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HR outsourcing among Malaysian
manufacturing companies

Hasliza Abdul-Halim and Norbani Che-Ha

Introduction

Over the past decade, businesses have tried total quality management, business process

reengineering, rightsizing, downsizing, restructuring and other approaches to meet or

exceed the companyies’ goals. While companies find that improvements can be made in

operations and processes, significant resources are still focused on non-core activities.

Despite these actions, however, a significant amount of resources continues to be devoted

to routine and administrative functions. In view of this, and in an effort to address scarce

resources and meeting customers’ unrelenting needs for quality, many entities have now

ventured into various kinds of outsourcing exercises (Marinaccio, 1994). Outsourcing allows

management to refocus scarce resources on core business activities, as well as increasing

customers’ perception of quality and reducing the cost of the outsourced functions

(Marinaccio, 1994).

Outsourcing is becoming the norm among private and public companies. The rationale for

its adoption is simple and compelling. If outsourcing parts of the business activities or

operations yields greater benefits to the companies than performing them internally, then

there is a clear-cut case for outsourcing. In addition to the immediate efficiency gains,

companies can also direct their efforts to other activities that they can perform proficiently in

house (Fill and Visser, 2000). In short, outsourcing, as a strategy results in the better

deployment of business activities (Elmuti, 2003).

Outsourcing can be broadly defined as the transfer of a function previously performed

internally to an external provider (Domberger, 1998; Finlay and King, 1999). Many

companies realise the importance of outsourcing and are beginning to expand this practice

to many of their business operations. In fact, many researchers posit that outsourcing

encompasses a wide spectrum of activities, from manufacturing operations to research and

development, logistics and marketing, information technology, HRM and accounting (e.g.

Gilley et al., 2004b; Morgan, 2003). Outsourcing means different things for different business

activities.

Researchers have identified numerous reasons why firms use outsourcing. Companies can

expect to achieve many different benefits through successful outsourcing, although there

are significant risks that are run if outsourcing is not successful (Kremic et al., 2006). The

next section will discuss the advantages and disadvantages of outsourcing in general.

Advantages and disadvantages of outsourcing

Similar to other strategies available to businesses, due deliberation should be undertaken

before any outsourcing is carried out by a business entity. The result of an outsourcing

exercise can greatly benefit the entity or can equally prove to be disastrous, depending on

how well it is planned and executed. An abundance of outsourcing literature exists today
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that examines both the advantages and disadvantages of outsourcing. Table I presents

various advantages and disadvantages of outsourcing.

The trend towards HR outsourcing

The above explanations of the advantages and disadvantages of outsourcing provide the

backdrop for the discussion of outsourcing activities. Outsourcing is becoming a common

practice among companies and it is used widely in a variety of business activities (Lever,

1997). Currently, all around the globe, HR employees are considering or are actively

engaged in outsourcing all or part of the HR function. Significant advances in technology

have created a situation where work and most jobs can be done anywhere in the world. In

general, HR outsourcing means having a third-party service provider or vendor administer,

on an ongoing basis, a HR function that would normally be performed internally. A vendor will

contract to perform a specific HR function, hence delivering predetermined services for a

certain specified fee (Cook and Gildner, 2006).

In spite of this emerging trend, few empirical investigations have been conducted into HR

outsourcing, particularly in Malaysia. There are few academic researchers who have

analyzed how decisions of outsourcing are formulated and carried out, the effectiveness of

the outsourcing and, most importantly, the impact of the outsourcing on performance

(Wahrenburg et al., 2006; Delmotte and Sels, 2008). In fact, most studies emphasize the

outsourcing of other activities, such as information technology (Lacity and Willcocks, 1998),

engineering (Quinn, 2000) and manufacturing (Dekkers, 2000).

Traditionally, HR managers are responsible for updating the policies and procedures

affecting their companies. They are also responsible for selecting, hiring, training and

compensating the workforce. However, today’s HR managers are expected to step out of

their ‘‘safe enclaves’’ and be more flexible, responsive and efficient, in addition to being able

to contribute to the strategic decisions of their companies (Ulrich, 1996). In response to this

shift in paradigm, many HR managers are turning to outsourcing as a way of meeting these

demands (Cook, 1999; Adler, 2003).

Why outsource HR functions?

There are many reasons, at both the strategic and operational levels of companies, to

embark on HR outsourcing. Many share similarities with the outsourcing of other companies’

functions. Specifically, demands for increased productivity, profitability, and growth have

encouraged companies to analyze their internal HR processes, resulting in a move towards

strategic outsourcing activities (Cooke et al., 2005). Moreover, reasons for HR outsourcing

are frequently a response to an overwhelming demand for reduced costs (Greer et al.,

1999), reduction in overheads (Herbertson, 2000), quality improvement (Elmuti, 2003) and

focus on core competencies (Wahrenburg et al., 2006; Elmuti, 2003; Smith et al., 2006).

HR outsourcing is also seen as an effective way to improve efficiency by gaining access to

experts in HR areas. It enables companies to profit from the rising comparative advantage of

specialized service providers who have expertise in the areas concerned (Smith et al., 2006;

Cooke et al., 2005). Apart from this, HR outsourcing allows companies and external vendors

Table I Advantages and disadvantages of outsourcing

Advantages Disadvantages

Access to experts and advanced technology Loss of management control
Time pressure Loss of internal expertise and skills
Reduce costs Costs consideration
Strategic focus Declining innovation
Flexibility Effect on employees’ morale
Improve quality Potential lower service quality
Shift the burden of risk and uncertainty Disruptions and clashes of opinions
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to combine their consultative and strategic roles in designing and implementing programs to

enhance companies’ performance (Greer et al., 1999).

Types of HR functions to be outsourced

Evidence suggests that HR outsourcing has increased considerably over the last decade

(Andersen, 1996; Harkins et al., 1995). Qualitative and quantitative reports such as the

Cranet Survey by the Bureau of National Affairs provides further evidence of this growth (see

Lilly et al., 2005).

A recent survey by Smith et al. (2006) indicates that 61 percent of companies outsourced at

least one HR function. Of that percentage, 68 percent outsourced recruitment, 61 percent

outsourced human resource information system, 56 percent outsourced training, and 49

percent outsourced benefits administration. Another survey conducted by the Bureau of

National Affairs in 2004 demonstrated that 67 percent of HR departments outsourced one or

more HR functions.

The Cranet survey (see Cooke et al., 2005) provides further evidence to support the growing

trend towards HR outsourcing. The survey showed that 97 percent of companies used

external providers in HR to cover at least one HR function. Of the various HR functions,

training activities are the most common functions to be outsourced (77 percent). This is

followed by recruitment (59 percent), benefits (30 percent) and workforce outplacement (29

percent).

Companies outsource a wide range of HR functions. Lever (1997) indicated that 75 percent

and 65 percent of companies outsourced benefits administrations and training, respectively.

Payroll was also one of the popular HR functions to be outsourced (62 percent), followed by

recruitment with 50 percent. Other outsourced functions included HR information systems

(30 percent) and compensation (17 percent). None of the respondents outsourced strategic

HR functions.

Overall, considerable variations exist among companies in their use of HR outsourcing. More

important, these variations seem to remain uncertain. That is, one major issue in outsourcing

HR is to decide what types of HR functions to be outsourced.

In making this decision, companies need to consider the likely impact of outsourcing these

HR functions on the company’s performance. To do so, companies may need to distinguish

between core and non-core functions. Core functions are those functions that are crucial to

the companies’ competitiveness and thus must be kept internally, whereas non-core

functions are deemed to have lower impact on the overall performance of the companies

(Cooke et al., 2005). According to Finn (1999), core functions include top-level strategy, HR

policies, HR planning while non-core functions comprise of specialist activities (e.g. training

and recruitment) and personnel administration (e.g. payroll, HRIS, pension).

HR outsourcing in Malaysia

Recognizing that information and communication technologies are rapidly changing the

face of international trade, resource flows and competition, Malaysian manufacturing

companies are taking initiatives to improve their operations in the face of these challenges.

Developing HR in this sector is one of the crucial tasks required to prepare capable and

skilled employees to meet current and future challenges (Hewitt Associates, 2006; Zidan,

2001). In line with this, there is a necessity to deploy skilled and competent employees in

core and strategic activities. Activities that are deemed non-core to companies are

relegated to outsourcing. It is no secret that in manufacturing, companies that consistently

hone their productivity output and efficiency levels can greatly enhance their chances of

success (Swarts, 2003). Therefore, while it might be reasonably easy to discover time- or

cost-saving opportunities in such areas as production, packing, shipping or receiving, a

growing number of manufacturers nationwide are learning that outsourcing their HR

functions can also yield significant rewards (Gilley et al., 2004a). This is because examining
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the company’s HR and administrative activities might not be an obvious avenue to explore

when looking to boost manufacturing productivity.

Recently, many manufacturing companies have been using professional employer

companies (PEO) to perform HR functions such as payroll and benefit activities, with the

aim of remedying their HR inefficiencies (Klaas, 2003). This practice has become popular

among many manufacturing companies in Malaysia (Zenith Services, 2005). These

companies are turning to outside providers to perform their payroll, benefits and

administrative activities in order to improve their effectiveness. To remain competitive in

the global marketplace, more and more manufacturing companies are examining

outsourcing as a way of making their operations more efficient in Malaysia (Khong, 2005).

Therefore, it is pertinent to examine the scenario of HR outsourcing among manufacturing

companies in that country.

Given the complexity, cost, and highly regulated nature of the HR function, most

manufacturing companies begun to outsource HR activities, for various reasons. This study

used mail questionnaire to understand further the extent of HR outsourcing among

manufacturing companies in Malaysia. The questionnaires were targeted to senior HR

managers of Malaysian manufacturing companies. The mailing list was obtained from the

Federation of Malaysian Manufacturers Directory (Federation of Malaysian Manufacturers,

2005). The survey yielded a 23 percent response rate, with 232 useable responses from an

eligible sample of 990 companies. The study found that of 232 the respondent companies,

only 113 outsourced their HR functions. This indicates that about 49 percent (113/232) of the

companies outsourced their HR functions, and it shows that the practice of HR outsourcing

is still a relatively new practice among many companies in Asia countries, including Malaysia

(Hewitt Associates, 2006).

The results indicated that companies outsource various HR activities. Figure 1 provides a

snapshot of various HR functions outsourced.

The majority (83.2 percent) of the companies outsource recruitment functions. They also

outsource training functions (64.6 percent) and payroll (26.5 percent). Nevertheless, only

13.3 percent, 10.6 percent and 8.8 percent of these companies outsource benefits,

employee relations and HR information systems, respectively. As expected, none of the

companies outsource strategic HR functions. This result is consistent with the study

conducted by Smith et al. (2006), in which a majority (68 percent) of Russian companies

outsourced recruitment functions. Moreover, training is also considered among one of the

popular HR functions to be outsourced.

Figure 1 Types of HR functions outsourced
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However, payroll is among the least outsourced functions, although Greer et al. (1999) assert

that non-core functions such as payroll administration and benefits are frequently

outsourced. In fact, Smith et al.(2006) also suggested that the payroll function is among

the least popular candidates for outsourcing (27 percent). With regard to HRIS function, and

consistent with the finding by Lever (1997), very few (30 percent) companies outsourced this

function. In terms of outsourcing strategic HR functions, the result is consistent with past

research (e.g. Smith et al., 2006; Lever, 1997) in which there were no respondents who

outsourced strategic HR functions such as HR planning and research on HRM.

The study also found that the manufacturing companies outsource HR activities for various

reasons. Table II summarizes the reasons for engaging HR outsourcing.

Table II presents the mean for the reasons of HR outsourcing on a six-point scale (on a scale

of 1 ¼ strongly agree to 6 ¼ strongly disagree). Mean is used to identify the most and the

least reason for engaging HR outsourcing (Elmuti, 2003). Lower mean represents the most

reason for engaging HR outsourcing. Most of the companies outsourced the HR functions

because they wanted to get access to the experts’ services (mean ¼ 2:71) and excellent

quality (mean ¼ 2:82). Conversely, only a few of the companies agreed that they outsourced

because of huge costs reduction (mean ¼ 3:41) and could not cope with the peak period

(mean ¼ 3:67).

This is consistent with the survey conducted by KPMG (Switser, 1997), in which 76 percent of

respondents outsourced in order to gain access to expert services. However, the result is not

consistent with past studies (e.g. Smith et al., 2006; Elmuti, 2003) in which companies

outsourced HR functions mainly to reduce costs.

Perhaps, in the Malaysian context, companies engage HR outsourcing because they do not

have the experts to perform HR functions in house. As such, companies need assistance

from external vendors to design, develop and perform HR functions effectively.

Figure 2 shows the reasons for not engaging with HR outsourcing. Figure 2 indicates that a

large proportion (74 percent) of companies find that HR outsourcing is not appropriate for

their business operations. This is probably due to the complex operation of business, in

which employees need to have a complete understanding of this matter. In contrast, only a

few (17 percent) of these companies realize that HR outsourcing is not relevant to their

companies’ cultures and values; finally, almost 7 percent of them are not aware of HR

outsourcing at all.

Discussion and conclusion

It is interesting to review the responses carefully. Upon inspection, it becomes apparent that

recruitment was the most popular candidate for outsourcing. This is followed by training

functions, payroll, benefits administration and employee relations. The function outsourced

the least was HRIS. None of the companies was found to outsource strategic HR functions.

Table II Reasons of HR outsourcing

Reasons for outsourcing Mean

Huge cost reduction 3.41
Huge quality improvement 3.38
Standard technology 3.35
Excellent reliability of services 3.10
Materials available abroad 3.34
Expert services 2.71
Capital funds available for advance operation 2.89
Basic skills 3.04
Ability to cope with peak period 3.67
Common competitive advantage 2.95
Novel ideas 2.96
Excellent quality 2.82
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This finding is consistent with previous arguments (e.g. Lever, 1997; Smith et al., 2006), in

which core functions are performed internally, whereas non-core functions are handed over

to external vendors.

This scenario is expected to be driven by the existence of reliable vendors specializing in

designing and delivering training programs and also in head hunting. Another reason is due

to the nature of these functions (recruitment and training), which changes too quickly for

internal departments to keep up and maintain, and therefore outsourcing to specialized

vendors becomes an alternative. As for payroll and HRIS, the ultimate reason for performing

most of these functions in house is that, in the Asia-Pacific region the decision to outsource

tends to be made locally. Therefore, most companies refuse to outsource these functions

because of increasing concerns over confidentiality and privacy issues (Stroh and

Treehuboff, 2003). Moreover, the growing complexity of compliance requirements in areas of

benefits, HRIS and compensations made them unattractive for the external vendors. This

might also imply that it will take a longer time for companies in Asia to build trust and

confidence in a vendor, thereby extending the period from the initial contract to an ongoing

relationship (Hewitt Associates, 2006).

The study also found that the primary reasons for engaging with HR outsourcing were the

desire to get access to expert services and to seize the excellence quality provided by

external vendors in performing the HR functions. Unexpectedly, from the mean score, cost

reduction was among the least options for the reason to outsource HR functions. Perhaps, in

the competitive HR outsourcing market, low costs no longer suffice to differentiate one

vendor from the pack. Rather, as HR departments are pushed to add value, they require

vendors who can provide the excellence services together with customer’s intimacy.

The present study was also conducted to find the underlying reasons why companies did

not engage with HR outsourcing at all. Most of them claimed that HR outsourcing was not

appropriate for their business operations. The nature of the culture, values and norms

practiced by the companies made them very difficult for external vendors to grasp. Cost is

also one of the reasons. Some companies probably find that the cost of engaging external

vendors is higher than the cost of performing the functions in house. Apart from this, the

companies are also concerned with the confidentiality of data. They are terrified that their

data might be manipulated or misused by external providers.

Figure 2 Reasons for not outsourcing HR functions
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In short, the practice of HR outsourcing presented in the study shows that most companies

have the tendency to outsource recruitment and training functions heavily. This study also

provides support for the claims of HR outsourcing proponents that outsourcing allows

companies to enhance expertise and improve service quality as well as providing

competitive advantage. Although HR outsourcing is still a relatively new phenomenon in the

Asia-Pacific region, this study shows that in a country like Malaysia, HR outsourcing is

becoming more common and the availability of service providers in Malaysia has probably

grown significantly in recent years.
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