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Sammanfattning

Denna uppsats avser redogora for Japanska foretags offshore outsourcing trender. Forst
presenteras for lasaren en grundlaggande genomgang av lean production foljt av andra begrepp
som &r viktiga for att kunna forsta japansk outsourcing, sasom keiretsu, kaizen och risk reduction
(riskminimering), men &ven hur den japanska marknaden upplever varor tillverkade i Japan
jamfdrt med varor tillverkade i andra lander. Dessa begrepp ar viktiga nér japanska foretag fattar
beslut rérande produktion och paverkar saledes Japans outsourcingstrender.

Forskning visar att Japansk offshore outsourcing fortfarande &r begransad, men att det finns en
tydligt vaxande trend. Den storsta faktorn ar 6kad produktionsrelaterad outsourcing till Kina.

ASEAN ar ocksd en attraktiv outsourcingsdestination och ASEAN ar beroende av japanska
investeringar for att deras ekonomi ska kunna védxa. Saledes har Japan en stark
forhandlingsposition nar de handlar med ASEAN landerna.

De senaste aren har ASEAN och Japan antecknat handelsavtal som gor det lattare for Japan att
fortsatt kunna investera och outsourca till ASEAN, nagot som ar positivt for bada parter.

Tjansteorienterad outsourcing ar fortfarande begransad och Japan har fortfarande inte bdrjat
utnyttja Indien fullt ut som en outsourcingsdestination. Europa och USA &r primdra destinationer
for denna typ av outsourcing, dock inte for att kunna fa vardefull expertis som inte finns
tillganglig i Japan, utan for att fa atkomst till lokala marknader och for att framja forsaljning
inom dessa omraden.

| uppsatsen jamfors dven svenska lean foretag och deras outsourcingstrender med japanska
foretag. Svenska lean foretag utnyttjar outsourcing mindre an vad andra svenska foretag gor,
men samtidigt mer an vad japanska foretag gor. En del svenska lean foretag hdvdar sig anpassa
lean efter deras egna forutsattningar och kunders forvantningar, och saledes &r outsourcing
ibland nédvéandigt.

Rapportens sista del redogér for vad vi kan forvanta oss av framtiden och hur offshore
outsourcing kan paverka den japanska ekonomin. Det finns dven en kort diskussion rorande
vilken typ av foretag som skulle kunna tjana pa att utnyttja offshore outsourcing.
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Abstract

This paper aims to present Japanese companies’ offshore outsourcing trends. First a basic
overview of lean production is introduced followed by an explanation of various elements
important for understanding Japanese outsourcing, such as keiretsu, kaizen and risk reduction,
but also how customers compare “Made in Japan” products with foreign products. These
elements are important in Japanese decision making and thus affect how Japanese companies
relate to offshore outsourcing.

Research shows that Japanese outsourcing remains small, but is definitely growing. The largest
factor is increased production-related tasks outsourced to China.

ASEAN is also a very attractive destination and ASEAN needs Japanese investments to develop
its” economy, thus Japanese companies can enjoy a strong position in negotiations with ASEAN.
In the past years, Japan and different ASEAN countries have signed treaties to further help Japan
to invest in ASEAN, which would be profitable for both parties.

Service oriented outsourcing remains small and Japan has still not used India as a resource.
Mainly Europe and the USA are destinations for service oriented outsourcing, but not primarily
to get valuable expertise. Service oriented outsourcing is often a way to gain access to local
markets and to promote regional sales.

When comparing Swedish lean companies and their view on outsourcing with Japanese
companies, one can see that Swedish lean companies are more restricted to use offshore
outsourcing than other Swedish companies, but still seem to be more favorable to offshore
outsourcing than Japanese companies. Some Swedish lean companies claim to implement lean in
such a way that it fits with Swedish conditions as well as customer expectations, and therefore
offshore outsourcing is sometimes necessary.

At the end of this report there is a discussion about what we can expect from the future and how
offshore outsourcing could affect the Japanese economy. There is also a short discussion about
what kind of company would be profitable from outsourcing offshore.
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1. Introduction

® 1.1 Background

Japan is unique in many ways. Whether it is its fascinating culture, long and rich history or many
disciplinary martial arts, Japan holds a unique identity in everything.

When it comes to economy, Japan has managed to grow rapidly after World War 1l and become
the second largest economy in the world, challenging the USA.

But the way things are done in Japan differs in many respects from the American business ways,
or for that matter any other country’s ways of doing business. The way lean production is
implemented in Japanese companies and the way companies work together forming a keiretsu
relationship is unique and would simply not be possible to implement in other highly
industrialized countries. Or would it?

While European countries have a long history of cooperating, trading and people moving across
boundaries, Japan has always been very isolated. While American or European companies today
try to create competitive advantages by cutting their expenses by outsourcing to low-cost
countries, Japan is instead focusing on perfecting their supply-chain, and the results have been
most outstanding.

In every offshore outsourcing decision, the decision stands between cutting costs or improving
customer values.

® 1.2 Task definition

This paper aims to present the current trends in offshore outsourcing that are being conducted
today in Japan, and how Swedish companies who implement Japanese business ideas look at
outsourcing. The subject is important because it examines the problem of combining lean
production with globalization.

Where is Japan outsourcing offshore? Why?
What are they outsourcing?
What can we expect from the future?

How do Swedish lean companies differ from Japanese lean companies?
How do Swedish lean companies look at outsourcing?
If they outsource offshore, how do they combine offshore outsourcing with lean?

The task definition plays an important role for the current economic development in Japan and in
Sweden. Japan is one of the world’s strongest economies, but has just been surpassed by China,
and thus Japanese companies need to make strategic decisions and reevaluate their supply chains
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in order to grow and compete with Chinese business. The report also presents a new base for
discussion on how Swedish lean companies could or could not benefit from implementing
offshore outsourcing.

Part of the report (excluding the chapter “A comparison with Sweden”) also makes up for
literature available at the Institution for Industrial Engineering library at Tokyo Institute of
Technology, which can be accessed and viewed by students currently enrolled as master or
bachelor students and could be part of future framework for their work.

® 1.3 Delimitations

This thesis will mainly focus on offshore outsourcing conducted by Japanese middle- and large
size companies. Inshore outsourcing is also somewhat explained to act as a comparison to
offshore outsourcing, however not to a wide extent since inshore outsourcing and offshore
outsourcing differs widely in their practices and in their decision makings.

In the section concerning Sweden (“A comparison with Sweden”, page 41), four major Swedish
companies famous for implementing lean have been chosen. The part of the thesis concerning
Sweden focuses on describing the main important aspects of their lean system and their
outsourcing trends, so that the four cases together may work as a platform for the discussion if
lean and outsourcing could be combined.

® 1.4 Source criticism

In this report | have strived to use as many articles as possible to diminish the possibilities of
false information and ambiguity.

This report has not been aimed to take a critical standpoint towards lean, but instead aims at
being a critical standpoint concerning offshore outsourcing.

| have also chosen to exclude a significant amount of articles from this research concerning if
lean and outsourcing could be combined. These articles bring up the positive sides of
outsourcing but neglect to inform about risk, higher inventory, transportation costs, customer
response etc.

It is important to point out that when interviewing companies, they have tended not to criticize
their own current outsourcing decisions. Maybe they believe they have fully made the right
decision, but there is of course also the possibility that they do not wish to openly state their
problems.

Another important aspect to bring up when it comes to criticism is the choice of companies in
Sweden. The companies chosen are mainly heavy-industry oriented companies, and this could
affect the response on how they look at offshore outsourcing compared with other companies.
Transportation and offshore outsourcing decisions could be affected by the size and weight of
the product. To evaluate such a combination, a much broader framework would need to be used,
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both heavy industry non-lean companies, as well as lean companies distributing more portable
devices.

® 1.5 Method

This master’s thesis consists of two parts. The first part is a research project conducted at the
Tokyo Institute of Technology (B T-2£K%%) in Japan and makes up for 24 ECTS and was
performed part-time during two semesters, from fall 2009 to spring 2010. This part mainly
covers Japanese business models and describes how Japanese companies outsource offshore. The
original work is also the motive for choosing the title of this thesis.

The second part is a complementary part making up for 6 ECTS and is conducted at the Royal
Institute of Technology in Stockholm, Sweden from the second half of spring 2011 to fall 2011.
This part covers the basic outsourcing trends conducted by Swedish firms who implement lean
production into their value chain.

In both cases there has been an extensive background research. To gather information and further
understand the Japanese business practices, there have been study visits to several companies
and factories in Japan, worth mentioning are Bridgestone Co, Tokyo Gas, Sanden (manufacturer
of AC equipment for cars, vending machines, and more), Ebara, Nippon Steel Ltd, Toshiba
(turbine factory) and the Asahi breweries.

I have also had frequent discussions with my supervisor, professor Takao Enkawa at Tokyo
Institute of Technology, who has helped me to find valuable information and provided me with
helpful feedback during my research.

The second part of this thesis is made up by a literature study in Sweden, as well as four
interviews conducted with Swedish lean companies. Three of the interviews were conducted by
email, and one by telephone. The most time consuming task in this second part of the thesis was
waiting for responses and answers from companies.

A somewhat standardized questionnaire has been used when interviewing the companies, with
some changes in respect to the business of the company and what information is available
through other channels. The questionnaire had as few questions as possible to try to keep the
response rate reasonable. When asking “too difficult questions”, concerning value-chains,
financial figures or outsourcing decisions that | believed seemed unmotivated, there has often not
been any response, or the responses have been left out from those specific questions. Perhaps a
higher response rate could have been achieved with easier questions, but then the whole point of
this study would be overlooked.

Some sections of the Swedish company profiles may lack deeper insight into some of the
outsourcing decisions. This is due to the fact that when too difficult questions have been asked,
no answers have been received.

In the section in which Swedish companies and Japanese companies are compared (“A
comparison with Sweden”) there are some statements not backed up by references. In these
cases, the statements are based on the interviews with people from the companies. Due to respect

17


http://www.titech.ac.jp/

for these individuals, the answers have not been published as an appendix, but the company
representatives are clearly mentioned in the preface section.

- 1.5.1 Literature research

Most background information has been gathered through article research and books.

As a preparatory work, three books have been studied. The Machine that Changed the World by
James P. Womack, Daniel T. Jones and Daniel Roos has given a broad understanding on how
lean production developed and how it differs from mass production and craft production. The
book is essential for understanding Japanese business practices and productivity. It gives
guidelines on how to improve production and transform traditional enterprises into exemplars of
lean success.

The Toyota Way by Jeffrey K. Liker thoroughly explains the Toyota Production System from
how it was established, to how it differs from other production systems. The author not only
describes lean in detail and presents different quality enhancing principles that are used in
Toyota, but also brings in case studies on how other companies outside of Japan have
implemented lean and how it has changed their business. Jeffrey K. Liker is a professor at the
University of Michigan, and also works as a lean consultant.

The third book is Gemba Kaizen by the kaizen guru Masaaki Imai. The book goes into detail on
how a company can refine and enhance its production through constant improvement (kaizen).
Gemba means “work floor”, and is referred to in the book as the area where all the main
important value adding activity takes place. The book also gives valuable insight into how
Japanese business models differ from their western counterparts. For example, in Japan, gemba
is the main source of value, and management should always help gemba. In the west,
management often tells gemba what to do and sees gemba as the main cost of production.

Most numerical data collected in this report have been gathered through the article Dissecting
Offshore Outsourcing and R&D: A Survey of Japanese Manufacturing Firms by Banro lIto,
Eiichi Tomiura and Ryuhei Wakasugi. The article contains data covering a wide range of
outsourcing and R&D based on a survey covering more than five thousand large-sized firms
across all manufacturing industries in Japan. The article covers not only outsourced production
but also outsourced service tasks.

In addition to above mentioned books and the article, this thesis is based on various papers and
surveys conducted by recognized professors and researchers, mainly from Japanese and
American universities. Also included are newspaper articles and other journals that have been
important for this study. The reference list is made up of 9 books, 29 articles and 12 websites.

There has also been a useful documentary first aired on the American TV-channel PBS in 1991
and is part of the American documentary program Frontline called Losing the War with Japan
which gave valuable insight when comparing Japanese and Swedish companies. The
documentary explains how the American car industry was losing customers and could not
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withstand costs, while Japanese car companies moved production to America and did someway
not face the same problems. Instead, the Japanese car manufacturers obtained significant parts of
the market from American car manufacturers.

Prior to sending out the questionnaires all companies have been thoroughly studied, partly by
reading available information at the internet and partly by reading other students master theses.

Worth mentioning is that when China is discussed in this report it includes Hong Kong and

Taiwan. In many useful reports Hong Kong and Taiwan have been considered parts of China,
and to be able to use this data | have chosen to do the same.
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2. Frame of reference

Before the figures are presented, one must understand the Japanese economy. One must
understand the importance of risk reduction, how the Japanese market reacts to foreign products,
what lean production is and in what way offshore outsourcing might or might not be a natural
development of lean production.

So to understand the offshore outsourcing situation, one must first gain basic knowledge on how
the Japanese economy works. And to understand lean production, one must first know the
history behind lean production.

® 2.1 Historical outline

In the early 1900s, cars were manufactured by using a method we today refer to as craft
production. This means that every car was unique in its design and qualities.

The manufacturer was handed a description of the desired vehicle from a potential customer and
after agreeing on additional terms, the custom made car was set into production. Much like a
tailor today makes a suit the manufacturer could design a car by the standards set by the
customer. Since only simple tools were used and there were no standards, it would not take the
manufacturer much extra time if the customer desired to have the transmission gear on the left
side instead of the right (or right instead of the left), the blueprints just had to be slightly
changed.

But, since the car was always exclusive it was also very expensive. And as the demand for cars
intensified, making each car custom made would require too much time.

Thus came the idea we today refer to as mass production. Cars would no longer be
manufactured exclusively but by standards. By using long assembly lines the work could be
almost automatic. Along the lines there were workers or machines with various tasks. One
machine might attach the tires on the right side of the vehicle, another machine might attach the
steering wheel.

To build a new car took much less time than earlier. Instead of making a unique car each time
the machines along the assembly line made the same maneuver over and over again. Car arrives,
machine attaches tires, car leaves... over and over.

But standardization led to customization getting less attention. If one person now desired to have
the transmission gear on the left side instead of the right it would be impossible to manufacture.
Many of the machines along the assembly line would have to be reprogrammed and the various
parts of the car would have to be constructed differently... Special parts would have to be
ordered in for this one time case.
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But overall there were more positive sides of mass production. And since a car company using
mass production could produce more cars every year for less money per item than a craft
production company could, it was more profitable.

One of the biggest car companies today, General Motors, implements mass production just like
most of the major car companies. There are also companies that still use craft production to make
exclusive cars. Aston Martin’s workshop in England for example produces on average only one
car per working day, making it exclusive and well custom made (and also very expensive).*

But in Japan there are exceptions. During the 1970s and 1980s Toyota developed many ways to
combine the good sides of craft production and the good sides of mass production.? What today
is known as lean production is simply a way to mass produce exclusive cars.

® 2.2 Lean production

Lean is sometimes referred to as lean production, lean management or simply lean.

Chen, Lindeke and Woyrick define lean management in their article Lean automated
manufacturing: avoiding the pitfalls to embrace the opportunities as follows:*

“Lean management focuses on eliminating waste (non-value adding
activities) through their systems. This leads organizations to better
understand their customers’ needs and deliver what the customer wants
exactly when they want it (just-in-time). ”

According to The Toyota Way by Jeffrey K. Liker, the goal of lean is to reduce all waste that
would add costs without adding any real value.”

James P. Womack, Daniel T. Jones and Daniel Roos, authors of The Machine That Changed the
World, define the goal of lean production to be shortening throughput time by reducing waste in
every step of the process, which would generate the highest quality and lowest cost while also
improving security and working morale.”

Lean also emphasizes the importance of establishing a working production flow.® Processes
should be arranged in the order in which the work piece flows through the workstations if it is
possible.

1 Womack, Jones, Roos The Machine That Changed The World p. 23

2 Hopp, Spearman Factory Physics p. 151

3 Chen, Lindeke, Wyrick Lean automated manufacturing: avoiding the pitfalls to embrace the opportunities p.117
4 Liker The Toyota Way p. 45

5 Liker The Toyota Way p. 46

® Imai Gemba Kaizen p. 151
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A simple way of putting it is that machine A should be followed by machine B standing next to
it, and after that machine C standing next to machine B. Not only would this create shorter lead-
times, but it would be easier to identify quality problems. The steps can easily be traced back.
Moving products back and forward between locations, or putting too much restrain on certain
steps in the value chain creating unnecessary bottlenecks, would affect the actual time a product
spends in the production flow. The whole flow is affected by the weakest link, meaning the
machine that works the slowest, is most remote from the other machines, or produces the least
quality, is the very machine that decides how the final product will look and how long it takes to
produce. Machines A, B and C should also work under the same pressure, and be able to handle
the same amount of load.

Looking at flow from a value-chain perspective, lean strives to have a working value chain
Where7products arrive just when they are needed, and shipped out in fast response to customer
needs.

The flow should be controlled by pull directives rather than push directives. How much machine
A produces should not be decided upon how much it can actually produce, but from how much
machine B can process. From a macro perspective, customer needs should affect the production,
not how much companies can produce.®

When defining lean in this thesis, | will base my understanding of the concept on previous
definitions and works, and define lean as follows:

Lean focuses on utilizing every step of production, which would
include  manufacturing, transportation time and costs,
management, R&D, customer support and any other part of an
organization directly or indirectly involved in securing quality of a
product/service or any other part of the organization that is
essential for securing the quality of that product/service.

Lean strives to create a working and utilized product flow both in
micro terms, focusing on a product or service flow in a specific
company, and in macro terms, aiming to create a working flow in
the whole supply chain.

Lean uses several tools to reach its goal, such as kaizen and Just-in-
time (JIT).

Lean strives to remove all unmotivated waste of resources and to
minimize costs. There are constant improvements of the value chain
and of manufacturing.

” Imai Gemba Kaizen p. 153
8 Lacey The Importance of Flow in Lean
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Toyota got recognized during the 1980’s, it was obvious that Japanese quality and efficiency was
special. Japanese cars had a higher life-cycle than American cars and required fewer services.’

Lean is sometimes also referred to as TPS, Toyota Production System. However, when
discussing TPS, it refers to the specific lean system used at Toyota, and when discussing Lean it
refers to a more general business philosophy that could be used anywhere.

Lean production aims to reduce all costs before, during and after production that are not directly
profitable for the end user.

There are many different ways to achieve this. One important objective is zero inventory. Of
course it is impossible to achieve actual zero inventory, but to always strife to have less and less
helps the company in many ways.

The obvious reason might be because less inventory means less storage is needed, thus reducing
storage costs. But also:

Less inventory means that if one part turns out to be defect, it can easily be fixed by informing
the supplier before the next shipment and less parts have to be returned or thrown away.

Less inventory means easier customization. Less parts need to be used up before the next
shipment. If the demand for one product is higher than the demand for another product it is
easier to control what products are being manufactured.

Less inventory means it is easier to avoid waste of inventory. If one part from the inventory is not
needed anymore, what will the company do with it?

Lean production is sometimes referred to as JIT production (just-in-time production). This is
because in lean production every action must be performed “just-in-time”.

Maasaki Imai, author of Gemba Kaizen, claims that JIT and lean production are just two
different terms for the same concept.'® However, other authors claim that JIT is just a part of the
lean system, which should also include many other aspects of the production flow, not just JIT
deliveries.

The almost exact need of inventory must be available at the exact time when it is used. And the
final product must be shipped at the exact scheduled date. During production every machine or
worker must do their parts at the right time. Otherwise production is slowed down.

Another example of the “zeros” is the zero defects policy. Defects mean more repairs and less
customer satisfaction. To limit the need of quality checks, defects must be prevented at the
source.

Instead of building a whole car, then repairing a broken gearbox, the gearbox is already working
from the time it was manufactured and when it was inserted into the car.

9 Liker The Toyota Way p. 20
10 Imai Gemba Kaizen p. 145
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To make zero defects more possible the responsibility for the car is divided up among many
companies. Instead of holding all the major production units inside the company, like General
Motors does, lean production has a history of more frequently using outsourcing. A car company
in Japan usually doesn’t manufacture the AC (air conditioner) for the cars themselves, but hire
another company to do it for them®* (more about this under the section on keiretsu on page 27).
If the AC in an inhouse production company tends to fail in quality, the company’s resources
must be aimed towards making the AC function, otherwise whole cars cannot be shipped. But if
the same thing happens in Japan, the car assembling company can simply demand their supplier
to fix the problem, or hire another supplier. It is not their problem.

Also outsourcing tends to be cheaper than inhouse production, as will be discussed in this paper.

By the 1950s Toyota was an inconsequential player. By the 1990s Toyota was one of the largest
automobile manufacturers in the world.*?

So if lean production has led to Toyota’s success, why has it not been used to the same extent in
other countries?

In my opinion, lean production can be implemented to a certain extent in the west, enough to
make it profitable for a company to do so. But because westerners simply lack the same devotion
to their work and for their companies (the samurai spirit) and are simply taking dates and time
limits too lightly, JIT-production can not work as smoothly in the west as it does in Japan. It is a
big shame.

- 2.2.1 McDonalds example

A good way to experience lean production first hand in Japan is to go to McDonalds and place a
simple order.

In Europe, McDonalds tends to have stocked up burgers. A certain amount of cheeseburgers are
prepared for a certain time. When a customer arrives, the hamburger can quickly be served.
Getting a hamburger in McDonalds in Europe usually takes very little time.

In Japan, hamburgers are made on demand. Once a customer orders a hamburger the staff
prepares it by using already prepared ingredients (that are used in many different burgers). The
hamburger takes a little more time to get than in Europe, but since JIT-production works so well
the hamburger is still delivered relatively fast.

And since there is no storage of burgers, the waste at the end of the day is limited.

11 A factory study tour visit to SANDEN conducted by the Tokyo Institute of Technology. Personnel revealed that they are
manufacturing AC products for cars that are being bought by recognized car manufacturers.
12 Hopp, Spearman Factory Physics p. 151
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In Europe McDonalds uses mass production while in Japan it uses lean production. Since every
burger is exclusively made, it doesn’t take the hamburger restaurant much extra time if a
hamburger is ordered without ketchup.

If the same order is made in Europe the customer will have to wait for a couple of minutes while
the hamburger is being prepared, since it is manufactured exclusively.

® 2.3 Kaizen

Kaizen means continuous improvement of working practices, personal efficiency and similar
activities."® There are 3 main pillars of improvement; quality, cost and delivery. Quality should
always be the highest priority, no matter how attractive the price and delivery terms offered to
the customer.’

Kaizen is also referred to in terms of gemba kaizen. Gemba means “real place”, the “place where
real action occurs” (e.g. workfloor). In business, the value-adding activities that satisfy the
customer happen in gemba. In Japanese business disciplines, the management is supposed to
help gemba to do a better job by reducing constraints as much as possible. Managers should not
consider gemba as a source of costs. Instead of outsourcing, which could mean that management
has failed in its task to help gemba, they should focus on helping and improving the conditions
for gemba.’

“It is pointless to buy products or services lacking in quality, no matter how
attractive their price. Conversely, it is meaningless to offer products or
services of good quality and attractive price if those products cannot be
delivered in time to meet the customer’s need and in the quantity that the
customer wants.”"*®

Improving the quality of the work process results in fewer mistakes, fewer rejects, less rework,
shorter lead time and reduced use of resources. Therefore improving the quality of the work
process will lower the overall cost of operations.*’

13 Imai Gemba Kaizen Chapter 1
14 Imai Gemba Kaizen p.7

15 Imai Gemba Kaizen p. 15

16 Imai Gemba Kaizen p. 37

17 Imai Gemba Kaizen p. 45
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® 2.4 Keiretsu

Even though Japanese companies tend to use outsourcing to a large extent, it is limited to a
certain number of inshore suppliers and distributors. Companies prefer to use the same partners
always. Getting them to change to another supplier includes risks. Changing to another partner
overseas means a big risk.

The Japanese idea or model known as keiretsu might best be described as a “family” of
companies.

The Japanese manufacturing model lean production aims to reduce all costs that have no real
value for the end user. But to succeed in lean production, every step of the production must work
smoothly and be done in time. If one supplier fails to deliver a specific crucial part the
production of the final product will not meet its deadline (and in lean production the time buffer
is very limited).

Because of the small buffers many problems may occur, such as late delivery, products lacking
quality, problems in sales etc.

To reduce any risk companies in Japan tend to turn to the same supplier over and over again.
Why change a working collaboration?

Keiretsu is the name of the Japanese cooperation between major companies. If the construction
in question is a car, the keiretsu model applied could include a bank, an assembly factory,
distribution channels, suppliers, R&D etc. The bank lends money to the various parties, because
of an already working long-term relationship the bank knows it will get its money back from
these reliable companies. In the same way the supplier can rely on the assembly factory to buy
their products because of their relationship. And the assembly factory can rely on the quality and
delivery from its suppliers.

All these parties work together, by helping each other they are also helping themselves. And
together each company can profit.

There are two kinds of keiretsu, vertical and horizontal.

The vertical keiretsu model is a group of companies that aims to benefit one single manufacturer.
For example we have Toyota which is at the top of the Toyota Groups power ladder. A supplier
for Toyota would rarely go outside of the keiretsu family and sell parts to another car
manufacturer.

In a vertical keiretsu, the lead company usually holds stocks in the other member companies and
can also affect their decisions.

The horizontal keiretsu model is centered around a bank. For example we have the Bank of
Tokyo-Mitsubishi. There are many companies bound to this bank, and members of the keiretsu
usually work together to compete in different sectors (Mitsubishi cars, Mitsubishi pens...). There
IS even an insurance company member that offers insurance to everyone else in the keiretsu
family.
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The whole value-chain can be controlled and managed together by the member companies. And
in times when one sector goes bad and another sector goes good a horizontal keiretsu family can
still make profit together and the bank can still give loans to all parties.

The idea of the keiretsu is that companies help each other. Even if all the companies do not share
the same amount of power a company in a keiretsu family can always feel safe.

® 2.5 Risk reduction - The fear of change

Risk reduction is very important in decision making in Japan. | would go as far as to claim that
risk reduction might be the most important of all factors when Japanese companies make
decisions.

Is Japan afraid of changing? Well... no. It is more a question if Japanese companies can afford
to change.

When it comes to JIT production, the exact right amount of the exact right thing must be
available on the exact right time for production to work. If a company can gain profit from
outsourcing, but later does not have the required parts delivered on time, the whole production
halters. There are no buffers!

A company that is already profitable does not need to change. Why change a working system?

A company already outsources to its trusted keiretsu friends, so why risk going to another source
just to be greedy for more money? If everything seems to be working why change that and risk
so much more?

To put everything in clear context: Risk minimization is far more important than profit
maximization.*®

Also, when working in a Japanese company there is a career risk. In the book Arligt talat herr
Utlanning (“Frankly speaking Mr. Foreigner”) the author Goran Edman claims that to put
forward a suggestion that turns out to be profitable gives less attention than a suggestion that
turns out to have negative consequences.™

According to the same author, only very few decisions are made with less than 90% certainty.*
We can here see one of the negative factors of lean production. Because of small buffers the

companies lack flexibility. And of course Japanese people rely more on “Made in Japan”-
products. Profit is not everything, quality is also important.

18 Edman Arligt talat herr Utldnning p. 18
19 Edman Arligt talat herr Utldnning p. 18
20 Edman Arligt talat herr Utldnning p. 19
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But, as time goes by, would it be safe not to offshore outsource? As competition tightens and
other countries more and more rely on offshore industries, how will Japan survive?

Well, one way to reduce risks in decision making is to see what others have done. If a similar
(and of course Japanese) company has outsourced its industry to a neighboring country and
turned out profitable with limited problems, maybe it is a good idea. Other companies will
follow this example.

® 2.6 Reasons for outsourcing

In the article The prospects for Strategic Outsourcing in Japan by Osamu Kubotani the
following four reasons are mentioned why a company outsource:**

Certain operations are difficult to perform inhouse.
Cost reduction.

Introducing expertise from the outside.

P wnNoe

Focusing management resources on the core business area.

Research has shown that outsourcing by Japanese companies is mostly a mean to cut costs.??

In an economic slowdown, cutting costs is very important. As Japan’s economy has started to
slow down companies might find that this is the time to take offshore outsourcing seriously.

There is an increased acceptance of outsourcing in Japan. Companies are looking for other places
to cut expenses.?

As big companies want to gain a bigger market share and want to continue to expand, we can
expect more offshore outsourcing.

® 2.7 Volvo Cars vs. Toyota

Volvo Cars has over 300 suppliers spread out over 41 countries.?* When the Japanese earthquake
occurred in 2011, 30 Volvo Cars suppliers were affected in Japan, which affected Volvos Cars
production in Gothenburg, Sweden.

21 Kubotani The Prospects for Strategic Outsourcing in Japan

22 Edgel, Meister, Stamp Global sourcing trends in 2008 p. 174

23 Edgel, Meister, Stamp Global sourcing trends in 2008 p. 174

24 Newspaper: Dagens Nyheter Komponenter frdn 41 Idnder blir en Volvo Mars 11th 2011
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As production is spread out over 41 countries, this is not a specific problem with Japan. If
trouble occurred in China, Germany, Thailand, Turkey, Tunisia or any other country where
Volvo Cars has suppliers, production gets halted. So why has Volvo Cars decided to use such an
unstable supply-chain?

Volvo Cars claims it is necessary to use suppliers from many countries to secure good quality at
a low cost.

If we overlook the fact that this supply-chain is not very secure, and instead evaluate if VVolvo
Cars really has improved its quality at a lower cost we get the following results:

In 1981 a Volvo 240, one of VVolvo Cars most famous cars, cost 57 700 SEK.%°

According to consumer price index, this would be equal to 154 350 SEK today. So why does a
modern Volvo S60 car cost around 240 000 SEK??® Where is the added costumer value? Or...
where is the cost reduction?

It might be that a VVolvo car is more expensive to manufacture today because it requires more
advanced technology. But then, why does a Toyota Avensis with equal qualifications cost around
220 000 SEK?%

And how can Toyota hold lower prices than Volvo Cars, when Toyota relies more on domestic
outsourcing than Volvo?

25 Newspaper: Metro Det betalar du for mycket fér April 15th 2011
26 Official price list from Volvo Cars: http://www.volvocars.com/se/all-cars/volvo-s60/tools/pages/pricelist.aspx
27 Official price list from Toyota: http://www.toyota.se/Images/110916_Avensis_Cirkaprislista_tcm287-1082776.pdf

30



3. Japan today

Outsourcing conducted across national boundaries by Japanese companies remains small.?

According to a survey conducted by Eiichi Tomiura, author of the article Offshore Outsourcing
by Japanese Firms only 21% of large- and medium-sized Japanese firms are engaged in offshore
outsourcing.

However, during the past years outsourcing to foreign countries has become more acceptable and
is spreading. The fact that only 21% of large and medium-sized firms are outsourcing offshore
can be compared with the position 5 years ago when only 15% were engaged in this kind of

outsourcing (72% of the increase is due to outsourcing to China).%

Offshore outsourcing
Yes No Total
Offshore purchasing Yes 19.73 20.43 40.16
No 1.22 58.62 59.84
Total 20.95 79.05 100

Table 1: Cross-table between offshore purchasing and offshore outsourcing shown in
percentage.

Domestic outsourcing remains large, today as high as 61%, but it has not increased significantly
the past 5 years, only about 2-3%.%

Another significant change in offshore outsourcing is the increased use of local content in
production. By comparing Honda, Toyota and Nissan, local content made up for 18% of their
offshore outsourced production parts in 2003. But host countries have pushed for a wider use of
local content to promote regional sales instead of letting Japanese companies import Japanese
parts. In 2008 local content made up 35,2% of production studying the same three companies. In
5 years, the use of local content has almost doubled.*

In a cross-tabulation on outsourcing (table 1) presented in the article Dissecting offshore
outsourcing and R&D (November 2007) we can see that still around 59% neither purchase nor

28 Galbraith No outsourcing please, we're Japanese
29 Tomiura Offshore Outsourcing by Japanese Firms
30 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 12
31 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 9
32 [to, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 25
33 7 10—\ Uk LS A RE DT
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outsource to any foreign countries. Secondly, the table shows that around 40% of Japanese firms
are engaged in purchasing offshore but only 21% are outsourcing offshore.

The difference between purchasing offshore and outsourcing offshore is that in outsourcing the
standards of a product or service is set by the outsourcing company (e.g. if a new AC is needed
for a car, the outsourcing company usually sets up the requirements for the AC and then looks
for a company that can manufacture it), while in offshore purchasing, the purchasing company
looks where to find a suitable product (e.g. a new AC for a car is needed, the purchasing
company looks overseas for a company that already manufactures ACs that would meet their
standards).

Among production related tasks, jigs/dies are usually outsourced domestically while
intermediates are more often outsourced to other countries. This contrast might be because the
production of jigs/dies is supposed to be more deeply integrated into the firm’s technology
choice and R&D strategy.3* Firms may prefer own subsidiaries in outsourcing of final assembly
at least partly due to the brand name concerns.

Table 2 below shows offshore outsourcing disaggregated by geographical destinations. The data
was acquired from the above mentioned article Offshore Outsourcing by Japanese Firms
(November 2007).

Region | China | ASEAN | Other USA & ROW World
Task Asia Europe Total
Jigs/Dies 7.35 2.64 1.93 0.51 0.09 12.52
Intermediates 19.19 7.61 4.37 3.32 0.85 35.34
Final Assembly 19.56 8.57 3.52 2.92 0.68 35.25
R&D 1.22 0.45 0.40 1.39 0.11 3.58
Info Services 1.28 0.65 0.20 0.79 0.09 3.01
Customer supports 1.79 0.91 0.51 1.16 0.14 451
Professional services 0.71 0.37 0.31 0.65 0.09 2.13
Other tasks 1.70 0.71 0.34 0.71 0.20 3.66
Total 52.80 21.91 11.58 11.47 2.24 100

Table 2: Offshore outsourcing disaggregated by geographical destinations shown in
percentage of all conducted outsourcing. ROW stands for “the Rest Of the World ™.

34 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 11
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® 3.1 China

China is today one of the world’s fastest growing economies and is considered the most
attractive place for offshore outsourcing by the Japanese.

Some experts believe that China will soon pass the USA. Others believe that China will reach a
certain level and then stagnate as an improved economy could reduce available cheap labor.

Today China is one of the most (if not the most) important offshore outsourcing resource for
Japan.® China occupies more than half of the offshore outsourcing cases.*

There are many reasons why China has become an outsourcing destination®’, but the most
important is the need to reduce costs in production. Around 10 years ago, many companies that
had invested in China and/or were outsourcing to China planned on pulling out because of the
county’s poor quality in products and because many Chinese companies had trouble meeting the
high quantity demand set by Japanese companies.*® But by now China has proven to have
competent and cheap labor. The industrial manufacturing sector in China accounts for more than
50% of the national GDP.*

China is mostly responsible for non-hard qualified tasks such as intermediates and final
assembly*® which accounts for roughly 4/5 of China’s tasks. China is Japan’s second largest
source for Research and development but in contrast to the other tasks it remains a small
percentage (1,22%).**

In comparison with other countries in Asia, China has a much higher expertise in written and
spoken Asian languages. It is not unusual that Japanese companies outsource their telecom
assistance to China.*?

The Chinese outsourcing industry today specializes in software and back office support for
financial services, telecom, software, and retail companies in neighboring companies, primarily
in Japan.*”

More than 60 percent of China’s offshore outsourcing clients are J apanese.44

As Japanese companies more and more use offshore outsourcing as a means to cut costs, and
China is the most attractive place so far, we could expect a rise in the near future.

35 Tomiura Offshore outsourcing by Japanese Firms

36 [to, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 12

37 Jones Outsourcing in China: opportunities, challenges and lessons learned p. 188

se UL SEARSE OWRS TR E) . SEARFHA p. 30

39 Lightfoot, Almeida Leveraging knowledge in China: the experience of a foreign entrepreneur p.178
40 Tomiura Offshore outsourcing by Japanese Firms

41 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 26

42 Jto, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 26

43 Jones Outsourcing in China: opportunities, challenges and lessons learned p.191

44 Jones Outsourcing in China: opportunities, challenges and lessons learned p.191
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But there are also problems. According to an article published in TIME magazine in October
2011, China’s prosperous days as a cheap-labor offshore destination might be haltered in the
near future.” There has been a recent trend among American companies to pull back
manufacturing and keep production either locally or inhouse.

The Chinese economy has been depending on foreign investment ever since it started moving
towards a more liberal standpoint. But as the economy gets better, the wages get higher, resulting
in a loss of cheap labor, resulting in China losing its attractiveness as a cheap-labor outsourcing
destination, resulting in the economy slowing down - it is all very complicated.

The article refers to recent data presented by the Boston Consulting Group (BCG) which shows
that costs for both labor and transportation of goods are rising. Marine fuel prices have almost
tripled in since 2009, and costs for packaging and containers have risen by 40%. BCG also
predicts that wage and benefit costs will increase 15% to 20% annually in China as China is
becoming a much more consumer-oriented economy.

If it would be more difficult to outsource to China, it would not necessarily mean the end of
offshore outsourcing by Japanese firms. There is a possibility that companies might start to
consider other locations in Asia as more attractive.

But China will always be attractive for Japan since other companies have succeeded in China
(risk reduction) and since China is very well oriented and educated in how to trade with Japan
and meet Japanese companies’ requirements and needs.

® 3.2 ASEAN

ASEAN (the Association of South East Asian Nations) is an organization in the southeast of
Asia consisting of 10 countries working together. ASEAN is a key supplier of fuels and
commodities to Japan.

In the declaration of ASEAN, one can read the following purpose (among others) of the ASEAN
relationship:

To accelerate the economic growth, social progress and cultural development
in the region through joint endeavors in the spirit of equality and partnership
in order to strengthen the foundation for a prosperous and peaceful community
of Southeast Asian Nations.*°

The 10 member countries are Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, the
Philippines, Singapore, Thailand and Vietnam.*’

45 TIME: Saporito Made (Again) in the U.S.A. October 10th 2011
46 http://www.aseansec.org/about_ ASEAN.html
47 http://www.aseansec.org/18619.htm
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The countries contain a wide range of natural and human resources that complement each other
which makes it easy for multinational corporations to spread their operations across different
countries to take use of the different advantages. Nissan for example has set up manufacturing
operations in Thailand and Indonesia but has its regional headquarters stationed in Singapore.*®

ASEAN is characterized by the high share of outsourcing to own subsidiaries, especially

outsourcing of final assembly and R&D within multinationals.*®

ASEAN needs Japan as the source of investment while Japan needs ASEAN as the source of
supply of certain materials to support Japanese economic growth.>

To show how dependent ASEAN is on Japan here are two short presentations of two member
countries:

- 3.2.1 Thailand

The Thai economy is very dependent on Japanese investments and trades. It is actually so
dependent that when the Japanese economic bubble burst in Japan during the late 1980°s to early
1990°s, the Thai economic bubble burst almost simultaneously.™

Japanese manufacturers that earlier had shifted their activities to Thailand to escape the
economic crises were never the less faced with the same problems.

Thai manufacturing environment is still at a very early stage compared with Japan.>®

The main reason why Japanese firms chose to outsource their industries to Thailand after the
Japanese bubble economy was to seek the same past success stories of domestic firms in Japan.

- 3.2.2 Malaysia

Malaysia sees Japanese connections as important for its own economic growth. On July 13"
2006 the Japan Malaysia Economic Partnership Agreement (JMEPA) was signed. The purpose
of the agreement is to scrap tariffs on all industrial goods and most forestry, agricultural and
fisheries products within 10 years from the date of signing.>®

48 Loong ‘The future of Asia’ Japan p. 302

49 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 14

50 Jusoh The benefit of free trade agreement on the interfirm trade: the case of the Japan-Malaysia economic partnership
agreement p. 17

51 Katayama, Sirichan, Hiraki Japanese offshore manufacturing in Thailand: its difficulties and future prospects p.213
52 Katayama, Sirichan, Hiraki Japanese offshore manufacturing in Thailand: its difficulties and future prospects p.217
53 Jusoh The benefit of free trade agreement on the interfirm trade: the case of the Japan-Malaysia economic partnership
agreement p. 17
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Since 2000, Japan has been one of the countries investing most in Malaysia.

24% of all approved foreign manufacturing investment in 2007 was by Japan. That means almost
1/4 of all the foreign manufacturing investment was made by Japan.>

Intermediate electronic parts bound for Japanese factories accounted for 20% of the total export
from Malaysia.>

In negotiations between ASEAN and Japan, Japan can easily make demands as it is too
important for ASEAN. In case of an economic downfall in China, Japan can turn its heads to
ASEAN, who would be glad to get more investments.

® 3.3 USA and Europe

The USA and Europe are Japans biggest offshore resource for R&D. However, by all the
outsourcing conducted by Japanese firms, R&D in the USA and Europe together add up to only
1,39% (as can be seen in table 2).

R&D outsourcing is in general very low. Reasons why Japanese companies outsource to Europe
or the USA are mainly to get access to the local market and because of the high agglomeration of
local firms and R&D institutions.*®

The R&D facilities in the USA and Europe might not offer the same low price as neighboring
Asian countries, but establishment of global networks for research is considered an important
factor.

Low cost R&D is only a relevant reason in 2,5% of the cases outsourced to the USA and 1,3% of
the cases outsourced to Europe.”’ If Japanese companies want to find cheap R&D they look
towards China instead.

R&D is in many ways considered a core part of the product and should therefore be kept
inhouse, companies are more likely to establish R&D collaborations with countries in Europe or
in the USA.

Service outsourcing and R&D outsourcing to the USA and Europe is more considered a way to
support local sales and to establish a global network.

54 Jusoh The benefit of free trade agreement on the interfirm trade: the case of the Japan-Malaysia economic partnership
agreement p. 18

55 Jusoh The benefit of free trade agreement on the interfirm trade: the case of the Japan-Malaysia economic partnership
agreement p. 18

56 [to, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 32

57 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 33
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® 3.4 Other countries

Not much mentioned is outsourcing to South Korea. Mainly because there is not much
production or many services outsourced to South Korea.

South Korea’s technical development does not differ from Japan in the same way as other Asian
countries. South Korea is ahead of its time with modern cellular phone technology and the South
Koreans are enjoying a high living standard compared to China or some ASEAN member
countries.”®

As mentioned before Japanese companies are mostly interested in cutting costs by outsourcing
production related tasks. R&D is seldom outsourced as it is considered very closely related to the
brand image and should be kept inhouse.

With South Korea’s advanced technology the country would be a favorable choice in service
R&D outsourcing, but such tasks are not widely outsourced.

South Korean outsourcing is included in the small percentage of ROW in table 2. Even though
the figure is already low, more than 60% of the outsourcing tasks conducted in South Korea is
made to get easier access to local markets, meaning these 60% may consist mostly of telephone
services for Japanese products and similar tasks.>®

Another country that might hold an interest for the reader is Japanese outsourcing to North
Korea. Although not significant, it is still very interesting but taboo.

The Korea Computer Center (KCC) is the largest IT-company in North Korea. It was established
in 1990 and has more than one thousand employees with its headquarters located in Pyongyang.
According to the article North Korea: an upcoming software destination the author Paul Tija
claims that the KCC is exporting mobile games that are frequently being used in Japan.®

For several years, the KCC has been an active offshore service provider for clients in China,
South Korea and Japan. North Korea is being used as a nearshore destination and many
employees at the KCC can speak Chinese or Japanese (despite they have never been in neither of
those countries).

North Korea has lower tariffs than China or India and more countries are trying to establish
connections with North Korea.

Although educated IT staff in North Korea seems to be eager to produce and develop, North
Korea’s isolation from the rest of the world makes it hard to use foreign technology and to
establish good foreign contacts.

58 Salaries compared for different countries. Average salaries (for all sectors) is in Japan 335 000 YEN,
in South Korea 180 000 YEN (2404 000 WON) and in China (note: Excluding Taiwan and Hong Kong)
17 300 YEN (1335 CNY), the Philippines 20 300 YEN (10 719PHP). Figures obtained from
www.worldsalaries.org.

59 Ito, Tomiura, Wakasugi Dissecting offshore outsourcing and R&D p. 32

60 Tija North Korea: an upcoming software destination p. 1-2

37



Even if there are some relations between North Korea and companies in other countries, relations
between North Korea and Japan are difficult. | think we will not see any big cooperation between
North Korea and Japanese companies in the near future.

India is another location worth mentioning. After the liberalization of the Indian economy in
1991 the country has witnessed a boom in software applications development and IT services.
When the economic bubble burst in 2001 the Indian economy was helped even more as western
companies started pruning their IT budgets and began looking around for lower costs.®

What makes India interesting in a Japan-India outsourcing relationship is the lack of outsourcing
to India.

In the USA, India has been a hot topic during the recent years. Many software developing

companies have outsourced their work to India which may have resulted in US domestic job
loss.

The main reasons why USA companies chose India are:

1. India offers cheap labor.
2. India has a well-educated workforce.

3. Indian people speak good English.

Just as China has driven down costs in manufacturing, India is driving down costs in services.

Why does not Japan use India as a resource?

As mentioned before, Japan does not conduct much outsourcing of IT services or R&D. Even if
a company tries to find resources, India tends to be too far away and more culturally different
from Japan than Europe or the USA.

If Japanese companies are looking for cost reduction they are more likely to look for it in China.
The Indian proficiency in English is not as attractive as China’s proficiency in Japanese.

But as Japanese people learn more English and are opening up more for foreign trade we can
expect more relationships with India.

61 Strategic direction The rise of offshore outsourcing to India p. 14
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4. Consumer reaction
- How outsourcing affects brand image

How do Japanese consumers react on products that are not manufactured in Japan or only partly
manufactured in Japan?

A digital camera from Akihabara (district in Tokyo known for its many technology shops) that
says “Made in Japan” might actually have its casing made in China, the CCD image sensor
developed in Singapore and the optical lens manufactured in Japan.®

But still, the camera has a “Made in Japan” stamp, which increases its value in the eyes of the
consumer. In the article Country of origin, brand image perception, and brand image structure
by Yamen Koubaa a questionnaire was used to see how Japanese consumers responded to
different countries of origin.

The questionnaire consisted of 15 questions concerning a products quality, reliability, durability
etc. The questionnaire was evaluated on a 5 point scale (from 0: totally disagree to 4: totally
agree).

The findings were that a Sony or Sanyo product images a higher value when manufactured in
Japan, followed by the USA, then China and finally Indonesia (which is a member of ASEAN).%®
Outsourcing activities clearly affected the brand image.®

In the above named article, the author presented a graph which shows the perceived quality of a
product depending on its country of origin.

62 Loong 'The future of Asia’ Japan p.302
63 Koubaa Country of origin, brand image perception, and brand image structure p.145
64 Koubaa Country of origin, brand image perception, and brand image structure p. 146
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Figure 1: Brand Images scores across country of production. No coo stands for “No
Country Of Origin”

Here we can see that the Japanese market tends to look more positively on Japanese branded
products made in Japan. Second for Sony and third for Sanyo comes no country of origin. If
there is no “Made in...” stamp on the product, costumers tend to take for granted that the product
IS made in Japan.

Made in the USA products have a high brand image score, almost as high as Japan. Products
made in China or ASEAN hold a lower brand image score.

What does this mean? If a well known Japanese company wants to outsource production to
China or ASEAN, it should take into consideration that their costumers might not think as highly
of their products anymore.

Or they should not write a country of origin on their product.
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5. A comparison with Sweden

In a survey conducted by Bengtsson, Berggren and Lind® there were 127 participants from
Swedish companies using lean production. The survey showed that companies who had
implemented lean production had superior production and manufacturing both in economical
perspective as well as customer oriented perspective. So why has only such a small part of
Swedish businesses adapted this method?

To be characterized as a lean production company the company must work with reducing
inventory, manufacturing should be controlled by pull and not push, and deliveries should be
handled just-in-time whenever it is possible.®®

Is it possible to combine offshore outsourcing with lean production? If we look at companies in
other countries, outside of Japan, many claim to be implementing lean, but at the same time also
to be using offshore outsourcing. Why is this?

Is there something these companies have misinterpreted? Or perhaps something Japanese
companies have not yet realized?

Some authors claim that outsourcing might be the next step in the evolution of the lean
perspective. Eric Olsen, author of the article Lean manufacturing and outsourcing explains the
waste pyramid, where he mentions cost, time and quality as the important measured values. An
organization’s objective should be to bring the vertices of the triangle as close to the centroid as
possible, thereby reducing the pyramids total area.®’

Cost

Quality Time

Figure 2: Waste triangle. An organization should strive to minimize its area. Quality is
shown as a negative, where the higher the value, the more a product lacks quality.

65 Bengtsson, Berggren, Lind Alternativ till outsourcing
66 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 14
67 Olsen Lean manufacturing and outsourcing
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If cost is reduced by outsourcing, lead times and the lack of quality may rise as communication
and response channels are extended and become less efficient, among many other things. There
might be problems with transportation time and costs, lack of control, idle-time (waiting for
products to arrive), uncertain delivery dates etc.®®

The idea of just-in-time is that replenishment of material should be made after customer
demand.®® So how can this work with outsourcing? Should we simply wait for customer orders,
and then make an order to some foreign country, resulting in the final product arriving at a time
when the customer no longer needs it? Or maybe we should keep a warehouse of products... But
then, are we still lean?

Is reduction of costs worth the possibility of less quality and more time consumption? Since lean
is about cutting of all unnecessary steps that do not produce value to the end costumer we have
to ask ourselves: What do our customers value?”

Although many western car manufacturers claim to use lean production, the discipline between
the Japanese manufacturing strategy and the western manufacturing strategy differs significantly.
Today, in the 21% century, many American car manufacturers are closing down factories in the
USA and moving production to other countries. What does Toyota do? In order to reach
American consumers, Toyota is expanding its manufacturing units in the USA. So if you are an
American and want to buy an American car, you should look for a Toyota, and not a car with one
of those English clinging names?"*

A big part of Toyotas success is due to the fact that customers know they can always rely on
Toyota. Consumers know their car will have a longer lifetime than most of the American or
European brands. Toyota cars do not need as many repairs.’

Globalization has another meaning for Japanese companies. Globalization does not mean to
outsource to foreign countries, but to export their own company culture and ways of doing
business by building up their own units in other countries.”

When Japanese car companies established factories in the USA, their own native suppliers in
their keiretsu also established factories in the USA. Japanese companies did not trust American
companies as regards quality, but at the same time did not want to import parts from too far
away, as it could affect the response time. Also, this would validate the cars “made in the USA”
stamp, which was important for American consumers.”*

68 Liker The Toyota Way p. 52

69 Liker The Toyota Way p. 62

70 Olsen Lean manufacturing and outsourcing
71 Liker The Toyota Way p. 21

72 Liker The Toyota Way p. 22

73 Liker The Toyota Way p. 349

74 Frontline Losing the War with Japan
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Lee lacocca, former chairman of Chrysler, stated on a television interview on the program
“frontline” in 1991:

“We build parts that are sold all over the world /.../ to sophisticated countries like
Germany, France, Italy... We can’t sell any to Japan. Well... They claim our quality
and cost ain’t good enough. Well, if they are good enough for Mercedes, then why
the hell aren’t they good enough for Toyota?!” "

Honda claims to be manufacturing in America, but when their motors were examined only 1% of
the parts were actually American.’

Now following is a comparison between various Swedish companies who claim to some extent
implement lean production on how they use outsourcing as a means of securing working product
chains.

I must stress that most of this information is taken from interviews and official information, as
well as other master’s theses based on interviews and official information. It might be possible
that companies are showing positive results and praising their own production chains, even if
these turn out to be bad or not. | have therefore tried to bring in a varied source of information
and not only rely on the interviews.

® 5.1 Ericsson

Ericsson has strived to implement lean in its business model. Founded in 1876, Ericsson is
focusing on telecommunication and is today one of Sweden’s largest companies, and also world
leading in cellular communication.”’

To meet with new global competition, Ericsson has realized it needs to learn from other
companies and implement new ideas.

The Ericsson factory in Borés is the world’s largest radio link factory. Radio links are used for
data transmission on microwave frequencies. To put it simple, instead of using cables that have
to be buried down, information can be transmitted wireless. The Ericsson factory in Boras is
responsible for supplying more than 40% of the world market with digital microwave links."

To meet with high demand, Ericsson in Boras has implemented its whole supply chain into one
building. According to Leif EImquist, Site Manager in Boras, this gives a high response time and
minimizes the risks of using outsourcing.”

75 Frontline Losing the War with Japan 04:53 minutes into the program.

76 Frontline Losing the War with Japan

77 Intelligent Logistik: Hultén Site Bords- vixande nod i Ericssons vérld No.8 2007 p. 6
78 Intelligent Logistik: Hultén Site Bords- vixande nod i Ericssons virld No.8 2007 p.6
79 Newspaper: Boras tidning Bords blir nav fér Ericsson September 20th 2011
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The building contains everything from R&D development and design of new products to
producing and deliveries. EPS, Ericsson Production System, is a way to adapt lean production to
local factors. Ericsson claims to apply methods from TPS that are more appropriate to their
operation. Outsourcing is not a topic currently in question, instead Ericsson in Boras is leaning
towards a more insourced system. Recently, part of Ericsson’s activity has been moved from
Huddinge and Gavle to Bors to avoid having the organization spread out.®

Ericsson mentions 5 principles they are implementing from Toyota. These are:

Customer focus- Maximize customer value.

Reduce waste- Identify the value chain, and constantly improve production.
Continuity- To avoid interruptions in processes, work methods are standardized.
Customer response- Using a pull effect to avoid storage. Make what the customer wants, when

the customer wants it.

Continuous improvement- Optimize the value chain, adapt.

EPS Vision: We strive to sustain and lift the competitive performance in everything we do, while
meeting the true customer needs in a cost efficient way.

EPS Mission: Using EPS as a framework, we strive for a smooth improvement process in order
to continuously work smarter and develop our business. Our goal is to have visual, predictable
and simple flows in a demand-driven organization focused on creating customer value.

But, to meet with higher demand and also to even out production volumes, Ericsson outsources
some of its manufacturing worldwide.

Also, there is a globalization program within Ericsson, where production facilities are often
placed in areas where there is a high demand for their products, somewhat like Toyota did when
it wanted to reach the American market. This would reduce transportation time and costs, and
shorten the lead time.

Ericsson has experimented with outsourcing to some extent. There is a main focus on landed
cost, which is how much a product costs if you include transportation, manufacturing, time etc,
instead of just looking at how much a product would cost to manufacture. In many cases it has
turned out to be more favorable to keep parts of the company internally.

Ericsson tries to use internal or regional capacity if it is possible, to avoid transportation costs
and lead time, but Ericsson also moves production internally to other Ericsson facilities
worldwide.

Offshore outsourcing at Ericsson in Boras is very limited.

80 Newspaper: Boras tidning Bords blir nav fér Ericsson September 20th 2011
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® 5.2 Alfa Laval

Founded in 1883, this Swedish company is world leading in developing and producing solutions
for heat transfer, separation and fluid handling. Alfa Laval’s solutions are used in such areas as
food and water supply, energy, environmental protection and pharmaceuticals.®* Alfa Laval has
13,000 employees operating in 55 countries.?® Alfa Laval has strived to implement a lean system
throughout its organization that is more adjusted to its own business.

According to Lars Renstrom, CEO of Alfa Laval, “Prime Performance is about optimizing the
performance of our processes with a focus on time and quality”.®

Stefan Hansson, VP Operations at Alfa Laval, says it is possible to combine lean with offshore
outsourcing, but it is important to decide what parts of production could be outsourced. It is not
possible to outsource critical components or to outsource in the middle of a value chain. Also, it
is important to see where the company has its customer expertise and core competence.

“If there are other suppliers locally that can make things better than us, we use them. «84

As different customers worldwide have different expectations on Alfa Laval, there is a major
global difference which factories keep certain production in-house, and which factories
outsource domestically or offshore. Alfa Laval emphasizes that it is important to see what
customers value, if it is short lead-times, or cost reduced products. Thus the system is custom-
made for each region. Isn’t this lean?

Stefan Hansson emphasizes that lean implementation and changes of procedures are constantly
occurring, as requirements and expectations are changing. It is impossible to reach a final
working solution, but to constantly change and improve the value chain, and focusing on what
customers expect and value even in different parts of the world could show a revealing answer
that offshore outsourcing can actually be combined with lean, if it favors the customer value. As
shown previously, a “Made in Japan” stamp gives a higher value to a product sold in Japan. But
in other countries, country of origin may not be as important.

In an article in “CIO Sweden” Lennart Astrom, CIO of Alfa Laval gave his thoughts on offshore
outsourcing:

“Some years ago I outsourced a development project on Infosys to India. And I must
say | was really positively surprised. Sure there were some minor cultural obstacles to
overcome, but it’s manageable. They deliver on time- and with quality. | have tried
many other larger international consulting agencies with worse resullts. 85

81 Alfa Laval official website

82 Malmgren, Caulat Virtual strategy development in Alfa Laval p. 14

83 Malmgren, Caulat Virtual strategy development in Alfa Laval p. 14

84 Personal interview with Stefan Hansson.

85 CIO Sweden: Heymowska Sd tycker 5 svenska CIO:er om offshore outsourcing November 18th 2008
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® 5.3 Volvo

Volvo Trucks (not to be confused with Volvo Cars which is owned by Ford since 1999, and
Geely Holding group since 2010), is a global truck company based in Gothenburg in Sweden.
Volvo Trucks is part of the Volvo group.

Volvo Trucks was founded in 1928 and employs 22 000 people around the world. In 2010 Volvo
manufactured and sold 75 000 trucks.®

Volvo has changed its way of production and moved to lean production. Volvo used to rely on a
“tecam based assembly”, meaning teams worked in short-flows (short parallel lines each fully
operated by a semi-autonomous work team) but stated that the production structure of the
assembly department did not live up to expectations and could also not fully compete with the
line assembly used by other Volvo plants or, even worse, by Volvos competitors.®" The
complexity of the logistics, material handling and difficulty with implementing changes into a
large assembly area where many teams worked independently from each other was prominent.
Also, managing each team was too difficult. Thus, Volvo started to look at Toyota, and also at
Scania to find solutions to its logistical and managerial problems.

Toyota had worked on lean since WW2, so Volvo had to make up for lost time. Volvo started
adapting their assembly parts and products to the manufacturing process, instead of the other
way around. Standardized production led to shorter lead time and higher customer response.
Also, distribution channels and production facilities have been looked over. Toyota has a shorter
distance between supplier and final assembly plants than Volvo has, so Volvo is trying to cope
with local factors and place production chains locally.

Volvo strives to eliminate waste in all steps of production by using lean tools. When talking
about production, it is not just the production occurring in the VVolvo plant, but the whole value
chain from when the first jigs and dies arrive (and at what time/cost and quality) to when the
truck has arrived to the customer, and of course also the follow up work, if the truck needs
repairing or not.

Repairing is a waste, thus VVolvo puts an extra effort into making sure their trucks meet with high
quality standards so they do not have to lose resources on repairing a new truck, and having a
disappointed customer.

Also, Volvo mentions in an interview what parts of the Toyota production system they do not
wish to implement. According to Ove Bdrjesson, quality manager at \VVolvo trucks, Toyota has a
corporate culture where employees are working with continuous improvement outside of regular
working hours. They also have to deliver a planned task every day, meaning they more or less
have compulsory overtime every day. Volvo values its employees and introduces the work of
continuous improvement during work hours instead of after.

Continuous improvement is important for the factory, so of course it should be included in the
work time.

86 Volvo annual report 2010
87 Kuipers, Witte & Zwaan Design or development? Beyond the LP-STS debate; inputs from a Volvo truck case p. 840
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Volvo is still working towards the goal of making the workers the source of value in the
company. The management is constantly working with providing the blue collars with resources
and time necessary so they can give suggestions for new improvements and change production.
They often hold meetings with the factory workers to get input and ideas. Just like in Toyota, it
IS not the management’s role to tell the workers what to do, but to help the workers to do their
job effectively and with high quality.

Volvo is not outsourcing any value-adding activity. They are even trying to use suppliers that
may be found locally to guarantee a working JIT-flow. They are currently working at using
suppliers located as close as possible so they can diminish their storage and instead use the
suppliers as a direct source of inventory.

Volvo has previously rented storage for their products and inventory as a temporary solution. But
by looking for local suppliers extra storage will not be needed. VVolvo has understood the need
for good customer-response and instead of focusing on outsourcing production to low cost
countries, they reduce costs by less inventory and less transportation.

® 5.4 Scania

Scania is one of the world’s leading manufacturers of trucks and busses. Scania operates in about
100 countries, with its main office placed in Sodertalje, Sweden.®

In 2010 Scania delivered 57 000 trucks and 7000 busses to customers worldwide.°

One of Scanias main competitive advantages is integrated production, meaning engines,
transmission gears, cabins and shafts are produced inhouse.®® Not only are all parts of the
production well integrated, but it also brings a security of standardization. Value-adding
activities need to be as close as possible. Keeping production inhouse also makes decision
making much easier as representatives from all departments are always available at the same
place, and new decisions are easier to implement through the organization.

Just like Toyota, Scania has understood the importance of gemba, and includes people from all
departments when making major decisions. Scania also stops their production lines once a week
to look at them and tries to see what can be improved. Scania constantly tries to improve the
value-chain by getting inputs from team-leaders, gemba, and other people involved.

While many Swedish companies are moving towards an outsourced production system, Scania is
moving in the opposite direction. There are mainly 3 reasons for Scania not outsourcing
production domestically or internationally.” These are:

88 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 22
89 Scania annual report 2010 p. 4

90 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 23
91 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 25
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1. Production and product development should all be geographically concentrated.

2. By keeping important value adding activities inhouse it is easier for Scania to overlook the
complete supply chain and control costs, delivery times etc. themselves.

3. To keep attractive prices and high quality, there can not be any loss of financial assets between

non-crucial steps in production (such as transportation costs, suppliers profit etc.)

Per Hallberg, Executive Vice President and Head of Research and Development for Scania
participated in an interview in the master’s thesis Insourcing in a world of Outsourcing, -Why is
Scania moving towards the stream? When asked about Scania’s decision to keep most of the
production inhouse and not consider outsourcing, he answered.:

“.../We are not satisfied with available suppliers /.../ They don’t deliver the
quality we require, and they don’t deliver on time 92

To maintain a high customer response and short lead time, final assembly is often maintained in
Scania’s factories in France, Holland and South America, close to their customers. > Since
salaries in the west are much higher than in developing countries, Scania focuses on being as
effective as possible, not leaving any room for waste. Hallberg feels confident that Scania will be
able to compete even in the future with low wage countries such as China without relying on
offshore outsourcing, thanks to its lean system.**

As a complement to insourcing, Scania uses outsourcing of non-strategically important parts as
long as suppliers can fulfill Scania’s quality requirements. As part of their Kaizen
implementation, Scania also constantly evaluates outsourcing decisions to see if they could
improve the production chain. If there are other regions where something can be done better,
these locations are attractive. But outsourcing decisions should only be made if it is to improve
quality, not to reduce costs.

As assembly and production at Scania, just as with Toyota, is considered the main value adding
step in the value chain, and also the core competence of the company, Scania relies more on
competitive, high quality insourcing, that outsourcing.*

® 5.5 Lean in Sweden & outsourcing: A conclusion

There is a difference in how much Swedish lean companies decide to outsource of their business
and how much other Swedish companies decide to outsource of their business. Swedish lean
companies have mostly tried to keep their production inhouse or local, just like Toyota.

92 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 27
93 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 30
94 Johansson, Spangberg Insourcing i en vdrld av outsourcing p.31
95 Johansson, Spangberg Insourcing i en vdrld av outsourcing p. 42
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In many cases, the financial gain in having production moved to a low-cost country is not worth
the loss in response time, transportation costs etc. By looking at the complete value-chain, most
lean companies have come to the conclusion that offshore outsourcing has a negative impact on
the rest of the chain. Companies need to look at the landed cost, not just at the manufacturing
price. Also, as Scania mentioned, production is not the main source of costs, it is the main source
of value adding.

But still, Swedish lean companies tend to outsource more than their Japanese counterparts.
Among the reasons they often mention two:

First of all they have to adapt lean to their own conditions. Some claim that when supplying the
world market there are not enough resources locally that can meet with the high demand. Others
claim that there is not enough expertise locally or domestically in some areas. Companies claim
they can not just “copy-paste” Toyotas production system onto their own organization, they must
adjust it (two of my interviewed companies actually used the exact same term, “copy-paste”).

The second reason is that companies wish to focus on their core business. They wish to focus on
the main value adding activities and R&D. This is somewhat in line with what Japanese lean
companies are doing when they outsource, they let someone who can do it better and cheaper do
it for them. However, when Japanese companies outsource it is mainly domestic.

In the frame of reference | declared four main reasons why companies choose to outsource, these
were:

Certain operations are difficult to perform inhouse.
Cost reduction.
Introducing expertise from the outside.

s w N

Focusing management resources on the core business area.

According to research, offshore outsourcing conducted by Japanese companies is used as a
means to cut costs. However, when asking Swedish companies, all above stated reasons except
cost reduction was given as motivation why they outsource offshore. Are these results accurate,
or is it taboo to actually admit that outsourcing decisions are based on cost reductive motives?

A third reason, although not specifically mentioned by the interviewed companies, why offshore
outsourcing would be more possible in Sweden than in Japan might be due to the fact that
Japanese costumers value the “Made in Japan” stamp much more than Swedish customers value
the “Made in Sweden” stamp. The country of origin might not have the same effect on the
perceived quality of the product.

What is interesting is that Swedish companies tend to be more critical towards their own lean
implementation than Japanese companies tend to be as regards their implementation. Swedish
companies openly state what they are doing, and what they have not managed to do. But when
asked about outsourcing and if there are any problems with it, companies seem more restrict to
answer. It seems like they want to defend their value chain and not question it. Lean on the other
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hand is not their idea, so it might be okay for it not to work fully. But outsourcing is a
management decision, so it has to work.

Companies will never be able to fully adapt lean as the market, the company, and the world
constantly change. But that is what lean is all about, constant change and constant improvement.

| want to point out the interesting part about how Alfa Laval had adapted their factories around
the world depending on what local customers demand. In some countries, production is kept
inhouse, but in other countries production is outsourced offshore. In Japan the “Made in Japan”
stamp is very important when it comes to quality, but in other countries a product’s country of
origin might not be as important. Alfa Laval has understood that the customer value should
control the value-chain, and not the other way around.

Anders S Nilsson posted a letter in “Computer Sweden” on Mars 22" 2004 stating some of the
reasons why outsourcing does not work well and sums up some of his 25 years of experience
from working in IT & Management at both Scania and Alfa Laval.

He claims that when Swedish companies outsource IT it is due to cost reduction, nothing else.
Also, in the long run costs are never reduced when looking at the final landed price.

As mentioned above, companies claim to want to focus on their core business, but Nilsson says it

Is impossible to focus on the core business unless the value-chain of the product is fully utilized.

In gemba kaizen, quality should always come first. Costs should never be cut on the expense of
quality.”” However, it is important to see what customers value as quality.

96 Computer Sweden Ddrfér fungerar outsourcing sd ddligt Mars 22nd 2011
97 Imai Gemba Kaizen p. 50
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6. Discussion

® 6.1 Who should outsource offshore?

Who would gain the most from offshore outsourcing? Would it be big companies that break free
from their keiretsu family and cut costs by using foreign suppliers? Or would it be the small
companies that need to compete on a market where their share is limited?

The main reason for offshore outsourcing is usually cost reduction. In many cases special
competence and resources, not available at home, are also reasons.

The fixed entry cost for foreign outsourcing is significant.”® Also, a company’s previous business
experiences with foreign companies are important for not making mistakes. Although a smaller
company might be more flexible for change, a larger company can more easily afford the
investment cost and might have more foreign experience. Firms tend to outsource more of their
activities overseas when their productivity is higher or when their productions are more labor-
intensive.

Since service oriented offshore outsourcing is still at a growing stage, there is not much
experience in this kind of outsourcing.

Hence, a relatively large company that could afford the investment cost and is looking for a long
term relationship could be profitable by outsourcing their labor-intensive tasks to another
country.

® 6.2 How could offshore outsourcing affect the Japanese
economy?

There have been speculations if offshore outsourcing would reduce the amount of job
opportunities in Japan.*®

Research has shown that a rise of outsourced production has had a negative impact on domestic
job opportunities. In the USA, increasing outsourcing of software programming to India has not
only posed a threat to domestic employment, but also stirred up concerns and political
reactions.'®

In Japan’s case, we might expect non-qualified work tasks to disappear more as Japanese
companies move such jobs to China for cheaper labor.

98 Tomiura Foreign outsourcing and firm-level characteristics: Evidence from Japanese manufacturers p. 255
99 Japanese Ministry of Economy, Trade and Industry White Paper on International Economy and Trade 2004 p. 22
100 Tomiura Offshore outsourcing by Japanese Firms
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But in the long run, Japan is today a more service oriented society and if such jobs disappear it
would be a natural step for Japan’s economic development.

When the economic bubble burst in Japan around 1990 cost reduction was very important for
companies to survive. The same when companies in the USA started pruning their budgets and
looked for cheap software programming labor in India. In case of another economic crisis,
outsourcing might help companies to survive due to lower supplier costs.

How can Japan compete on a price level with foreign companies if they don’t cut their supplier
costs? Maybe in quality... But Chinese products hold a higher standard today than 10 years ago.
For Japan to continue its growth more internationalization is vital. Risk is not reduced by
keeping production domestic. Risk is reduced by securing a strong position as a company that
can deliver high quality products to a low price. And perhaps offshore outsourcing is the answer.
Risk is reduced... by outsourcing.

® 6.3 What Swedish companies could learn

As mentioned before, Swedish lean companies outsource less than regular Swedish companies,
but still more than their Japanese counterparts. To fully apply lean into a working supply chain,
JIT-must work. It is one of the standard specifications for lean and can not be changed. I believe
that depending on what customers value, some companies might try to outsource to cut costs and
manufacture cheap products. Others might realize the difficulties with offshore outsourcing and
focus on quality.

One thing I can not understand still is... As [ mentioned before, how come Volvo cars are more
expensive today than 30 years ago (taking into account consumer price index), even though
Volvo outsources more? Are the cars more complex today? Where is the customer value? Does
outsourcing really lead to lower costs?

I want to know why... As a customer where does my money go? I can’t see the added customer
value!
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7. Future work

By now the reader should have an understanding of Japanese offshore outsourcing and how it
differs from Swedish trends.

What would be interesting in future work would be to go more into depth with specific Swedish
companies and make case studies to see if the value-chain could be improved by endorsing
inhouse production or local outsourcing, or perhaps by outsourcing offshore depending on the
expected customer value.

It would also be interesting to see a more complete study on how Swedish companies combine
lean with offshore outsourcing, by looking at a wide range of different industries and sectors.

Another suggestion for future work would be to remake this entire work after 10 years, to see
how the trends have changed, if predictions were right and what might happen in another 10
years.

It would be interesting to see if China would still be an attractive outsourcing destination, if
Japanese companies have started spreading out their value-chain more globally, if Swedish lean
companies have focused more on inhouse production etc.

It would also be interesting to see if other destinations in Asia have become more attractive.
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The official website of the Association of Southeast Asian Nations
http://www.aseansec.org/about_ ASEAN.html

ASEAN member states
http://www.aseansec.org/18619.htm
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http://www.worldsalaries.org/japan.shtml

List of average salaries in South Korea per profession
http://www.worldsalaries.org/korea.shtmi
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http://www.volvocars.com/se/all-cars/volvo-s60/tools/pages/pricelist.aspx
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