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Outsourcing and Supply Network Performance
- consequences of sourcing and producing in low-dasountries

Lars-Erik Gadde and Patrik Jonsson

INTRODUCTION
Background

Outsourcing has been one of the key strategic bsasiissues in recent decades. By specializing
on a limited activity structure, outsourcing comiggrhave been able to improve the performance
of their in-house activities (e.g. Quinn and Hilm&®94; Ellram and Billington, 2001; Kakabadse
and Kakabadse, 2005). In addition, most casestsbatcing are based on transfer of activities to
suppliers serving a multitude of customers. Sihese firms are working on larger scale than the
outsourcing firm, also these activities have becomoee cost efficient. Moreover, access to the
technological resources of suppliers has been poritiemt driving force for outsourcing.

Currently many US and European firms are involvedaking what has been identified as a
second step in outsourcing. By switching from sigpplin Western countries to vendors in low-
cost countries a buying firm may be able to redensts of purchased materials even further.
Therefore, sourcing in low cost countries has bexarstrong trend in recent years as part of the
global sourcing strategies of firms (Byrne, 200mttdo, 2003; Fang and Axelsson, 2005; Trent
and Monczka, 2005). Many companies go even furihetheir attempts to benefit from
economizing on low cost in other countries. Theysdoby moving their own manufacturing
operations from the home base to foreign counwiés lower costs of labour (e.g. Vestring et al
2005, Lei 2007). In this extended outsourcing nolly ananufacturing jobs are moved away.
Company functions involving ‘white collar jobs’ alshave become subject to outsourcing
(Emsberger, 2005; Meredith 2005). These activitietude, for example, IT, call centres, and
soft ware activities (Venkatraman, 2004; Lei, 200&% well as services (Gupta 2007) and
“product innovation and design, R&D, and engineagrifLewin and Peeters 2006:22).

Anticipated savings on cost owing to low labour exgitures have put offshoring (sourcing or
producing in low-cost countries) at the top of hanagement agenda. Vestring et al (2005)
found that more than 80% of the companies in aegumdicated that shifting activities to low-
cost countries was a high priority and nearly tWivets of the firms had launched significant off-
shoring initiatives. Substantial increases in dcagsavell as expected offshoring arrangements are
reported by, for example, Bronfenbrenner and L26®4) and Farrell (2005).

In many cases, however, the effects of these atsehgve not met expectations (e.g. Pedersen,
2004; Venables, 2005; Kennedy and Clark, 2006)epgkasentative example is reported from the
information technology industry where it is argubdt “farming out IT services doesn't always
pay off in lower costs” (Totty (2007:7). One of treasons for these shortcomings is the difficulty
in foreseeing the long-term consequences, arsdeivén argued that companies rarely take other
costs than labour cost into consideration (HogaM20The problems related to imperfections in
terms of strategic analysis are illustrated alsoKing (2005) and Venables (2005). Based on
experience from low-cost offshoring in the pharmaioal industry it has even been claimed that
“many companies have outsourced because of ‘grinithrather than because careful
investigation showed that it made sense” (Kuwahz086).



Aim and outline of the paper

The overall aim of the paper is to shed some furtight on the issues introduced above. The
outsourcing boom — initiated in the middle of tH#8Qs - illuminated the advantages that may be
provided through specialization and the benefiteioled from resource sharing with business
partners. When these efforts were extended to wevolitsourcing and offshoring to low-cost
countries some companies obviously have been abilather enhance these gains. On the other
hand, many companies have been less successfibamd that expected benefits have not been
realized. Such experiences have made companiessideo their strategies in this respect and
turn towards insourcing (see e.g. Caputo and Palur2B05) and back-sourcing (Whitten and
Leidner, 2006). Similar drawbacks have been digtlisdso in relation to outsourcing in general
and it has repeatedly been claimed that outsouright have gone too far (e.g. Hendry, 1995;
Gadde and Hakansson, 2001; Doig et al., 2001; Bengand Bengtsson 2004).

Our analysis of the effects of outsourcing in gaheand to low-cost countries in particular, takes
its point of departure in the modified view of catscing consequences. From being considered
the main means for business success, the actuahtadyes related to outsourcing are increasingly
questioned. To understand this shift we begin tg@ep with an exposé of the transformation of
the supply side of companies in the late 1900sralade outsourcing to other concurrent changes
in the supply context. The interpretation offerexl that the initial wave of outsourcing
supplemented other simultaneous strategic changdseosupply side of the company.

We continue by exploring the consequences of theeotiboom of outsourcing to low cost

countries in relation to the three dimensions af ARA-model: activities, resources, and actors.
We show that in these outsourcing efforts some hf &ctions aiming at further cost

rationalization actually contradict and challengbeo endeavours to improve efficiency and
effectiveness on the supply side. On the basikisfanalysis we conclude the paper by bringing
up three strategic issues in outsourcing.

STRATEGIC CHANGES ON THE SUPPLY SIDE OF COMPANIES

The supply sides of companies have gone througlrmi@nsformations during recent decades
(Carlisle and Parker, 1989; Lamming 1993; Speknia £998; Gadde and Hakansson 2001; van
Weele 2002; Axelsson et al 2005). These changedeseribed in different ways but relates to
four main aspects. First, the view piirchasing efficiency has shifted from focusing single
transactions toward performance improvements ifesef transactions. Gaining the benefits
from this life-cycle perspective required a totaktapproach to purchasing. A second change
relates to theole of purchasing in the company. From being considered a cleridallaistrative
function it has now become repositioned as a gfi@atienction for companies. This is because
the costs of purchased goods and services tencttwat for an ever-increasing part of the total
costs of a company.

Thirdly, when purchasing becomes more significant] the view of efficiency is modified, the
perception of theole of suppliers will be affected. It is, in fact, the potentiabriributions of
suppliers that are the underlying reasons for gensideration of purchasing efficiency. The
resources provided by suppliers are crucial forueclpasing department’s involvement in the
rationalisation and development efforts of the hgytompany. Finally, reaping these potential
benefits from suppliers calls for a revised periogpodf what kind ofrelationships with suppliers



are most appropriate. Our exploration of the chararethe supply side of companies takes the
changing nature of supplier relationships as thetp departure.

Changing supplier-buyer relationships

A review of purchasing practice and literature diedlustrates a shift in the view of what is
perceived the preferred type of relationship. étistlly, buying firms were recommended to
avoid becoming dependent on individual sources. hBying a number of alternative suppliers
the buying firm is able to (i) reduce uncertaintysingle transactions since alternative suppliers
will be available, (i) avoid becoming ‘locked inhto the technical solution of a particular
supplier, and (iii) encourage competition amondedé&nt vendors, primarily in terms of price.
When this strategy is applied the relationship leetvbuyer and supplier is characterized as
‘arm’s-length’.  Such relationships are cheap terape, impose little dependence, and make it
possible for the buying company to switch suppliben better conditions are offered elsewhere.
Investments in this type of relationships are ladjtmaking it appropriate to identify this as a
‘low-involvement’ approach towards suppliers (Gadde Hakansson 2001).

In the 1980’s however, the above benefits assatiaith low-involvement relationships became
subject to reinterpretation, since companies becawsre of the advantages available through
increasing involvement with suppliers. In high-ilweament relationships a customer can make
better use of the skills and capabilities of sugagli Through such relationships a buying firm may
improve both in terms of cost rationalization aedhnical development by relying on supplier
resources. Cost rationalization involves activitteacerned with the company’s need to carry out
its day-to-day operations as efficiently and ecoivalty as possible. These efforts include
systematic influences on design, manufacturingistmy, and administrative operations. The
main sources of the potential benefits are the atuddaptations between buyer and supplier
(Gadde and Hakansson 2001). In these rationalizafforts the single most important issue is to
develop effective routines for dealing with a largenber of purchases (Ford et al., 2003). Thus,
rather than trying to optimize a single transactienthe main concern in arm’'s-length
relationships - buying firms relying on high invelment relations consider series of transactions
in their rationalization efforts.

Buying firms can gain from suppliers also when @nmes to innovation and technical
development. Suppliers can be important resourawighers for the technical progress of
customers. In this respect suppliers’ problemiaglability and potential development role have
become increasingly important over time. Today, infoms are involved with products and
services based on a variety of technologies. Thexdf has become increasingly difficult for the
single firm to develop and maintain its own capfbih each specific area of technology relevant
to its operations (e.g. Granstrand et al 1992; edrdl 2003). Buying firms thus have come to
rely more and more on suppliers as sources of temhtevelopment and product design (see for
example, Takeuchi and Nonaka, 1986; Womack et @90;1Bonaccorsi and Lipparini, 1994;
Wynstra, 1988; Croom, 2001; Johnsen and Ford 200 .efforts of buying firms to improve in
terms of rationalization and innovation thus haeerbbased partly on outsourcing of in-house
operations to suppliers.

Specialization and access to supplier resources thugh outsourcing

In an historical review of purchasing, Morgan (1P3%aims that in the reengineering of
purchasing starting in the 1980s a main issue wadgrig an operation or function traditionally
performed in-house and jobbing it out to a contraahufacturer or third-party service provider”.
The impact of outsourcing was substantial, whichustrated by, for example, the changes in the



proportions of inhouse manufacturing and suppldivdries at Ford Motor Company. In 1980
the costs of components and systems manufactuieolise accounted for 70 % of the total cost
for producing a Ford Car. Twenty years later sigpplaccounted for 70% of total costs, while
the proportion of in-house manufacturing had desgdao 30% (Quinn, 1999). Similar changes
occurred for most car manufacturers although mbthese started from an in-house proportion
lower than Ford. The outsourcing trend first diffidsto other industries based on assembly of
components and systems, such as home appliancestetgmbmmunications. The most
widespread impact, however, relates to informatiechnology (see e.g Lacity et al, 1995;
Barthelemy and Geyer, 2004). Increasingly, howewther types of services are subject to
outsourcing like ‘general’ business services (Kakide and Kakabadse, 2002) and logistics
(Razzaque and Sheng, 1998; Carbone and Stone,. 2005)

Numerous analytical frameworks have pointed outpbtential consequences provided through
outsourcing (e.g. Bryce and Useem, 1998; Vining @hmberman, 1999; Quinn, 1999 and 2000;
Gilley and Rasheed, 2000; Momme and Hvolby, 200&,K003; Mc Ivor, 2003; Berggren and
Bengtsson, 2004; Abdel-Malek et al., 2005; Bueldad Haucap, 2006; Jiang et al., 2007).
Despite the huge amount of literature dealing witksourcing, however, the actual realization of
the potential benefits is less well documentedgBemn and Bengtsson (2004:211) claim that, for
example, cost savings “tend to be taken for grariiatdetailed analyses of actual outcomes and
potential side effects are hard to find”. We wilinge back to these issues in our analysis of the
impact of offshoring to low cost countries.

Finally we can conclude that a general view of biemefits that outsourcing is suggested to
provide to the buying company are “full utilizatioh external suppliers’ investments, innovation
and specialized capabilities that would be prohibly expensive to acquire or even impossible
to duplicate internally” (Quinn and Hilmer, 1994)48 must be emphasised, however, that high-
involvement relationships with suppliers is a poetisite for the full exploitation of these
advantages. Increasing involvement with suppliarsurn impacts on the supplier base of the
buying firm.

Consolidation of the supplier base

A third strategic issue related to the transfororatdbf purchasing concerns the supplier base.
Numerous examples of considerable reductions of ntwbers of suppliers for individual
companies have been reported (e.g. Avery 1999k S1@89; Milligan 1999 and 2000; Dubois
2003). At first glance it might seem strange tiegt humbers of suppliers decrease at the same
time as outsourcing is increasing, but there aversé explanations behind these changes. First,
the enhanced attention to high-involvement relatiips illuminated the substantial costs of
handling and managing suppliers. When low-involvetmwas the recommended approach
companies relied on multiple sourcing in order eéduce dependence on individual suppliers.
Multiple sourcing implies a large supplier baset, $ince involvement in arm’s-length relations is
limited, the costs for handling the supplier baske not be too comprehensive. These conditions
changed when high involvement became a strategiejssince this approach is applied in order
to establish substantial activity links, resouriEs,t and/or actor bonds with suppliers. These
efforts are resource demanding and so a buying darmot handle too many high involvement
relationships (Gadde and Hakansson 2001). In masgsctherefore buying companies turned
into single sourcing of components and other ingms (see e.g. Newman 1988).

A second explanation of enhanced consolidationffisred by increasing reliance on system
sourcing and reduction of the supply base. Systamcgg is one way for a company to reduce
supplier-handling costs by assigning one vendosujoply a system of five components rather



than dealing with five component suppliers indivatlp The gains in relationship handling costs,

however, have to be balanced against the compleatigins arising when both production and

development of systems are outsourced — sometimegferent suppliers (Gadde and Jellbo,

2002). Furthermore, companies with a multitude pérations and plants may gain substantial
cost benefits by centralizing their buying efforts. doing so they may be able to reduce the
variety of the input on the supply side and stadidarrequirements which may improve quality

and consistency of supply. A further step in thigation is when the supplier takes on other
manufacturers’ products in its assortment to céfverwhole demand range of a specific customer
(e.g. Dubois, 2003).

So far we have dealt with the relationship betwdenbuying firm and individual suppliers. We
need to take into consideration also how the seapplin the supply base are connected. A
customer can achieve considerable benefits thraggire co-ordination of what is going on
between suppliers, and through adapting its inteopeerations to a network of embedded
suppliers, rather than to individual vendors (Lamgnet al., 2000; Ford et al., 2003; Choi and
Krause 2006). For example, the assembly operatibrasr automobile manufacturer would be
difficult to conduct efficiently if each supplieretivered in its particular way. In this case, the
buyer can improve performance considerably by amjjam the supplier network so all suppliers
deliver in a coordinated way.

OUTSOURCING AND OFFSHORING TO LOW -COST COUNTRIES

In this section we provide some brief details conicgy the effects of companies’ attempts to
source and produce in low-cost countries. It isnodal that the first steps of what is identified as
offshoring were taken in the 1980s when Americapress outsourced its accounts receivable
processes to India, followed by Texas InstrumentsMotorola locating their captive technology
centres in Bangalore (Lewin and Peeters 2006). §dmme authors argue that it was in the
economic recession after the dotcom hype that offisg really took off since US firms searched
for cost-cutting strategies. India is still the m&cation for these arrangements later followed by
Malaysia, China, Philippines and other Asian cdastrwhile European firms initially relied on
the Baltic states, Poland, Hungary etc. and theweahdurther east towards Ukraine, Belarus and
China.

In the beginning offshoring ambitions related tkirig out costs by shifting manufacturing or
assembly operations to low-wage countries and g@iraccess to emerging markets by
establishing presence (Lewin and Peeters 2006}.9ao81gs has continued to be the main reason
and in the survey by Lewin and Peeters 93% of #spandents declared this to be the main
driver while access to new markets was mentione83%y. Over time however other factors have
gained in importance. More than half of the resgmtsl declared that ‘improving service levels’
and ‘assessing qualified personnel’ were imporsartegic drivers in their offshoring decisions.
These figures show that the increasing outsourafrigrhite collar’ jobs and technical functions
is a general trend. The functions most frequerffisghored were IT (66% of the companies in the
survey), finance/accounting (60%), contact cenfsdgo), and engineering services (44%). What
might be more surprising is that one third (32%)teé companies had offshored research and
development activities. When it comes to futurenplaesearch and development is the function
that was expected to grow most of all with a fosted offshoring growth rate of 81 % between
2005 and 2008. The survey also identified whetherdffshored operations were captive (i.e.
owned and operated by the offshoring company) ¢scauced to a service provider. The study
shows that about one third of the implementationslive the captive model while two thirds are
outsourced to others. IT and contact centres anesdlentirely outsourced to service providers



(about 90% of the implementations), while finanaed aaccounting, and procurement are
primarily captive (more than 50%). Again researahd adevelopment shows a somewhat
unexpected pattern since the distribution betwegsonrrced and captive arrangements showed to
be 53%-47%.

Company illustrations of these changes includegk@mple, that the Boeing Co has established a
centre for design and technical work in Russiact®roand Gamble has its taxes done in Costa
Rica, and General Electric has built an R&D centrindia with a staff of 500 people (Vestring
et al, 2005). In all these cases availability dflet people played an important role. Russia is a
country with deep aerospace engineering capabilimsta Rica has a strong cadre of workers
with accounting skills and the GE staff in Indiansists to one third of locals with doctorates.
Texas Instruments, IBM, and Intel are setting umgiex production and R&D facilities in India
and China (Lei 2007). Airbus is presently involiedleveloping new airliners in a radically new
way. Previously the company designed, engineened,nsanufactured as much as possible in-
house and subcontracted components on a striadd-tmipprint basis. Today, also design and
engineering tasks are delegated to external partmad about 50% of the aero structure work is
done in low-cost regions (Betts 2007). It is polssthus to agree with the conclusion by Gupta
(2007:7) that outsourcing arguments seem to basitiag from pure cost savings from labour
arbitrage to that of value creation through leverg@f resources”.

Once large firms become involved in offshoring efdike these, the basis for the division of
labour may change completely, in turn affecting ooly firms but also countries. For example,
China is now the third largest R&D performer in therld (Anonymous 2005). Moreover, when
it comes to China’s economic growth it is claiméett“outsourcing has fueled much of this
growth” (Lei 2007:24). These changes in the divisid labour have been perceived as threats in
other countries. One example is that in the presialecampaign in the US in 2004 “no economic
issue generated more heat or shed less light Headebate over offshore outsourcing” (Mankiw
and Swagel 2006), primarily because of its expectatsequences for domestic jobs. However,
the conclusion by the authors is that it is unljkiélat offshoring accounted for a meaningful part
of the job losses in the recent downturn. Simitguuenents are raised by Harrison and McMillan
(2006) declaring that the increases in employmegnuB-firms in low-cost countries have not
hurt employment at home. Other analysts point ® akvantages related to changes in the
division of labour, which historically have increassocial welfare, even when reducing the
number of domestic jobs (e.g. Farrell 2004; Baihg &arrell 2006: Blinder 2006; Venkatraman
2004). In this paper the societal consequencesitsbarcing are not discussed further since our
aim is to deal with the implications for companiés.the section below we bring up some
problems with outsourcing identified in previousdies.

Problems in outsourcing — a movement towards backesircing

It was mentioned in the Introduction that in mamases the effects of offshoring to low-cost

countries have not met expectations. It was poiotgdalso that one of the reasons for these
shortcomings relates to lacking analytical rig@roup-thinking’ have made companies perceive
the pressure to outsource irresistible and the ttlaa “it is not appropriate is fast becoming

inconceivable” (Hendry 1995:196). Other quotesilioate the inadequacies in this respect:

“The fundamental query ‘to outsource or not to outse’ has been beyond
the analysis” (Berggren and Bengtsson 2004:221).

“offshoring strategies largely emerge as...opportimtsttom-up random experiments
that evolve following trial and error” (Lewin ané&ers 2006: 225)



“businesspeople often do not fully understand thraplex relationship among
outsourcing and corporate sources of competitivamtéige” (Lei 2007:21)

“Offshoring is often done with little or no undeastling of its true costs.
Oftentimes the cost benefits are calculated salelthe basis of the incredibly low labour
cost.” (Hogan 2004:76)

“They should look carefully at the economics befiniey send production overseas. Too
many of them overestimate the savings to be had foing abroad”. (Venables 2005:7)

“The low unit product cost....is only one part ofery complex equation and must be
considered against the direct, indirect, and hidotests of longer and
more complicated supply lines” (Smyrlis 2006:6)

It is not surprising that the shortcomings whendines to analytical rigor and cost estimations
have caused severe problems in implementation amseguent disappointments in terms of the
actual effects of offshoring. As reported in thérdduction these experiences have made many
companies reconsider their previous decisions. Sunservations are reported in a number of
studies. In a survey organized by the American Mangent Association three quarters of the
respondents stated that outsourcing outcomes Had fnort of expectations, and more than half
had brought at least one outsourced activity badkouse (Bryce and Useem 1998). Lacity and
Wilcox (2001) found that a third of the companiestlieir survey had cancelled outsourcing
contracts. Linder (2004) summarizes experiences frloree surveys concluding (i) that most
companies found that outsourcing outcomes haverfahort of expectations (three quarters of
the managers in a survey), (ii) that 20-25 peradnmbutsourcing relationships end within two
years and that 50 percent fail within five yearsd diii) that only about 10 per cent were
completely satisfied with their outsourcing arramgets. The technology research and consulting
firm Gartner reports that 52% of small-business] 48% of mid-sized business contracts are
backsourced once the contract has been discontifWeéditen and Leidner 2006). JP Morgan
Chase & Co returned all IT-functions back in-howdter having them outsourced to IBM
(Cowley 2004). Finally, a recent Compass poll oéd@axives from 70 outsourcing companies in
North America found that only 4 percent of thesgaoizations would not consider taking all or
some services back in-house when their contract teas to expire (Fowler 2006). Later in the
paper we will come back to the causes of theseetpmsces as they are presented in the
respective papers. We use them as illustratiomsiirexploration of the reasons underlying the
problems associated with outsourcing and offshgiimg@articular to low-cost countries.

A NETWORK EXPLANATION TO OUTSOURCING PROBLEMS

Our review of the transformations on the supplggficompanies illuminated three main
changes:

- increasing reliance on suppliers through outsagrc

- increasing involvement in relationships with sligns

- consolidation and coordination in the suppliesda

Initially these three changes were complementaejoi® the transformations on the supply side
most companies tended to rely on ‘make’ rather thag’, which called for a broad spectrum of
internal capabilities and resources. Through outtdog and specialization companies were able
to improve their performance. Activities subject ttansferring to suppliers were previously



integrated within the buying firm. When these ofgierss were outsourced they still needed
integration. In turn, this called for high-involvent relationships with suppliers. Moreover, the
operations of a particular supplier had to be coatéd with the operations of other suppliers.
These conditions made it necessary to reduce tieeo$ithe supply base since collaboration and
coordination is resource demanding. Before thesfoamation a buying firm normally relied on
huge numbers of suppliers. Multiple sourcing and-ilevolvement with suppliers were the
preferred purchasing strategies in order to reddependence on individual suppliers and
encourage competition among these. When theseegigat were challenged in the
transformations on the supply side, outsourcingeligment of high-involvement relationships,
and supply base consolidation, tended to go hadinzira.

The basic point of departure for our analysis iat tthese conditions are no longer at hand.
Increasing outsourcing, and particularly offshortogow-cost countries, tends to contradict the
ambitions of buying firms when it comes to strategims concerning supplier involvement and
the features of the supplier base. In our anabyfstie impact of offshoring on the overall supply
conditions we rely on the industrial network modelg. Hakansson and Snehota 1995). The
exploration of the consequences of offshoring tw-émst countries thus relates to the three
network layers: activities, resources, and acteos.each layer we present its main characteristics
after the transformations on the supply side, fe#ld by an exploration of how offshoring to low-
cost countries may affect these features.

Off-shoring and the activity layer
Features of established activity patterns

The main characteristic of the networks’ activigtterns after the supply side transformation is
increasing integration of business processes. $gnidation within and between manufacturing
and logistics processes has become a top prianitynbst firms (see e.g. Pfohl and Buse 2000;
Christopher and Towill 2001, Garcia-Dastugue anthhert 2003, Juttner et al 2006). The first
main impact of process integration was the devetognof just-in-time deliveries in the
automotive industry in the beginning of the 198Disese pioneering attempts were followed by
similar implementations in other industries and tesign of systems for efficient-consumer-
response (ECR), see for example White and Pea@dl), Bhatt (2001), Kaynak (2002),
Kannan and Tan (2005), and Christensen et al. {200% main characteristic of these systems is
the increasing interdependence among activitiesvi®us arrangements typically relied on
inventories functioning as buffers that decoupleduentially related activities from each other.
Once these buffers are eliminated the sequentiefdependence must be coordinated in other
ways. A particular problem here is that owing toedplization in supply chains these
interdependencies increasingly cross the boundarfieirms. The requirements on, and the
effects of, systematic planning for activity coarakion are discussed in Jonsson and Mattsson
(2003a, b) and Jonsson and Zineldin (2003).

Some other reconfigurations of activity patterngenaontributed to increasing interdependence
and subsequent requirements for coordination.I¥irstistomization’ in relation to the particular
needs of specific business partners has becomssaa bn the top of the management agenda
(e.g. Lampel and Minzberg 1996). In the effortstistomize, the principle of postponement has
been instrumental since it “enables firms to previdoduct variety and quick responses” (Kotha
1996:42). Increasing attention to, and consequemdéeshe principle of postponement are
discussed in, for example, Pagh and Cooper (1988)Hoek (2001) and Su et al (2005). ‘Mass’
customization is applied in numerous and variodsistries and firms, such as IT (Feitzinger and



Lee 1997), home appliance products (Henke, 20@Xtiles (Abecassis et al., 2000), farm
equipment (Berman, 2002), and electronics (PartandrHaapasalo, 2004).

Secondly, the ultimate form of postponement andornization is build-to-order. Build-to-order
implies that the individual customer's order iniéia the supplier's operations (see e.g.
Gunasekaran and Ngai, 2005). In this way it becomessible to completely eliminate
inventories of finished products. This approacltasnmonly used in the PC industry which is
characterized by short product life cycles and w$kobsolescence (Magretta 1998, Hulthén
2002). In the car industry, build-to-order prodantiis a major issue, because car buyers
nowadays are given the opportunity to be involvedhe design of the product (Alford et al
2000). For example, a study in the UK found thafo75f the cars sold in 2002 were
individualized in some way (Svensson and Barfo®220

The main conclusion concerning the features of erurmactivity patterns is thus the strong
sequential interdependencies following the suppisic logic (see for example Dubois 1998,
Dubois et al 2004, Hakansson and Persson 2004).

Impact of outsourcing and offshoring

Business process integration and the subsequecitreyrization of activities crossing boundaries
of firms is thus the main outcome of the transfdrom of the supply side of companies.
Offshoring to low-cost countries results in disgration of these business processes and requires
the establishment of new activity links with newslmess partners. Moreover, these new links
need to be coordinated with prevailing links aldhg whole supply chain. It is not surprising,
therefore, that many findings regarding the consaqes for the network’s activity pattern tend
to be negative.

The changes in the reconfiguration of activity @ats following offshoring lead to problems with
activity synchronization exemplified in, for examaplMucha (2003), Trunick (2004), King
(2005), Li and Lin (2006). A typical example of #gechanges is described in one of our own
case studies dealing with a Swedish firm (Bankealal. 2004). This company (Telecom Inc.)
began sourcing some components from China in tHg 2800s and over time these efforts were
extended to involve other components and also ddgaperations in own facilities. One impact
of the change is that sea transportation from Ctiraweden takes about eight weeks. Owing to
the prolonged lead-times, security stocks are reduand inventories have to be kept by Chinese
suppliers, Telecom’s Chinese pre-assembly facdityg their Swedish facility dealing with final
assembly. Moreover, the demand and supply volumes@mewhat unpredictable and Telecom
also has to meet urgent demands. In China the iotiea amount to about two months of
demand of which Telecom China stocks 20% and sengplkeep the remaining 80% of
inventories. These costs for warehousing and tgedapital considerably reduce the benefits
obtained through low-cost labour. Another comparoyved operations to Estonia and found that
lead-times had to be increased with three week® Weeks are required for transportation and
assembly and an extra week is added for securityores. A related offshoring problem is the
increasing requirements for packaging, which alse tapital. This is necessary because the
assembled products have to be customer packedani&¢Bankvall et al 2006).

These examples seem to be representative of ggmetdéms related to ex ante identification of
activity modifications required and additional coassociated with offshoring. For example it is
argued that companies underestimate the problethsofishoring in China (Forrest 2005. In

many cases offshoring firms have not “thought tigitothe logistics of delivery assurance of
supply, flexibility of supply and quality”. In sifair vein Venables (2005:7) claims that too many
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“fail to recognize the problems dealing with invenyt obsolescence, and currency exchange”.
Such shortcomings lead to unexpected costs and offdtering less economical than expected.
Smyrlis (2006) discusses indirect and hidden cas$eciated with moving operations to low-cost
countries. Indirect costs include shipping fromaAsiesting and de-nesting of containers at both
ends of the ocean freight, inventory storage, rim$ehandling, procurement, insurance and
financing. These costs may be difficult to estimiate are possible to identify to some extent.
Other costs are less visible and these hidden @oslisde, for example, costs associated with
lengthened supply chains. The extension of chaeans that it will (i) take more time to move
products, (ii) be more difficult to manage the dypghain, and (iii) induce larger fluctuations
which create costs. In addition, Smyrlis (2006) alode that numerous studies in recent years
found that logistics costs are considerably high&hina than in many developed countries.

The final outcome for many offshoring firms is tbfare that costs are rising and service levels
are dropping in comparison with expectations ($eegxample, Barthelemy 2001; Hirschheim

and Lacity 2000). The main explanations behind eéhefects are, incomplete analyses, that
contracts many times are poorly negotiated, anchestiarges owing to problems in estimating
indirect and hidden costs related to the transftonaf activities.

Above we touched upon increasing uncertainty amblpms with planning. Telecom Inc.

experienced increasing risks and uncertaintieseiation to their Chinese operations. For
example, the long lead times impose obsolescenaelgmns when it comes to facing-in new
products and facing-out old ones. Another type wfautainty relates to fluctuations in raw
material prices, since Telecom China signs longiteontracts with suppliers with fixed prices.
Uncertainty concerning exchange rates and produatity are also offshoring consequences
experienced by Telecom Inc.

In most cases the impact of outsourcing on actie@gfigurations is discussed in terms of the
consequences for individual supply chains. In tgahowever, the activities in a particular
supply chain affects (and are affected by) acésitin other supply chains (Christopher 1998,
Gadde and Hakansson 2001). Such effects are dtestin the Telecom Inc. case. Over the years
Telecom has put in massive efforts to make its reanturing operations in Sweden as ‘lean’ as
possible. The company had adopted the common lggiyschain approaches, like just in time,
in order to be able to reduce inventories and shoktad times. These principles had to be
abandoned when the company gave priority to reapi@dpenefits from the low prices of Chinese
suppliers. Consequently, the activity patternshim $wedish facility for final assembly had to be
reconfigured and rely on buffers in terms of inweigs. One of the representatives of Telecom
described the reorganization of the inbound opamatiof the Swedish assembly unit as “going
ten steps backwards”.

Offshoring and the resource layer
Features of established resource constellations

The literature review of the transformation on thapply side of companies showed that
outsourcing initially aimed at making better useedources located outside the boundary of the
firm. The main reason behind this development ésititreasing problems for the single firm to
be at the cutting edge at all the technologies bichvit relies. For example, Masi (2006:14)
points out the benefits of a cross-company appréaehtime when the “mix of skills needed to
produce even a simple household appliance excebds amy company can assemble or, more
importantly, manage”. Therefore, at an increasixter®, the resource base available to a
company is located outside its ownership boundafiesmake the best use of its total resource
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base a company needs to coordinate external amchahtresources in the short term and secure
long-term joint development with business partners.

The short term performance of a specific combimatibresources — whether they are external or
internal — is contingent on the way resources depted to each other. Through adaptations the
combined benefits of two resource elements willebhbanced. This insight is the basis for the
increasing attention to high-involvement relatidpston the purchasing side. Close relationships
makes it possible to integrate processes and egehamowledge. These potential benefits made
buying firms reconsider previous business recipesmmending arm’s-length relations in order
to avoid dependence. Adaptations in high-involveimelationships are key mechanisms in what
is considered ‘systematic combining of resources’ order to enhance productivity and
innovation (Gadde and Hakansson 2006). This combimhay be more or less consciously
undertaken, and more or less successful. Irresgeofiwhat alternative is actually at hand, the
resource elements become increasingly related tiwer through their interfaces. The more
systematic combining, and thus adaptations, of tespurce elements — the better they will
function in relation to each other. On the othemchahe better they function in relation to each
other — the more difficult it will be to use theskements effectively in combination with other
resources. Therefore, any resource adaptation beusbnsidered an investment that constrains
the utilization of the particular resources invalv®ver time resource constellations are modified
and adapted to new conditions. However, the oppitits for future recombining of resources
are dependent on previous adaptations which teuliteéot the future development of resources.
The principles for, and consequences of, systemasicurce combining are discussed in Gadde
and Hakansson (2006) and Jahre et al (2006).

Implications of outsourcing and offshoring

Outsourcing was originally the outcome of buyingri’ efforts to better exploit and explore
resources available outside the border of the omgardzation. The same driving force is still
crucial and illustrated, for example, by Hawkin®@8:12) claiming that outsourcing “offers a
dynamic opportunity to benefit from low-cost prosid, access new skill bases, integrate
specialist capabilities and drive down cost”, a game time as it can reduce head count to
achieve short-term targets. The study by Lewin Bedters (2006) concluded that cost saving is
the main strategic driver for offshoring. Howevence firms start experimenting with offshoring
“they quickly discover a seemingly unlimited soufetalented people willing and capable of
providing high-quality work in many different arédgbid. p. 235). Again we are confronted with
difficulties in predicting offshoring effects, birt this case the impact is on the positive side.
These findings are in accordance with the recomiatém of Langlois and Robertson (1992:131)
where it is argued that in early stages of devekqrfexperimentation is a much more important
concern than coordination”.

What is obvious from the analysis of the activitgttprns in the network is that the basic
infrastructure for logistics is crucial for offslwg outcomes. In low-cost countries this

infrastructure is typically less developed in congn with the previous ‘home-based’ logistics

structure. For example, McKinsey Corporation codeki that despite the fact that many
developing countries are improving their logisticsmsiderably, problems occur when it comes to
terminals and transportation vehicles (Dobbersgtial 2005). China is one of these examples
where the logistics “infrastructure is poor by Weeatstandards”, illuminated by rail bottlenecks,

railcar shortages, and truck capacity (Handfield BitCormack 2005:34). Also when it comes to
logistics planning and supply chain managementkih@y Chinese companies tend to have a
limited understanding (ibid. p. 30). On the othand, however, Chinese production lines are
perceived very reliable, since managers are skdtgaoduction planning and scheduling.
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Initially, off-shoring was concerned with resourgessceived to be 'non-core’ — mainly in order
to gain from labour arbitrage (Gupta 2007). Howewar indicated in the Introduction, evidence
from research suggests that over time more advaaséd and systems have become subject to
outsourcing. In the IT industry, for example, Beulet al (2005) identified a shift from
outsourcing of single applications towards ‘infrasture management’. In the same vein Linder
(2004) made a distinction between ‘conventionatl &nansformational’ outsourcing. The latter
form of outsourcing is not necessarily just for famme activities and is not characterized by well-
understood processes and easily measured outpats.eStended offerings show to increase the
risks and the requirements on both the vendor hadtlying company. On the other hand they
also provide opportunities for greater benefits @nd claimed that it has become increasingly
profitable to outsource projects that are more dempand strategic in nature (Gupta 2007).
Obtaining these benefits will require that clieatsl vendors "are prepared to get into a strategic
long-term relationship (ibid. p. 7). We will bringp this aspect in the discussion about the actor
dimension.

Offshoring and the actor layer
Features of established webs of actors

The central characteristics of the actor dimensiave been brought up indirectly in the previous
sections on transformations on the supply sidehin discussions of ‘changing buyer-seller
relationships’ and ‘consolidation of the supplieasb’. When it comes to the nature of
relationships buying firms found that avoiding degency on individual suppliers also implied
avoidance of the benefits associated with highliement relationships. When buyers wanted to
exploit these advantages and modified the viewnefélationship content they also had to reduce
their numbers of suppliers since close cooperasisasource demanding. A further change in the
efforts of improving conditions on the supply sidas been the active attempts to establish
connections among the suppliers in the network.

Impact of outsourcing and offshoring

Offshoring and outsourcing to low-cost countrieplies changes in the actor structure since it
means abandoning established relationships in theerdt structure and building new ones.
Moreover connections between current suppliers vgllaffected. Also this seems to be an area
where companies underestimate the requirementsexample, King (2004) argues that many
companies have been surprised with negative reswlitsy to shortcomings in this respect. To be
successful in these efforts it is required that panies are aware of the fact that “close attention
must be paid to everything about the client-vengétationship: from the criteria for selecting a
vendor, to the details of the outsourcing contraxthe frequent monitoring of progress, to the
level of control exerted over the vendor, to thesleof trust that is developed in the client-vendor
relationships” (King 2004: 2). Crucial issues ire thctor structure thus include the numerous
investments in buyer-seller relationships to esghldommunication patterns, personal relations,
quality control systems etc. At the same time pesiinvestments in efficient supply chain
practices may be made obsolete, such as just-m-tigliveries and customer order driven
production systems.

The crucial role played by relationships with besis partners for well functioning outsourcing
are pointed out in numerous publications. Tompketsal (2006) claim that successful
outsourcing depends as much on the kind of relstipndeveloped as on the details of the
operational execution. Whitten and Leidner (2006)6fbund that one of the key drivers for
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backsourcing was “poor relationship between thedeemnd the outsourcer”. The nature of the
business relationships tend to become increasingbprtant when the scope of outsourcing is
enhanced to include also activities perceived ‘cdfer example, Lei (2007) concludes that
demanding technical specifications and intricatenuf@cturing requirements call for close
cooperation and continuous knowledge sharing. Leaimd Peeters (2006:234) identified
examples of successful outsourcing of critical\dtitis. In these cases Western companies were
“not considering service providers as mere suppligh organizational processes but instead
building partnerships and strategic alliances whittm and embedding these providers into their
core organizations”.

Business relationships seem to be vital also s é&lvanced types of outsourcing. Smyrlis (2006)
claims that a crucial means to improve conditionbgistics services would be to develop closer
relationships with transportation providers. Suckutions would cost more but also improve

benefits and require other relationship features tstandardized logistics. In the section on the
resource dimension it was emphasized that thetlogimfrastructure and supply chain planning

is a drawback in China. Even so, it is claimed thadistical considerations and expertise might

be important factors when choosing a partner, levenas important as the relationship which
includes the networks of contacts the local parwikibring into the project” (Denault 2006:52)

Therefore, the active management in business aakttips is vital to outsourcing performance.
Overby (2007:2) concludes that misjudging the manant efforts required was one of the main
problems in outsourcing since many companies watgrtbling because they underestimated the
knowledge transfer issues, the cultural differenesen the time zone issues”. Lei (2007) also
points out the importance of technology transfed groviding suppliers with access to
knowledge and skills in order to enhance theirgrenfince. Successful effects of such efforts are
exemplified in a study of Suzuki's program for dieygnent of their Indian supplier network.
Through systematic transfer of skills Suzuki mankgesignificantly change the nature, content,
and extent of the local supplier's capabilities #@& 2004). These effects are not always easily
accomplished. Wilkinson et al (2005) observed sewifficulties associated with ambitions of
UK firms to develop strategic partnerships in Chifbese efforts were hindered by barriers in
terms of “difficulties in staff training and retéom, problems in cross-cultural communication,
poor working practices in supplier firms, and coptrataff behaviour” (ibid, p. 1886)

In some cases the increasing attention to supgiationships has focused more on control than
on transfer of skills. For example, Hawkins (2006)ncludes that failures come when
organizations look to control through contractsnal@and not by building effective relationships.
Similarly, King (2004:2) claims that many unsucdekarrangements occur since firms thought
“they could offshore through a contract and thetlittle to monitor and manage the client-vendor
relationship”. The argument of Tompkins et al (232) is that “outsourcing requires giving up
control of a business function and trusting othereandle that function for you”. On this basis
they outline a comprehensive plan for developmeffit soch relationships. Similar
recommendations are provided by Totty (2007) pogqparticularly to the benefits that may be
attained in well-managed relationships in terms fof, example, shared expectations and
discoveries of hidden costs.

CONCLUSIONS AND IMPLICATIONS
In the presentation of the evolution on the supsgige of companies we concluded that

outsourcing served as an integral part of the toametion in the late 1900s. Outsourcing was in
fact the main instrument in these strategic chan@esgsourcing contributed to specialization in
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the activity pattern and moreover it provided asdesthe resources of suppliers that were vital
for the improvements of productivity and innovationthe buying firm. Some of the activities
transferred to suppliers were previously closetggnated within the boundary of the outsourcing
firm. When they were outsourced they still needeegration which called for close relationships
with suppliers, in turn affecting the prevailingdmess recipe of arms’-length relations. The close
relationships in the actor dimension were prergmsigor the integration of business processes in
the activity dimension and the mutual knowledgerisigain the resource dimension. And once
process integration and knowledge sharing werelasepthey further strengthened the bonds
among the actors. In this respect outsourcing wesmd in hand with other strategic
improvements on the supply side.

Outsourcing and/or offshoring to low-cost countriesnsiderably impacts on this network
configuration. Activities that are linked in suppiiains or other business processes will become
disintegrated and need to be linked to other aies/i And the more the outsourced activity has
been adapted to its present context — the grdateproblems with linking the new activity into
the same context. When it comes to the resourcerdiron one particular resource element has
been the main driver in recent outsourcing: the émat of labour. However, as illustrated by our
exposé, single resource elements are combineddntstellations of resources. Changes in one of
these elements will impact also on other elememtscansequently require modifications in the
interfaces among resources. The more efforts that Heen put into systematic resource
combining in order to make the current resourcestediation efficient and effective — the more
efforts will be needed in the recombining of themerce constellation.

Finally, outsourcing to low-cost countries breaksablished bonds between actors. As argued
above these bonds are investments made in ordienpmve performance in the activity and
resource dimensions. Breaking these bonds thussrbanhprevious investments lose their value
and that new efforts and investments are requivesbtablish bonds with actors located in low-
cost countries. Previous efforts aiming at constiidy the supply base are also challenged.
Cohen and Young (2006) conclude that when compamigsource more and more of their
business the result is that they have to managexpanded and increasingly complex supplier
base. In a survey of 700 US companies more thanofidhe respondents forecasted that the
number of contract manufacturers they manage shoaldase (Cecere 2005).

The conclusion of the above is obvious. When outsng is extended to involve low-cost
countries it does not necessarily go hand in haitid ether strategic aims on the supply side. On
the contrary, outsourcing to low-cost countriesdtain direct confrontation to vital interests in
all three network dimensions. It should come assurprise therefore that many outsourcing
arrangements have not lived up to expectationsamadconsidered failures. Our review of the
literature also shows that in many cases outsowactdties have been insourced (back-sourced).
It is easy therefore to agree with the conclusicawth by Cohen and Young (2006) that
outsourcing has become the victim of its own sutc@bie success of initial outsourcing has
turned many companies into what Cohen and Youngtifgeas ‘compulsory outsources’ — i.e.
companies that outsource more and more businebsimdgteasingly irrational expectations of
success. Our review illustrates that many outsagrdecisions tend to be based on incomplete
analyses. Indirect and hidden costs associatedowitsourcing can easily outweigh the benefits
in terms of reduced labour costs. Our argumertidas these indirect and hidden costs stem from
the impact of outsourcing decisions on the existiatyvork configuration.

The main conclusions

Our exploration in previous sections leads to tlmaé conclusions.
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First, the initial benefits provided through outsting made it a recipe for business success. A
business recipe represents particular ways of arigay controlling, and directing business
enterprises that becomes established as a donfimant (Whitley 1992) and define “what is
appropriate behaviour for firms and how these kiofisrganizations ought to work” (Fligstein
1990:295. A business recipe becomes powerful beciugflects what is perceived to Hee
successful pattern of business behaviour. Owinthése conditions recipes tend to build their
own momentum. History shows that business recigegircue to be exploited long after the
conditions that gave rise to their emergence armmger at hand (Gadde and Araujo 2007). Our
conclusion is therefore that outsourcing in maniyeations is overexploited. A decision to
outsource is based on expectations related eithatain solutions to some problems or to attain
unrealized opportunities. But there are always rotions available for problem solving and
opportunity realization. Therefore, outsourcing mbg a more or less viable alternative
depending on the characteristics and timing ofghsicular situation. A first strategic issue to
bring up in our implications is therefore to dissth®e alternatives to outsourcing.

Second, when outsourcing is found to be a relegptibn the main problem is to determine the
extent of outsourcing. This is a crucial issue sinar review indicated that there is huge variety
of alternatives available when it comes to decidemtwform to apply. The main strategic
consideration relates to finding the approprizambining of inhouse and external activities and

I esour ces.

Thirdly, the literature review showed that the tielaship with the business partner is of profound
importance for the outcome of the outsourcing verg discussed in the presentation of the
transformation on the supply side the involvemeetween buyer and supplier considerably
impacts on the benefits and costs of a relationskigrefore, the third strategic issue relates to
theidentification of the appropriate relationship invol vement.

The implications of our findings are discussed untteese three headings below. In these
discussions we bring in further findings from oiterature review.

The alternatives to outsourcing

Since many outsourcing decisions have been takinmoutiadequate analysis it might well be that
other options would have worked better in the padibn of what outsourcing was expected to
contribute to. Linder (2004) presents a frameworkanalysis of alternatives to outsourcing when
a company is involved in transformation of somatefousiness processes. The first, and most
obvious, alternative would be ‘do-it-yourself, .i.o continue in-house or at home. In many
cases, however, this alternative becomes a losee $he comparison with outsourcing is based
on the current in-house alternative. Forrest (2a0&)ms that a company sometimes would be
better of by redesigning its products and mainfaiaduction at home. In many situations,
however, companies tend to look at the currentgtesif the product and assume that its
redesigned predecessor will cost the same amouriotiuce, which is not necessarily the fact.
Similar arguments are presented by Venables (200®porting that Toyota still makes Corollas
in Silicon Valley. In his view staying local is ntodesirable when product life cycles are short,
obsolescence costs are high, and customers areséinstive, implying that long lead times will
cause problems. Also Mucha (2003) and Ritter argfn&ills (2004) conclude thatome
products are in fact not suited for offshore maaouwfang, for example, because they
incur huge opportunity costs since their weight esair shipment too costly in terms of
actual dollars and sea shipment too costly in tevfigss of schedule flexibility.
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Cattani et al (2005) have made an interesting cosga between two manufacturing set-ups.
The first, identified as a ‘focused strategy’, itlwaxl a combination of an offshore facility focused
on manufacturing of standard products and a flexittbmestic facility focused on making
customized products. The second strategy, idedtifie ‘spackling’, relies on the domestic
capacity to produce both customized and standatdizeducts. The analysis showed that in an
overall evaluation the spackling strategy was athgeous. By keeping the manufacturing of
standard products in-house the economies of sedleei production facility were improved at a
rate that compensated for the cost disadvantagesdation to producing standard products in a
low-cost country.

Benefits of staying home can be traced also iredperiences of companies that have taken home
activities previously outsourced to low cost coigsr In a study of call-service centers it is
concluded that ‘homeshoring’ can “expand a compmamgach for talented workers” since it
enables employers to hire workers from a much ogdographical area (Frase-Blunt 2007). In
many cases this staff showed to posses more adVakiks and be better motivated. Therefore,
home-shoring even resulted in cost advantages vitdinect costs and hidden costs were
considered. Caputo and Palumbo (2005) report tffiectsf of re-insourcing in the textile
industries. Companies bringing home functions olgidiadvantages in terms of stricter quality
control and capacity buffering to handle variations demand and lead times, which are
substantial in textile supply chains. Moreover, ohéhe companies also witnessed great benefits
form the set-up of a small line for pilot productiavhich could be used for improving product
development processes and customization.

In a long-term perspective cost chasing advantaggsdisappear also for other reasons. Lewin
and Peeters (2006) argue that cost reduction gieateare highly imitable and will provide
advantages only for short time. Furthermore, raljififtision of outsourcing to low-cost countries
will create upward pressures on labour costs iseheountries, implying that an outsourcing
company over time will have to move its operatiansund various locations. A further aspect for
consideration is that the importance of direct labis declining (Venables 2005), which makes
the advantages of low-cost manufacturing less alsvio

For the analysis of problems and opportunitiestedlao outsourcing numerous models and
frameworks are available. Among these can be meedid¢iolcomb and Hitt (2006), Yang et al

(2006), Vining and Globerman (1999), Momme and HydP000), Sislian and Satir (2000), and

Denault (2006).

The scope of outsourcing

Sanders and Locke (2005) criticize existing outsimgr frameworks and models for lacking
differentiation and argue that the outsourcing embdn reality is used for sourcing arrangements
of great diversity. On this basis they explore tagiety characterizing available outsourcing
arrangements and conclude that determining thenexte scope) of outsourcing is a crucial
strategic issue. In this respect they differentistveen four types of arrangements ranging from
‘out-tasking’ (transferring one or a few tasks)‘fidl outsourcing’ where an entire function or
process is outsourced. The main differential betw#gese arrangements is the extent of
responsibility offered to the vendor. Factors inpar on the scope of outsourcing are the
strategic importance of the task/function, the degf customization employed, and the nature of
the relationship with the supplier. Also Jahns|g2806) propagate for differentiation since the
off-shoring concept has been used to describe ditund of scenarios. The authors derive a
framework for understanding the features of diffief@rms of offshoring along two dimensions:
one contractual and one geographical. This framlewbould be seen as a means for broadening
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the view of companies to avoid that they negleet ibtential benefits offshoring may actually
involve. Similar arguments are raised by Lewin aRdeters (2006) claiming that more
differentiated approaches are required when outgayrchanges from cost chasing to efforts
aiming at creating value and enable innovation.oRenendations for such differentiation are
made also for sourcing in general (e.g. Bensao®,182dde and Hakansson 2001, Wagner and
Johnson 2004).

The main conclusion concerning the scope of outsogris that relying on a combination of
scopes is the most appropriate approach. For exarmpla study of IT-outsourcing ‘selective
outsourcing’ showed to result in the most succéssfiangements (Whitten and Leidner 2006).
These arrangements were ‘selective’ in two respé&dtst, they relied on an ‘intermediate’ level
of outsourcing (between 20% and 80% of the totaldet). Second, successful organizations
tended to “selectively outsource and subsequeathacksource” (ibid. p. 606) thus making the
scope of outsourcing a dynamic issue. Another tfpeombining is discussed by Fowler (2006)
on the basis of a survey of 70 North American camgminvolved in outsourcing. The study
shows that small and midsized vendors tend to atléemts to demand customized solutions and
be more adept at servicing clients than largerrapgdéions are. For a global company this means
that “a selective approach employing a mix of raegigplayers and insourcing can be the global
optimal mix” (ibid p. 3). One of the characteristiof this mix is that a truly global company may
outsource to itself by moving operations betwesrdtilities. Such arrangements have shown to
be important for large multinational corporatiohatttend to break down their value chains into a
variety of discrete functions and locate them wherethey can be carried out effectively.
Securing high performance in these operations reguransferring technical and managerial
knowledge to upgrade the skills of local suppliéEsnst and Kim 2002). The benefits of
knowledge exchange and learning are mutual. Custoraetively involved in generating
feedback from suppliers may benefit consideralbdynfacross-country knowledge transfer (Kedia
and Lahiri 2007).

Decisions concerning the scope of outsourcing ntakeé the connections between various
functions and operations into consideration. F@angxle, there is an ongoing debate concerning
the relationship between in-house manufacturing iandvation ability. One argument is that
outsourcing of manufacturing operations provideseas to supplier resources that may be
beneficial for internal design and developmentvéotis. The other view is that a company
lacking internal production operations will losens® of its innovation capabilities since the
integration of manufacturing knowledge in produesidn and development will be missing. In
our view both these arguments may be valid. Theaactutcome in these respects is contingent
on the nature of the relationship between cliemt @endor in the particular case, which is the
theme of the section below,

The client-vendor relationship

The literature review clearly illustrated the sfiggant impact on outsourcing outcome due to the
nature of the business relationships. It is evgneat that successful outsourcing ultimately is not
about processes and requirements. Rather it isethdt of a “continuous build up of ‘social
capital’ between customer and supplier” (Overby228 A huge bulk of publications deal with
processes for building relationships with providefoutsourcing services (e.g. Tompkins et al
2006). It is interesting to see that the networktegt of the relationship is seldom dealt with in
these publications. We find it crucial that thipedt is taken into consideration and suggest Ford
et al (2003) for recommended action in this respEot importance of business relationships and
networks has been enhanced by the shift from dwsding towards value enhancement. Kedia
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and Lahira (2007) conclude that in value enhancéraerangements cumulative experience
sharing and learning are vital and that these pitibns require strategic partnerships.

We agree that the performance level of an outsograirangement can always be improved by
increasing the involvement in terms of process gratton and resource combining.
Unfortunately, the benefits of increasing involvernare accompanied by increasing sacrifices.
Adaptations in terms of process integration, resewombining, and interaction among people
are always costly. In many situations, therefdne, henefits of increasing involvement are more
than offset by increasing costs. Both customer sungplier must thus carefully evaluate the
relationship benefits and the relationship cossoeated with different degrees of involvement
and identify the appropriate level. The supplielatienships of a firm therefore should be
characterized by variety: in some cases a highkewoent approach makes sense while in other
situations low-involvement is preferable (Gadde &t&kansson 2001). The need for variety is
advocated also by Kedia and Lahira (2007:13) cdaficty that “all forms of cooperative
behaviour between clients and providers are notstiree in terms of value proposition and
degree of involvement”. Further empirical illusiosts of the need for differentiation when
sourcing from China are provided by Campbell ef2804), Salmi (2006), and Nassimbeni and
Sartor (2006).

Irrespective of the level of involvement customiease to engage in some way in the operations
of the supplier in order to secure the performanfcéhe outsourcing arrangements. Therefore,
‘teaching suppliers’ is an important managerialigs$or buying firms (Sachin and Mabert 2004,
Gadde and Hakansson 2007). These teaching actidtacern both what is required by the
individual supplier and what is needed by the nektwaround the single supplier. It is vital,
however, that these teaching efforts do not becowegly ambitious. First, the potential gains
from teaching have to be balanced in relationg@dtsts. Second, too detailed directions from the
client might hinder the vendor to make the best afsigs available resource set-up. Therefore,
outsourcing requires the client to give up somé@wtontrol ambitions when operations are no
longer carried out in-house. This is a problemrfany companies since increasing attention to
value enhancement also results in enlarged risksxp (Beulen et al 2005; Crone 2006) which
in some way have to be dealt with through contngllctivities (Amaral et al 2004). All efforts in
this respect need to take the contexts of bothtctiad vendor into consideration.

Concluding comments

The outsourcing boom in the last decades of theD4d9frovided major benefits to most
outsourcers (but not to all). A huge untapped resopotential was made available through the
suppliers of the company. Moreover, the outsoummrd concentrate on a narrow span of
activities in turn providing advantages in termstleg scope of technology required. The main
consequence for the division of labour in industnetworks thus was increasing specialization at
the firm level. These effects are discussed ingf@mple, Quinn (1999), Gadde and Hakansson
(2001), and Lynch (2004).

This paper has illuminated some obvious problerzeae to overexploitation of the outsourcing
recipe. A common feature of the international donsof labour is that decision making of
management nowadays is “slicing the activities ioh$g more finely and [results] in finding
optimum locations for each closely defined activigBuckley and Ghauri 2004:81). Ever since
Adam Smith’s days it is a well known fact that mcrieasing specialization it is possible to
improve the efficiency in the undertaking of singletivities. At the end, however, the outcomes
of these single activities are to be integratetbt;n something together: a car, a refrigerator, an
information system, a bundle of logistics serviets Therefore, as expressed by Piore (1992),
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increasing specialization at one point in an indailstsystem must be balanced by greater
integration at some other point. An obvious consegqa is that “both the pattern of specialization
and the relationship between specialists have igecisfluence on the performance of an
economic system” (Loasby 1999:90). The gains frpetilization are thus accompanied by ever
escalating demands for integrative efforts thatdasingly have to cross the boundaries of firms.

In the long run inter-organizational integrationcimnstellations of specialists may be problematic
since the various specialists may have differerihiops concerning the nature of integrative
efforts required. This diversity is due to the fdwat each actor is connected to numerous other
actors — each with its particular requests forgragon. Such conditions provide a breeding
ground for a return to some of the ideals relatetthé hierarchical organization where integration
mainly takes place within the boundaries of thenfiThe frequent call for insourcing and the
examples of backsourcing reported in this papearkieillustrate these issues. Transferring
outsourced activities back in-house, however, tswithout its problems. The difficulties related
to insourcing escalate (i) the more embedded thcpkar activity is in its current context and
(ii) the more the outsourcing company has downgtatdecapabilities and competences related to
this activity. Great problems are to be expectedifnations where both manufacturing and
development are outsourced, and particularly whewg ire undertaken by different firms. In the
long run outsourcing makes it difficult to presenmmovation capacity since lacking internal
capability obstructs learning. It is an obvioustpem for firms to “absorb external knowledge
when they do not develop such competencies intgfriaung, 2001:118).

For insourcing and outsourcing decisions firms akgays recommended to define their core
competence. But core competence is a problematicepd (Quinn and Hilmer, 1994; Gadde and
Hakansson, 2001). The main reason is that it ficdif to determine what the core competence of
the company actually is. This is true both in thersterm (e.g. Chanaron 2001) and the long
term, since it is never possible to know what commpees will be core for a firm in the future. It
always takes time to develop skills and capabilitiich means that the decisions taken today
will be critical for an uncertain future. What mportant to a company will change over time due
to dynamic environments and the capabilities dgpatdoby other firms. By prescribing what is
‘core’ — and thus also what is non-core — a compaay run into big trouble in two respects.
First, problems may occur through an overly releana capabilities that might not be important
in the future. Second, by focusing what is peragivere today a company may pay too little
attention to capabilities that will show to be immt in the future. A company that has
deliberately avoided maintaining its own competelnase within a particular area of technology
may find it very problematic to redevelop it agawhen needed. The decisions related to
outsourcing and insourcing thus constitute a foahbie complexity to handle and this complexity
is multiplied by the observation of Tompkins e{2005) that companies in general do not have a
core competency in outsourcing.
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