most serious problem to their business

- Trying to find the optimize level of in-house production and outsourcing

The region and other aspects

- Highly limited economic resources as a family business

- Hutts to outsource production as a family business = extremely protective of the production
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5.7 Case 7 — Wulkan AB

The respondent, Gert Ove Almgren
(G.A.)) has been the managing director
since 2002. Before that, he was the
Chairman of the Board during 10 years
and has work in the company since 1968.
Wulkan AB is a family owned company
and is situated further down the wvalue
chain and functions primarily as a 3- or 4-

tier supplier.

Competitiveness
The company’s core competences are
know-how in manufacturing equipment,

screw threading, turning and slotting, as

well as knowledge concerning
engineering. G.A. also stresses the
company’s employees as the most

important asset.

G.A. describes this market as extremely

competitive, with low margins and
constant price pressure. The increases in
raw material prices have lately been
considerable due to the demand in China.
This has for example caused the price on
metal wire to increase with 50 % during

the last year.

As one of the company’s most important
their
the

1s
thus

competitive  advantages

location and

geographical

General Information - Wulkan AB

Founded 1933
Owners The founding family
HQ Anderstorp, Sweden|
Manufacturing Anderstorp, Sweden|
Products Manufactuter of speciall

screws and nuts

Key Figures (MSEK)

2005/01-2005/12

Number of employees 75
Sales 80.1
EBIT 7.7
Net Earnings 3.3
Key Ratios

Solidity (%o) 23.8%
Profit Margin (%o) 1.1%
Sales/Employee (MSEK) 1.07
ROE (%) 3.6%

Sonrce: Affirsdata
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closeness to their European customers, which enables the company to deliver on time and

offer constant accessibility. Since companies from LCCs in Asia have lead times up to six

weeks, G.A. considers the competition from East Europe to affect the company the most.

Since the company’s primary market is customers in the near surroundings, the problem

with customers moving their operations offshore is also very much present in this case and

G.A. shows great concern for the development. So far, the company has managed to keep

most of these customers even after they have relocated, but G.A. fears that it is just a

matter of time until these customers find cheaper suppliers at their new locations.
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In order to stay competitive in the future, the company plans to emphasize improved
quality as well as becoming a certified manufacturer and increase the value refining their
delivery offers. The managing director believes that quality, environmental considerations
and quick delivery will be order-winning factors in the future. Moreover, one of the most
important aspects is to find a niche market to invest in. One problem for Wulkan is
however that the current investment capacity is too low which hinders the company to
acquire more efficient machines in order to reduce the costs. This is partly due to the fact
that the company still suffers from a bad investment in 2001, when manufacturing
equipment was acquire as the company received a large order from Ericsson. Ericsson
cancelled the order in the last hour, and today, the acquired equipment is out of use.
Nevertheless, automation, and hence investments in production equipment, is clearly very

important for Wulkan.

“We bave to be more efficient and invest in new machinery. The volumes are out there if
we only manage to produce faster and more efficient. Today, we deliver to Volvo and
SAAB. Tomorrow, this could instead be to GM or Ford.”

The management has also addressed the current trend in the market, which goes towards
larger players, against who it will be increasingly hard to compete as their volumes
increases. Thoughts about starting up a wholesale department has therefore been on the
agenda and G.A. concludes that this strategy might be the company’s only option in the
long run, ie. to source the products from external partners and to phase out the

production.

Manufacturing

Today, the company produces only non-standardized components. The products should
still be considered as commodities since they are fairly simple. The company has currently
approximately 600 customers and produces both components (70 %) as well as products
to end consumers (30 %). The company produces almost entirely on orders and the
company has limited number of products in stock. Closely situated subcontractors to the
Notdic/European automotive sector, stand for a large patt of the orders. As the managing
director views his company mostly as a 2- or 3-tier supplier, he underlines the importance

of nearby manufacturing companies for Wulkan.

The company’s production process is labour intensive; hence the competition from LCCs
affects Wulkan severely. Welding and bending processes are not very automated and the
same yields for the after-treatment processes, where the company is adding most of the
value to the products. The average labour cost amounts in general to 25 % of the total cost
and the knowledge needed in the production is more or less entirely related to learning-by-
doing. Even though the company’s production process is not very automated, the
company still has rather extensive fixed costs as they have to follow strict regulations

which call for large investments in production facilities.
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Outsourcing

G.A. views outsourcing more as a threat than as an opportunity. If they where able to
move with their customer, outsourcing would be an opportunity for the company, but the
company’s investment capacity is obstructing such strategic moves. Plans to relocation

have therefore not been on the company’s agenda so far.

“For us, it is not feasible ount of an economical perspective to relocate. Besides, many
companies relocate their production without getting the investments back as costs are not
decreasing as expected. Wulkan remains calm in this perspective since we do not possess
the required capital. Instead, we are focusing on rationalizations in Anderstorp
concerning I'T" and administrative cost as well as the implementation of “line” (i.e. lean;

anthors own interpretation) production.”

G.A. also expresses the importance of emphasizing the risks involved in outsourcing and
outsourcing and is of the opinion that these are exceeding the possible positive aspects of

such strategic decisions.

Through focusing on reducing cost by cutting marketing budgets and reducing the number
of employees (2001 with 10 %), the company has finally started to achieve positive cash
flows again. G.A. concludes that as a subcontractor, the company has to fully adjust
themselves to what the companies higher up in the value-chain require, since that is the

only thing they get paid for.

The region and other aspects
The old tradition in the region affects companies like Wulkan to be less capitalistic than

elsewhere, since the social responsibility is so widespread, according to G.A.

“The small companies in the region sense their social responsibility. But ever since the big
Players made their way into the market, this bas ceased, which is sad and devastating for
the region. It is in fact the responsibility for the society that has formed this region.”

The toughest challenge for the region is the relocation of production and the competitors
from the Baltic region. To be able to survive, the MD is of the opinion that companies in
the region have to emphasize increased collaboration, system development and joint
production development as they do in other company clusters in the world (Exemplifies
with the near surroundings of Milan, Italy). Today, companies are doing the opposite and
are instead “kzlling the products” by transporting them back and forth through the country.
Since this is a non-value adding process, the companies are according to G.A only
hampering their competitiveness as products get more expensive. G.A. therefore finally
concludes that the outlook for the region is not very positive. However, he believes that

Waulkan will always survive.
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5.7.1 Case Summary

Competitiveness

- Core competences are know-how in manufacturing equipment, screw threading, turning and slotting

- Extremely competitive market = low matgins, downward pressure on prices and increased raw material prices
- Lead-times very important concerning customized products

- Competition from East Europe affects the company to a high degree

- Closeness to Europe customers is the most important competitive advantage

- Quality, environmental considerations and quick deliveries are order-winners for the company in the future

- Large parts of incoming orders from closely situated subcontractors to the European automotive sector

Manufacturing

- Weak investment capacity hinders the company to acquire more efficient machines
- Produces non-standardized components, although very commodity alike
- Produces both components (70 %) as well as products to end consumers (30 %)

- Labour intensive production process = average labour cost is 25 % of total product cost

Outsourcing
- Mote a threat than an opportunity for the company = no plans to relocate

- Do not have the investment capacity to move with their customers
- Empbhasizing the risks involved in outsourcing and that these exceed the positive aspects

The region and other aspects

- Social responsibility is important

- Companies have to emphasize increased collaboration, system development and joint production development
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6. ANALYSIS

In the previous three chapters we have described our theoretical framework, research framework and our
empirical findings. In this chapter we will take a step further in our research process and analyze our
empirical findings in conjunction with our theoretical framework. The analysis will be conducted on the
basis of onr research questions and be divided into two parts. The first part will consider the question
whether traditional outsonrcing theory can be applicable and alone explain the rationale in an outsonrcing
decision in our study objects. Part two of the analysis serves to identify possible discrepancies to conventional
theory validated for OEM-corporations.

6.1 Data processing

The data processing is based on our theory, our research model and our empirical findings.
The process mainly consists of primary data, but also of secondary data. Furthermore, our
data processing can be described as an iterative process, where theory and empirical
findings are jointly processed and analyzed. This is also in line with our abductive research
approach. Accordingly, the working process of repeatedly going back and forth between
theory and empirical findings has created the analysis of this study. Fundamental for this

process are our research questions which we aim to answer with this chapter.

6.2 General attitudes towards outsourcing

As the general outsourcing theory suggests there are a few main motives behind an
outsourcing decision (see section 2.3). Nevertheless, it is also of importance to take
associated risks into consideration in these kinds of make-or-buy decisions (see section
2.4). As we also discussed in chapter three, the conventional theory tend to describe the
phenomenon (outsourcing) based upon a specific empirical setting (large OEM-
corporations). Taking these factors into considerations when analyzing the motives in a
new setting — the rationale behind outsourcing in SMEs in the Gnosjo region - we could
first and foremost identify a general lack of enthusiasm towards relocating/outsourcing
manufacturing overseas. This was mainly due to the unwillingness to cut down local
businesses and/or the opinion that the region would suffer from such initiatives and

strategic decisions.

Notably is the fact that all companies in our study, direct or indirect, argue that the greatest
challenge for the region as such, is the relocation of their customers. However, since some
of the study objects in the sample develop, manufacture and market unique and highly
geographical focused products (ESBE, EAB etc.), they are less vulnerable towards direct
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competition from companies from LCCs as they tend to search for mature markets with
larger volumes that suits their production better (IVA II, 2005). Thus, these companies
compete less on price and have less pressure to use outsourcing as means to increase their
competitiveness. Instead, in these particular cases, quality becomes instead the most

important factor.

As can be see in the literature, many researchers argue that it is of greatest importance to
link outsourcing to business strategy in order to be competitive. This has been confirmed

and emphasized by several of our study objects (e.g. Pelly Industri)

“...yon have to start thinking in projects. For us, the production is not that important any
more, the important thing is instead to focus on developing concepts for the customers. .. first

in the next step, we consider our three different production options...”

—The MD of Pelly Industri

6.3 Analysis Part 1 — To what extent do traditional outsourcing theories

explain the rationale for SMEs in outsourcing decisions?

In this section we intend to analyse the empirical findings in conjunction with the
traditional outsourcing theories (see 2.2). The objective is to investigate whether these
generic rationales, as presented in the traditional outsourcing theory also are applicable in
the empirical environment focused on in this thesis, as well as if they can fully explain the

rationale for outsourcing in SMEs.

6.3.1 Cost reduction

Traditional outsourcing theories argue that cos? reduction is one of the key rationales behind
outsourcing and this is also confirmed by our case study. Nevertheless, the study also
shows that the outsource decision for SMEs implies more emotions involved and multi-
facet than an ordinary make-or-buy decision presented by the outsourcing theory
(Alexander and Young, 1996; Ehie, 2001; Insinga and Werle, 2000; Quinn and Hilmer,
1994; Quinn, 2000; Venkatesan, 1992; Welch and Nayak, 1992).

Although a general reluctance towards relocating and/or outsourcing activities currently
performed in-house was evident in our study; the motive to reduce cost was, as no
surprise, stressed as the main rationale behind an outsourcing decision. In general, the
study objects highlighted low labour costs and the LCC players’ ability to develop and

acquire inexpensive tools as the main reasons for this rationale.
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As Quinn and Hilmer (1994) points out, the cost reduction from outsourcing is derived
from leveraging supplier’s enhanced knowledge, better production capabilities and by
economies of scale. However, as the empirical background as well as our empirical
findings show, the main reason behind anticipated cost savings lies in savings made in
labour costs. Hence, although the traditional outsourcing framework provides a good basis
for the analysis and understanding of the rationale behind outsourcing in SMEs in terms of
costs, there are still some differences in the way these savings are accomplished in SMEs.
Instead of necessary searching for better production capabilities and better knowledge

concerning the outsourced activities, low labour cost is significantly more appealing.

Furthermore, our study showed that many respondents pointed out the price discrepancy
in terms of raw material as important (Swede-Wheel, Horle Automatic, Pelly Industri).
When material costs represent a large portion of total product cost, procurement has an
immense impact on the financial performance of many of the companies. Hérle Automatic
counts for example knowledge in procurement as one of the company’s core competences

since cost of material has such an impact on the profitability of the company.

A couple of the study objects are also motivating their rationale agaznst outsourcing with
the cost aspect. During many interviews, the importance of not being deceived by the
lower cost per item often offered by LCC is highlighted. EAB, Esbe, Horle Automatic,
Pelly Industri and Swede-Wheel are all discussing the crucial importance of reasonable
estimates and the presence of “hidden costs”, increased over-head- and administrative

COSts as consequences of outsourcing.

“You cannot be stupid and greedy! 5 %o savings in Latvia is not 5 %. For us, it has to be at
least 20 % cheaper to produce anywhere else since you have a lot of hidden costs, much longer

lead times and no flexibility or control when you outsource.”

— The MD of Swede-Wheel

The cost perspective is highly considered in the outsourcing decision among SMEs
in our study. This is in line with conventional theories. Low labour cost in LCCs is

the most relevant factor.

6.3.2 Opportunity to focus on core competence

In regards to the rationale about focusing on core competence in order to free time to
enable enhanced focus on activities that are connected to the company’s core competence,
we have derived a rather inconsistent picture from our empirical findings. Some of the
companies (Esbe and Pelly Industri for instance) are well aware of their core competences
and the activities that are critical to their competitive advantage as well as why they intend
to focus on developing these activities in-house and outsource other non-critical activities.

Other companies in our study display a negative attitude towards refining and downsizing
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the company’s activities through outsourcing. Even though the study objects might be able
to define their core competences and core-activities, a couple of them do not argue for the
importance of focusing on these specific activities and outsource other more peripheral
activities. Moreover, notably is that none of the SMEs in our study, with exception from
Pelly Industry, highlight this specific rationale as the most significant one in the
outsourcing decision. This is in contrast to the literature that states that this is one of the
main motives behind outsourcing (Ehie, 2001, Quinn and Hilmer, 1994; Welch and Nayak,
1992) and that outsourcing will enable management to focus the company’s resources on
high-value adding activities and as a result, increasing the company’s competitiveness in

the market place.

Since most SMEs in our study functions as component- and subsystem suppliers in niche
markets with limited numbers of customers, a somewhat complicated situation is emerging
as companies are already as slimmed down as they can possibly be. A component supplier
that base its business on only one or a few activities and products, tend to have less
alternatives to cut back on their activities since the activities they actually performs are
essential to their product offerings and business. Figure 7 below intends to illustrate this
interpretation. The circles represent the activities that are performed within the company
and the closer to the centre the activity is, the more critical it is to the company’s

competitiveness.

OEM-Corporation Component Supplier

Figure 7. Critical activities and non-critical activities. The figure illustrates the difference between large

multinational OEM-corporations with SMEs manufacturing components to larger customers.

Our research shows that outsourcing in order to free up resources emphasized in
the current theories is not the most significant rationale for the SMEs in our study.
The limited number of activities carried out by the SMEs contributes to the
different logic.
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6.3.3 Expertise

As stated before, the outsourcing theory emphasis the motive of acquiring knowledge
capabilities and innovations from suppliers or leveraging “best-in-class” supplier’s quality
or economies of scale developed through greater expertise (Quinn and Hilmer, 1994).
Although this seems to be a highly valid motive for larger and more diversified OEM-
corporations, we have found no evidence of such direct motive behind an outsourcing
decision in our empirical setting. Rather, our study points in the direction that these SMEs
possess extensive know-how and expertise about the products and the production
processes. This is also supported by the fact that our study objects as well as the region
itself (Gnosj6) have a long tradition of know-how in these particular manufacturing
activities. Five out of our seven study objects are family businesses and six out of seven
have history of 49 years or more. Hence, in many cases knowledge has been developed
through several family generations and the empowered “learning-by-doing” mentality is

highly present in the majority of the case studies.

Instead, several respondents in our study (e.g. Swede-Wheel) highlighted the problem that
many less knowledgeable manufacturers “steal and copy” products and innovations made
by the companies in our study. Our interpretation is therefore that it is rather the players in
LCCs that are searching for product knowledge and innovation form our study objects,
than the contrary (see Swede-Wheel and Pelly Industri for instance). Hence, it is not the
“buyer” that is gaining access to inventions and innovation from “suppliers” as the valid
outsourcing theories argue (e.g. Quinn and Hilmer, 1994) in these cases. This can however

be related to one of the greatest risks associated with outsourcing — the loss of control.

There is no evidence that acquiring expertise and innovation is a major motive
behind an outsourcing decision