Materials Supply and
Production Outsourcing
Anna Fredriksson

Introduction
During recent decades the playing field for
the manufacturing industry has been redrawn.
Globalization and increased international trade
have opened up new markets for both sales and
purchasing – a trend that has been strengthened
by ever more effective information and
communication technology.
For example, from 2001 to 2005 the value of
global trade rose by 10 percent, while production
grew by 5 percent. This indicates that production
is being relocated, and that clusters are formed
on a global level instead of locally. Since 1998,
imports from China to Sweden have more
than tripled, and the imports from all of Asia
are growing by around 20 percent annually.
However, the country we import most from is still
Germany. Of Sweden’s total imports, about 12
percent come from Eastern Europe and 9 percent
from Asia, two characteristically low-cost markets.

Great potential
One way for companies to benefit from
globalisation is to move out parts of their
production to external suppliers. The potential
in such transfer – or outsourcing – is large.
It consists partly of strategic advantages.
Outsourcing frees resources and makes possible
a clearer focus on the core business. At the
same time, costs can be reduced, for instance by
placing the production in low-cost countries, or
in a company that specializes in a product or a
production process. Outsourcing can also be a
way to approach an interesting market.
A survey of Swedish industrial companies shows
that outsourcing is a common response to the
challenges of globalization. Half of the surveyed
companies report that they have moved out parts
of their production.

Despite a strongly increased
inflow of goods from Asia and
Eastern Europe, Germany is still
our leading import-country. The
Swedish companies are interested
in, among other things, advanced
tools for cutting work from firms
such as ThyssenKrupp.

Three types of risk
While outsourcing can both save money and
contribute to reaching strategic goals, the change
in the supply structure also creates sizable
uncertainties. Research has identified three
different risks:
• The risk of not fully realizing the influence
that outsourcing has on the company.
• The risk of moving out vital parts of the
business, where the dependence between
parts of the company’s processes is not
evident until after the transfer.
• Risks coupled to the external supplier.
The last point is important because problems
with suppliers often have serious consequences.
Outsourcing entails a dependence on supplies
from an actor outside the company’s control.
Imprecise delivery and deficient quality affect
the entire flow of production, and ultimately the
deliveries to one’s own customers.

A vulnerable process
The outsourcing process can be divided into three
phases: before physical transfer when the decision
is being considered and taken, during the physical
transfer and the start-up with a transition from
internal production to external supply , and after
physical transfer with an established relationship
and normal operation, an ordinary purchasing
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The outsourcing process’s three phases. Careful analysis and
planning in the initial phase is a prerequisite for success,
both in the long run and during the critical transition to
relocated production.

situation. The transition from internal production
to collaboration with an external supplier is a
vulnerable part of the outsourcing process.
Outsourcing entails not only organizational
changes, but in most cases also geographical
changes – the production is moved from one
place to another, which impacts lead times,
delivery precision, and the outsourced product’s
quality. Parallel with this complex, comprehensive
rearrangement, the company must – just as
previously – continue meeting obligations to its
customers. Anna Fredriksson’s dissertation focuses
on this critical transition phase. What is needed
in order to ensure a reliable and efficient material
supply throughout the whole outsourcing process?

Outsourcing’s challenges
The road to successful outsourcing is lined
with a number of challenges that tend to be
underestimated, or even overlooked, by industry.
This is shown by the results reported in Anna
Fredriksson’s dissertation, which builds on five
studies of totally eight Swedish manufacturing
companies that have all undergone one or more
outsourcing processes. The collection of data
has been done mainly through interviews with
purchasing chiefs, project leaders and other key
persons in the studied firms.
Outsourcing means not only that the supply
chain becomes longer, with one or more new
suppliers, but also that the dependence on the
suppliers grows. From having been a process that
to a high degree could be coordinated internally,
the transferred production becomes instead
a question of collaboration between several

free-standing organizations. Uncertainty in the
supply chain increases as a company’s own control
over the production process decreases. However,
by handling this uncertainty properly – in
both the planning and implementation phases
– it is possible to limit the negative effects on
profitability and quality.

Geographical factors
The interest in outsourcing to low-wage countries
is great among Swedish industrial companies,
and this is also where the geographical challenges
are greatest. Among the consequences of longer
distances and a more complex supply chains are
longer lead times and decreases in the precision
and flexibility of delivery.

The transport costs are one of
few geographical aspects that
are recognized by the surveyed
companies. But the realities are
much more complex than that.

Yet none of the investigated companies placed
much emphasis on the geographical factors when
planning their outsourcing projects – only the
pure transport costs were taken into account.
Better preparation would probably have been able
to prevent many of the problems that faced the
companies. With delivery times of seven weeks
from China, for example, one of the companies
was forced to base its purchasing orders on
forecasts and not, as previously, on real demand.
To ensure the level of service for its customers,
the same company also raised the inventory levels
in the supply chain, resulting in higher tied-up
capital costs.

Social context and cultural differences
Besides geographical distances, outsourcing to
a country such as China also mean large social
differences – legal, political, financial and cultural.
Effective handling of these aspects is essential for
the success of an outsourcing project.
The study points to several problems that
originate in systemic and cultural differences. It
was primarily during the start of production at
the new manufacturing locations that problems
arose, as well as in the subsequent follow-up and
improvement phase. One of the investigated
companies testified to how language-related
misunderstandings, and the lack of a common
fundamental way of thinking, have impeded the
planning process.

Material flow during the
outsourcing process
The insight that the outsourcing process causes
uncertainty in the supply chain usually exists
at both the company itself and its customers.
Common, too, is that the outsourcing company
takes the chance to technically update the
products that will be manufactured externally. At
this stage, the company’s customers can choose to
purchase large quantities of the outgoing product,
so as to fill their needs during the time until a
so-called steady state when the production in its
new form functions satisfactorily.
For the company, the challenges are numerous
and parallel. At the same time as the capacity
in the internal production need to handle the
temporarily increased demand for the outgoing
product, necessary resources must be set aside for
the coming transfer of production. The customers’
“hoarding” contributes to additional uncertainty
about the demand for the new product.
The results from the four cases where the material
flow aspects were investigated shows that it is
possible to calculate the degree of uncertainty in
the phases of production transfer and start-up.
With the calculations as a basis, suitable measures
can then be taken to reduce the uncertainty, for
instance with increased inventories.

Shared production as a
golden middle path?
As an answer to the problems regarding lead
times, quality and reliability that risk arising in
connection with outsourcing, Anna Fredriksson’s
dissertation proposes a solution that builds upon
dividing up the production. The most important
products, together with products for which
the need is highly variable and can be hard to
foresee, continue to be manufactured internally.
The outsourced products are those with a more
predictable demand.
Discussion of this “golden middle path” is based
on a simulation study which was also conducted
within the framework of the dissertation. The
study’s results indicate that a purchasing strategy
which combines outsourcing with internal
production can improve the performance of a
supply chain.

The demand can also be divided into a stable and
a less stable part, where the former is subsequently
supplied in the future from low-cost countries
and the unstable part is handled at home. This is
a usual strategy in several branches, such as the
fashion industry where Zara is in the forefront.
The golden middle path, “Sourcing Strategy 2”
in the figure below, was tested in a simulation
study that is presented in Anna Fredriksson’s
dissertation. A compilation of the results is shown
in the table below. The simulation study suggests
that a golden middle strategy can be a good way
to increase the flexibility, at the same time as the
tied-up capital and lead times can be decreased,
when outsourcing to low-cost countries.

Sourcing
Strategy 1

Sourcing
Strategy 2

733

562

6 795

6 886

Work in process at european manufacturer

120

122

Inventory at european manufacturer

577

543

Inventory at chinese manufacturer
Work in process, transportation

The figure shows the difference in
inventory value between the golden
middle path (Sourcing Strategy 2)
and a procedure where the demand
is not divided into a stable and an
unstable part (Sourcing Strategy 1).

Checklist for successful transfer
The decision to outsource production entails fundamental changes, both in the company’s structure and
in its way of functioning with respect to customers and suppliers. This underscores the importance of
competence and thoroughness in planning and practical implementation. Based on the outsourcing’s
different phases, the figure below illustrates the steps that mark the path through the process, together with
five concrete recommendations for successful outsourcing.

Before physical transfer

Competence analysis and
internal benchmarking

Supplier assessment, external
benchmarking and approval

Sourcing characteristics framework,
evaluating the consequences and
supply chain performance effects of:
• Supply chain structures
• Supply chain relationships
• Sourcing country characteristics

Materials planning environment (MP):
Total cost analysis

• Product
• Production process
• Demand
Materials supply MP process:

Steady state

Transfer and
start-up

￼ Contract negotiation

￼ Project execution and transfer

Managing relationship

• MP parameters
• MP data quality and
• MP activities

Compare existing and potential structures
In the outsourcing process’s introductory phase, the outsourcing company should compare the
existing supply chain with the structure that is being planned for when the transfer has been
carried out. It is important to identify the central differences and what they mean for the material
supply. This analysis can be initiated already when the company sees a possibility of outsourcing.

Long-term evaluation of suppliers
In a long-term perspective, the choice of collaborating partners has decisive importance for
profitability. Through a systematic evaluation of alternatives, the outsourcing company can choose
actors that fit into the future supply chain. The goal is to create long-term, well-functioning
relations. The evaluation gives indications of the need for quality controls, extra transports, and
preconditions for effective communication – parameters that influence the cost picture.

Short-term evaluation of suppliers
The receiving party’s experience and ability to take on production are crucial for how quickly
a normal state of production can be reached. To avoid serious problems such as material
shortage and deficient quality, it is important to set up well-founded criteria of judgement in
the choice of suppliers.

Practical preparations
In order to ensure the material supply during transfer and start-up, good planning and preventive
measures are required. A common procedure is to build up safety stocks that serve as a buffer
in the event of disturbances. The material supply can also be ensured through strengthening by
temporary collaborating partners.

Developing with continuous improvements
Once the transfer has turned into normal operation, it is important not to rest on one’s laurels.
Instead, the outsourcing company should strive to optimize the supply chain by means of small,
continuous improvements. This is a matter of developing the relationship with the suppliers and
adapting the structure to local conditions.

Future research
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Materials Supply and Production Outsourcing
Outsourcing entails not only organizational changes, but in most cases also geographical changes. The
production is moved from one place to another, which impacts lead times, delivery precision, and the
outsourced product’s quality. Parallel with this complex, comprehensive rearrangement, the company must
– just as previously – continue meeting obligations to its customers.
Anna Fredriksson’s dissertation focuses on this critical transition phase. What is needed in order to ensure
a reliable and efficient material supply throughout the whole outsourcing process?
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