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Abstract 
The topic investment is extensively covered in the literature and has been 
thoroughly analyzed throughout the years. However, considerably little re-
search has been focusing on the risks and uncertainties of an investment, es-
pecially from a small and medium sized subcontractor’s perspective. The pur-
pose with this thesis is to describe the investment process and how the associ-
ated risk and uncertainty is managed in small and medium sized subcontrac-
tors to the automotive industry. 

In order to fulfil the purpose and gain deeper knowledge about the invest-
ment process, a qualitative method was applied. The chosen qualitative 
method is an interview study with representatives at four companies in the 
automotive industry, which is the foundation of the empirical findings.  

The result of the study indicates that the investment process in the studied 
companies is mainly driven by the companies’ long-term vision. The main rea-
son for this seems to be that the majority of the studied companies are man-
ager owned with the implication that the manager has other preferences to 
aim for than reaching maximum profitability.  

Furthermore, the study signifies that the dominating calculation method is the 
payback method. This is presumably due to the easiness and communicability 
of the model, which comes from the fact that the result of the calculation is 
easy to interpret. Moreover, the method is not time consuming, which were 
perceived as beneficial by the participants in the study.  

Regarding risk and uncertainty the result of the thesis indicates that small and 
medium sized subcontractors to the automotive industry do not systematically 
treat the risk and uncertainties associated to investments. However, the fact 
that they do consider the risks and uncertainties in their investment process 
signify an awareness of the implications of risk and uncertainty when making 
investments. The outcome of the research shows that the way the studied 
companies handle risk differs from company to company.  
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1   Introduction 
In this opening chapter the background, problem and purpose of the thesis is dis-
cussed. Furthermore the delimitations and disposition is presented. 

1.1  Background 
Investments decisions refers, classically, to either create additional capacity or to 
make better use of already available capacity (Asztély, 1965). Investments can 
also concern marketing activities, for example brand building, and education of 
the employees (Bergknut, Elmgren & Hentzel, 1993).  

Investments are therefore important from a societal perspective as they generate 
possibilities to economical growth due to better efficiency and stronger competi-
tive advantages. This is further demonstrated by the fact that the size of the in-
vestments is the driving force for economical growth. In short terms investments 
have an indisputable impact on the society of tomorrow as tomorrows welfare 
will be dependent on the investments of today (Persson & Nilsson, 2001).  

Investments are also important from a business perspective as they should, when 
being successful, generate, the earlier mentioned effects, better efficiency and 
thus result in more competitive advantages to the company (Persson & Nilsson, 
2001). Investments are, generally, associated with a large capital offering, initial 
investment, and affects the cash flows for a long period of time (Andersson, 
1997; Asztély, 1965; Ljung, 1983). Therefore, rigid decision models, including ap-
propriate calculations, are needed in order to separate the good investments form 
the bad (Yard, 2001).  

However, it is very hard to make perfect calculations as they deal with the future 
and we know very little, if anything, about it (Krantz & Thomason, 1999; Löfsten, 
2002). This uncertainty about the future leads to a risk exposure to the firm, 
which have to be considered in the investment decisions as it will inevitably af-
fect the future profitability of the investment (Krantz & Thomason, 1999; Yard, 
1987). An example could be what discount rate to use in the calculations. In ad-
dition, the company is also exposed to another risk due to the uncertainty about 
the future as they cannot say anything how the market will change, and thus it is 
difficult to estimate the cash flows the investments should generate, over the pe-
riod the calculations are projected over (Bergknut et al, 1993; Ljung, 1983; Löf-
sten, 2002; Persson & Nilsson, 2001)  

There is a vast amount of literature covering the issues of how to judge invest-
ments. However, there is surprisingly little research about how to deal with the 
risks and uncertainties that are connected to investment decisions, especially for 
small and medium sized companies. In our opinion this is rather surprising, since 
if the firm can manage the uncertainty it will more likely choose a prospering in-
vestment proposal (Krantz & Thomason, 1999). A majority of the books are also 
mainly directed towards larger companies. Although the principles are applicable 
on all organizations, no matter of size, it is natural to believe that smaller firms 
may be more intolerant to risk exposure than larger firms and therefore have an-
other view and incentives for investments. Thus it is more important for these 
firms to be able to separate the good options from the bad as they may not pos-
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sess the same financial strength and eventually bad investments may lead to 
bankruptcy.  

This thesis is written on commission from Captum AB, which is a consultancy 
firm situated in Gothenburg. The services, Captum are offering, are within busi-
ness planning, process development and risk management. The company is 
mainly targeted towards small and medium sized companies, but its customer 
portfolio also contains of larger firms all over the country. Captum is now, as a 
part of their business development, trying to refine and sharpen the services the 
company is offering within risk management in order to reach new markets and 
customers. The company has therefore asked us to study the investment process 
and how risk and uncertainty is considered in investments in order to build solu-
tion models to offer to the customers. 

Today, risk management consultancy is, as earlier mentioned, one service Cap-
tum offers and thus it is logical for the company to look further into investments 
as it is one of the most risky decisions a firm take. Furthermore, some of Cap-
tum’s larger customers are in the automotive industry, therefore, on Captum’s 
wishes, subcontractors to these industry are to be studied in this thesis.  

1.2 Problem statement 
Cash flow and the potential future profitability is usually the primary focus in an 
investment calculation. However, studies (e.g. Honko, 1980 in Löfsten, 2002) in-
dicate that an investment which fit the long-term strategy of the firm is more 
likely to be successful. This seems logical as the firm already possesses the 
knowledge within the business area and a complete turnover of the strategy 
could confuse the different interest parties of the company (Prahalad & Hamel, 
1989; Johnson & Scholes, 2002). Therefore, it is of importance, in order to choose 
the best possible investment alternative, to see the different alternatives in a 
wider perspective considering more parameters than merely cash flows. This 
could be even more crucial for small and medium sized subcontractors in the 
automotive industry as they are seldom well diversified business wise, and thus 
rely on one big customer.  

Which decision parameters are important for small and medium sized subcon-
tractors to the automotive industry in investment decisions? 

When the investment proposal has been analyzed from a strategic point of view 
is a calculation needed in order to find out if it is profitable. Such calculation 
analysis is based on  various different factors that are hard, if not impossible, to 
define in advance as they concerns the future (Asztély, 1965; Bergknut et al, 
1993; Ljung, 1983; Löfsten, 2002). It is therefore of high importance to have reli-
able methods and models to able to evaluate different investment options in or-
der to choose the best possible for the firm (Yard, 2001). This is maybe of even 
greater importance for a small and medium sized company, especially subcon-
tractors to the automotive industry, as there probably is a smaller margin of fail-
ure and thus a bad investment could have disastrous consequences to the firm. 

What different calculation methods do small and medium sized subcontractors to 
the automotive industry apply to judge an investment proposal? 
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The investment, generally, requires a large capital offering up front (Andersson, 
1997). This offering affects the financial strength of the firm and thus risk is in-
volved in the investment decision as it makes the firm more vulnerable for unex-
pected costs (Yard, 1987). A small and medium sized enterprise is probably more 
sensitive to this type of risk for the same reasons as mentioned above. Further-
more, the investment decisions are made from projections about the future, 
which is very difficult to predict in advance. Thus, in the investment process un-
certainty needs to be considered to secure the best possible option.  

How do small and medium sized subcontractors to the automotive industry treat 
risk and uncertainty in investments? 

1.3 Purpose 
The purpose with this thesis is to describe the investment process and how the 
associated risk and uncertainty is managed in small and medium sized subcon-
tractors to the automotive industry. 

1.4 Definitions and Delimitations 

1.4.1 Delimitations 
As presented earlier an investment could be of different kind, such as market in-
vestment for brand building, environment investments for meeting environmental 
demands and real investments to increase productions capacity (Bergknut et al, 
1993). All these investments are of importance to the competitiveness of the firm 
(Persson & Nilsson, 2001). In this thesis we will, however, only consider real in-
vestments due to time and space limitations. 

The investments which are carried through could in addition to the financial ef-
fects have effects on other areas, for example higher employee satisfaction due to 
better work environment (Löfsten, 2002). In this thesis we have chosen to men-
tion these briefly as they certainly have a linkage to the financial effects of an in-
vestment. However, they will be given limited space as the primary focus of this 
thesis will be the financial effects.  

Furthermore, this thesis will only focus on how small and medium sized subcon-
tracts to the automotive industry handle risk and uncertainty. This perspective 
was chosen on request from Captum since these types of firms are the company’s 
main target group of customers. In addition to that the focus on small and me-
dium sized enterprises goes in line with the profile of the school and we believe 
there is a need for further investigations within this group of firms. 

Lastly, Captum did not have any further restrictions and gave us the freedom to 
formulate the problem questions. 

1.4.2 Definition of SMEs 
There is no general definition of small and medium sized enterprises and in dif-
ferent industries the term “small” has different meanings (Storey, 1994). In order 
to overcome this dilemma researchers have tried to state a general definition of 
small and medium sized enterprises.  
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In this thesis we have chosen a definition proposed by the European Commis-
sion (EC). The definition, current from 1st of January 2005, states that a small 
sized enterprise has less than 50 employees and an annual turnover of maximum 
10 million euros and that a medium sized enterprise has between 50 and 250 
employees and a total annual turnover of maximum 43 million euros. 

1.5 Disposition 
In this thesis the following parts will be presented: 

• Part 1: The first part of the thesis consists of an introduction to the problem area, fol-
lowed by a discussion around the problem which results in a problem statement. Given 
the problem statement the purpose of the research is presented and finally, the delimita-
tions, important definitions and the disposition of the thesis are described. 

• Part 2: The second part includes a scientific methodological discussion which the chosen 
method is derived from. Finally, a de-
scription of the collection of data is pro-
vided. 

• Part 3: In the third part the frame of ref-
erence, including a review of relevant 
theory on the investment process and 
risk management, is presented to facili-
tate the analysis of the empirical find-
ings and thus reach a result. 

• Part 4: In the fourth part the findings 
from the empirical research of small 
and medium sized subcontractors to the 
automotive industry is presented. 

• Part 5: In the fifth part an analysis of the 
empirical findings on the basis of the 
frame of reference is conducted in or-
der to find answers to the stated prob-
lems. 

• Part 6: In the final part of the thesis, the 
conclusions drawn from this research 
are presented along with a final discus-
sion around the problem area in order 
to gain a deeper knowledge about the 
findings. Lastly, criticism of the study 
and suggestions for further investiga-
tions within the field is discussed. 

  
Figure 1-1 Disposition of the thesis 

Introduction 

Method 

Frame of 
reference 

Empirical 
findings 

Conclusion 
and Final 

Discussion 

Analysis 
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2 Methodology 
This chapter presents our choice of method along with a methodological discus-
sion. Further, the procedure of this thesis and quality of the research is discussed.  

2.1 Deductive and inductive logic 
Two different methods of logic, deductive and inductive, are related to the dis-
cussion of philosophical perspective and in this thesis we use both with an em-
phasis on the inductive logic. According to Andersen (1998), the inductive logic 
starts with empirical observations to find patterns to develop general knowledge 
about the theory and the purpose is to capture the methods and processes en-
countered in practice. Interview studies as well as case studies are common ex-
amples of how the inductive logic is applied. Our focus on the inductive logic is 
therefore evident as we develop knowledge about the investment process 
through observations.  

Nevertheless, we also use the deductive logic. Deductive logic applies existing 
theory and it is used to deduce new hypotheses. Empirical investigations are then 
utilized to validate the stated hypotheses (Ibid). This thesis does not aim at vali-
dating existing theory, but the deductive logic is apparent as the questions used 
to achieve the observations are deduced from existing theory. 

2.2 Applied method 
In this thesis we used a qualitative method, an interview study, and in line with 
Saunders, Lewis and Thornhill (2003) we chose the applied method by carefully 
considering what would fit the paper’s problem statement and purpose most. 
When choosing an appropriate method there are also, according to Holme and 
Solvang (2001), great differences in the two most common research methods, i.e. 
quantitative and qualitative methods, which have to be regarded. These will be 
presented in order to motivate the choice of applying the qualitative method. 

The major difference concerns the objectivity and generalizability of a study. A 
quantitative method gives the researcher an objective result and the possibility to 
generalize. This is because it uses statistical measurements on relatively large 
samples and thus gives indications for the entire population. Qualitative methods, 
in contrast, use relatively small samples and do not reach general conclusions 
because of the insufficient sample (Holme & Solvang, 2001; Saunders et al., 
2003).  

As stated above our aim was to develop knowledge about the investment process 
and how risk and uncertainty is handled by subcontractors, and we argued that a 
relatively small sample of interviews would reveal the process in more detail than 
investigate a large sample with a questionnaire. The main reason is the chance of 
asking resulting questions which is difficult to achieve when gathering informa-
tion through a questionnaire. 

Another difference is the depth of the result from the use of quantitative and 
qualitative methods. Quantitative methods restrict the research to cover the 
breadth of a process and in most cases do not reveal the depth. The main reason 
for this is the heavy focus and trust in the collected data which limit the re-
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searcher’s ability to find out why the found pattern exist without having to con-
duct a new study. Qualitative methods, conversely, are appropriate to gain 
deeper understanding about a single phenomenon, as the small sample size al-
lows thorough observations in each investigated case (Holme & Solvang, 2001; 
Saunders et al., 2003).  

Our aim with the thesis is in line with the qualitative methods’ possibility to gain 
deeper knowledge about a process. Additionally, an interview study was to pre-
fer over a case study as the investment process in a small and medium sized con-
tractor involve a small number of people. A case study, however, normally re-
quires interviews with people on several levels within the firm which is not ap-
propriate with the given problem and purpose (Saunders et al., 2003). 

Furthermore, one of the qualitative methods was more appropriate as they are 
characterized by openness and flexibility, which could not be obtained by a 
quantitative method as it is a highly structured method. The openness leads to a 
continuous knowledge increase during the research process and this is the foun-
dation to study a process in depth. However, the possibility of ambiguous results 
in the analysis increase and this fact must be carefully considered (Holme & Sol-
vang, 2001).  

To succeed with the fulfilment of the purpose and to be able to answer our re-
search questions, we needed to build a deeper understanding of the investment 
process. This was done during the literature studies and empirical observations, 
and thus the qualitative method was appropriate. The flexibility of an interview 
study was further beneficial for the research as we could complement the obser-
vations with resulting questions and approach the interviewed persons several 
times if needed. 

2.3 Primary data 
There are several alternative methods to collect primary data and Svenning (1996) 
suggest researchers to use interviews, observations or participate in the studied 
process. In this thesis we used interviews to obtain the primary information, 
which according to Andersen (1998) is the most common way of gathering in-
formation when researching with the qualitative method. As mentioned, this gave 
us flexibility to gather additional information, and moreover it suited the given 
time of the research. Observations or participation would have required us to 
find companies which were going to invest and gather information throughout 
their investment process. Interviews, on the other hand, gave us the possibility to 
study the process in a retrospective way and thus eased the process of finding 
empirical data.  

When using interviews to collect data, Patel and Davidsson (1994) propose the 
researchers to consider the degree of standardization and structure. The authors 
further add that when using a qualitative method, the interview should preferably 
be of low or semi degree of standardisation and of low structure which will help 
the researcher to focus on finding the depth of the studied process. 

Degree of standardization concerns if the questions are free to ask in whatever 
order or if the order is decided in advance (Ibid). In this thesis a semi-
standardized approach was used as we wanted to treat a specific topic thor-
oughly before moving on to the next. Hence the questions associated to a topic 
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were free to ask in any order, but the order of topics to be investigated was de-
cided in advance. Furthermore, depending on how the interviews developed 
some resulting questions were asked that were not prepared in advance. 

The degree of structure deals with how much the interviewed person will know 
in advance about the topics or specific questions. Low degree of structure thus 
mean that the interviewed person will be restricted to know the topics and no or 
few specific questions, and high structure is conversely when the consulted per-
son have access to all questions in advance (Ibid). When conducting the inter-
views for this study a rather low structure was applied as we sent the interviewed 
persons relatively few questions which touched the topics broadly. 

In addition, the interviewed persons were sent the questions a couple of days in 
advance to give them the possibility to prepare themselves for the interview. 
Moreover, we wanted to perform the interview in person to be able to ask result-
ing questions and correct for misunderstandings. At the interview one person was 
asking the questions and two were writing the answers down. 

2.4 Secondary data 
The secondary data, which according to Andersen (1998) is literature and other 
written sources of information, make up the frame of reference of this thesis. The 
frame of reference was constructed by studying literature covering corporate fi-
nance, investments and strategic decisions associated with investments. The lit-
erature was found in the University library in Jönköping. Furthermore, reading 
earlier bachelor and master theses provided us with information about important 
references to add to our study which improved the frame of reference. 

Secondary data also make the foundation of the researcher’s pre-understanding 
and moreover work as a guide to performing the research sufficiently by e.g. ask-
ing the appropriate questions in the interviews if a qualitative method is applied 
(Ibid). This is line with the perceived importance of the secondary data in this 
thesis for the possibility of gathering sufficient primary information through the 
interviews. 

However, the secondary data can be criticized for the focus on the investment 
process in large corporations as this thesis consider small and mediums sized 
subcontractors. This was a problem as the literature neglects the fact that small 
and medium sized companies have different access to capital and that an invest-
ment might expose these companies to greater risk and uncertainty. We thus had 
to critically review the references and the secondary data finally included is suffi-
cient for the investigation of the investment process in small and medium sized 
subcontractors.  

2.5 Sample 
The researcher using a qualitative method decides on the sample on a selective 
basis, and thus can select the respondents on several grounds to reach proper 
conclusions (Svenning, 1996). We selected the respondents with the delimitations 
and used definition of SMEs in mind. 

Furthermore, to be able to reach an adequate sample we began by excluding 
service companies, as this study focus on real investments and consequently we 
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need to study companies which make this sort of investment. Moreover, Captum 
did as mentioned above ask us to investigate subcontractors to the automotive 
industry. To get a sufficient sample on these subcontractors Captum presented 
some companies to contact. We added companies to this list by searching the da-
tabase Upplysningscentralen (UC). Furthermore, some companies had to be ex-
cluded as they had more than 250 employees. 

We first contacted ten companies by e-mail with a presentation of our thesis and 
requested an interview but did not receive a single response. The companies 
were then phoned and four companies were interested in participating in our 
study. One company requested to be anonymous and is presented as company A 
in the paper. 

2.6 Quality of the research 
The intention of a study is to generate correct information and fulfill the purpose 
(Andersen, 1998). As a result the concepts of validity and reliability are important 
to ensure the trustworthiness to be as high as possible and can moreover be util-
ized to assess the quality of the research (Patel & Davidsson, 1994). 

2.6.1 Validity 
Andersen (1998) suggest that validity concerns whether the research method 
really measure what the researcher aim to measure. High validity can further be 
explained as the researcher measuring the wanted data simultaneously with the 
data being clearly related to the purpose of the study (Andersen, 1998; Eriksson 
& Wiedersheim, 1999). 

To get meaningful data the researcher needs to know what to look for. Therefore 
a theoretical pre-understanding will benefit the study substantially and increase 
the validity (Patel and Davidsson, 1994). In this study we enhanced the validity 
by completing a literature study before determining what to ask the respondents. 

Svenning (1996) suggest that relying on few respondents for the empirical data, 
which is a characteristic for the qualitative method, can affect the validity nega-
tively. The reason is that the respondents might represent e.g. companies which 
deviate from the general situation. Thus the conclusions will be misleading. The 
author further adds that not even careful selection can solve this issue as the re-
sult of a study is impossible to know in advance. 

When conducting an interview based study there are three sources which can af-
fect the validity. These are the respondent, instrumental effects and the inter-
viewer effect (Maxwell, 1996). 

Firstly, the respondent’s answer can be of little value due to lack of knowledge 
about the topic. A respondent with sufficient knowledge can on the other hand 
also provide unsatisfactory answers if the person is stressed or find the topic un-
interesting (Ibid). We experienced that all respondents lacked knowledge about 
the different calculation methods available, and their answers about the used 
method at the company they were representing were not extensive which chal-
lenged us to put more detailed resulting questions. 
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Instrumental effects evolve from poor formulation of the questions. They can be 
unclear, inappropriate or leading. The best method to avoid this effect is to test 
the questions in advance in a pre-study (Ibid). To avoid poor formulation of the 
questions we checked them with our tutor and Captum’s representative. They 
gave us ideas of how to make minor improvements and when performing the in-
terviews only one respondent asked about the meaning of a certain question. 

An obvious danger with personal interviews is that the interviewer affects the an-
swers through its presence. This is referred to as the interviewer effect. The re-
spondent can be affected by the interviewer’s clothes, age and gender. Con-
versely, the interviewer’s interpretation of the respondent’s answers can also be 
wrong and thus lead to faults (Ibid). When it comes to our interpretation we fo-
cused on asking relevant resulting questions based on the interpretation of the 
received answers. The good result was enhanced by the fact that one person did 
not write during the interviews and could focus entirely on asking questions and 
interpreting the answers before asking appropriate resulting questions. 

2.6.2 Reliability 
Reliability means that two studies with the same purpose and method will lead to 
equivalent results. According to Svenning (1996) there are differing views on the 
term with some authors arguing that reliability is that equal measurements shall 
yield the same result, and others claim the concept means that identical questions 
and terms will give equivalent results. 

Furthermore, reliability can be affected negatively by the interviewer effect, stan-
dardizing problems in the interview and different types of interpretation prob-
lems. Approaching wrong respondents will also affect the reliability. These prob-
lems can be solved by sending questions prior to the interviewer talk to persons 
with sufficient knowledge about the investigated process, and reliability is further 
enhanced if the questions are the same for everyone (Maxwell, 1996). As men-
tioned above we sent the interviewed persons the questions a couple of days be-
fore the interview to ensure that the interpretation problems were minimized. We 
also talked to persons which are directly involved in investment decisions, and 
thus interviewed people with sufficient knowledge. 
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3 Frame of Reference 
This part of the thesis introduces several theoretical concepts which are used to 
conduct and analyze the investment proposal. Furthermore, risk and uncertainty 
aspects of investments are presented. 

3.1 Investments  
The term investment is used in a wide variety of situation. In order to straighten 
out the confusion around the term, a theoretical discussion around the term and 
its meaning for companies will be given.  

Bergknut et al. (1993) defines investments as a refrainment from using the exist-
ing resources today to for example dividends to instead utilize the resources to 
realize future objectives and visions. 

A similar definition is given by Yard (2001) who suggests that an investment is a 
sacrificing of resource in exchange of future income. Yard also highlights another 
important aspect of investments, the time delay between the sacrificing of re-
sources and income, where the sacrifice is made ahead of the income. He further 
indicates that this is one of the major concerns with investments. 

Grubbström & Lundquist (1996) and Wramsby & Österlund (2003) defines the in-
vestment quite similarly as they define an investment as deference of consump-
tion today for a larger consumption scope in the future.    

To summarize all these definitions, the investment is an instrument to realize the 
future objectives of a company. 

3.2 Risk and Uncertainty  
The cash flows that are supposed to be generate from the investment occurs in 
the future as we have explained earlier. The consequences of this are that the 
projections are uncertain as the future is unknown. The difficulties, for example, 
lies in determination of competitor and customer reaction, and thus it is prefer-
able to be able to calculate the probability and consequences of different scenar-
ios in order to reduce the risk (Danielsson, 1996).  

In order to provide a deeper explanation of the risk and uncertainty involved in 
an investment project, a general definition of the two terms will be provided.  

Risk is defined as the possible outcomes and its probabilities are known, but the 
exact future consequences are unknown (Yard, 1987). 

Uncertainty is defined as the probability distribution, and thus the consequences 
for different outcomes are unknown (Ibid). 

3.2.1 Risk characteristics  
The risks the investor is exposed to are of different nature and has its own char-
acteristics. First of all, the total risk could be divided into systematic and unsys-
tematic risks. 
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Systematic risk is characterized by the firm’s inability to influence this factor as it 
is directly dependent of national- and socioeconomic circumstances, such as 
temporary tax increases. This means that the risk is not solely attached to a single 
project (Danielsson, 1996). 

Unsystematic risk is, on the other hand, characterized by its specific attachment 
to a single project and therefore it is influenceable by the investor (Ibid).  

The unsystematic risks of an investment could further be divided into subcatego-
rise by its specific distinctions and area. 

Financial risk  

The investor are exposed to a financial risk as the investment may not meet the 
expectations and thus become a financial constraint to the firm. Depending on 
the financing option chosen for the project the firm may also be affected of 
changes in capital costs, which in turn affects the financial status of the firm ei-
ther positively or negatively through for example higher financial cost, i.e. inter-
est (Persson & Nilsson, 2001). 

The bigger the investment is relative to the financial status of the company, the 
more sensitive will the firm be to changes of delayments of payment and deliv-
ery. The more sensitive the firm is to such delayments, the bigger is the probabil-
ity of getting into liquidity problems, thus the greater is the financial risk (Ibid). 

Technology risk  

The technology, i.e. working methods, which are to be used by the acquired in-
vestment, also generates a risk, referred to as technology risk. The technology 
risk increases if the technology to be used is unknown to the firm (Danielsson, 
1996). This because it takes time to adapt optimally to the new technology and 
failure in production is more probable to occur. The reason for this is that it takes 
time to reach full effectiveness due to the learning process. As a consequence 
this becomes an ongoing process to reduce the risk which is shortened if the 
technology is known to the firm. 

Product risk  

The risk associated to the performance of the product is referred to as the prod-
uct risk. To put it simply the product risk consists of two parts, market risk and 
technology risk. Therefore a constant of improvement on quality aspects of the 
products is necessary to reduce the product risk. There is a logical reason for this 
as there is uncertainty how the market will react to the new or improved existing 
product. The market and technology risk will naturally be lower if the investment 
concern already existing products (Löfsten, 2002). 

This is also demonstrated by Honka’s study (1980 in Löfsten, 2002), which indi-
cates that investments that are in line with the existing strategy of a firm has a 
higher probability of meeting its expectations and thus be successful. The reasons 
for this could be that the firm is already familiar with the technology and the pit-
falls in productions, i.e. lower technology risk. Furthermore, the market is proba-
bly already familiar with the preceding products of the company and thus have a 
perception of the quality if the forthcoming products. In other words, the market 
risk is reduced (Danielsson, 1996; Kotler, Armstrong, Saunders & Wong, 2001). 
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3.3 The Investment Process  
The purpose of an investment is, as explained earlier to create competitive ad-
vantages (Persson & Nilsson, 2001). This could, for example, be achieved 
through cost efficiency or superior quality. 

Furthermore, as investments are risky, from the earlier explained perspectives, 
the firm needs a rigorous model to evaluate the need for investments and later 
on evaluate different investment alternatives in order to avoid unnecessary risk 
exposure (Löfsten, 2002). This model is commonly referred to as the investment 
process. Jaffe & Sirmans (1995) have illustrated the investment process in five 
steps. This illustration indicates that it is not a single process, but rather a series 
of processes connected in to one over capturing process. 

 

Figure 3-1 The investment process (Jaffe & Sirmans, 1995, p.6) 

3.3.1 Identify objectives of an investment  
The first step of the process is, logically, to identify the objectives of an investor 
to make the investment. The objective could either be imperative or optional. 
Examples of an imperative objective are adaptation to market changes for sur-
vival or pressure from major customers. Examples of optional objectives are to 
enter new markets or increase productivity or output of already existing products 
(Persson & Nilsson, 2001). 

When the need or demand of investment has been identified there are a number 
of different interest parties to pay attention to, such as owners, lenders, users and 
government. An interest conflict may arise as the different interest parties may 
have contradicting interest and objectives in the investment. This conflict may 
serve as a limitation for the number of feasible alternatives to the investor (Jaffe 
& Sirmans, 1995; Löfsten, 2002).  

The objective of the investment for the owners is that it should generate positive 
cash flows so the owners can achieve dividends or a higher share price. The 
lender has a similar objective as his primary focus is to earn interest, which are 
usually are paid by the cash flows generated from the investment. The differ-
ences of the owners and the lenders objectives are that the lender wants the lent 
money back (Jaffe & Sirmans, 1995).  

The user of the investment is in this model the employees that shall work daily 
with the investment, such as the machinery (Ibid). Their perception of the in-
vestment is of utmost importance to consider. This because their perception may 
affect the employee satisfaction and thus the productivity. If the employees con-
sider the investment as good and challenging the employees will probably feel 
better in their working situation and the productivity will increase (Grönroos, 
2000).  
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The last interest major interest party of an investment is the government. Their 
objective of an investment is to receive tax payment and employment of the 
population. Taxes play an important role in investment as they could either en-
courage or discourage investments (Jaffe & Sirmans, 1995). For example if taxes 
on dividends are high it may discourage the investor to make additional invest-
ments. The government may also encourage investment by tax reductions or 
other sorts of subsidies. Anyhow, the interest of investments to government is 
great as the outcomes of it contribute to the welfare system.  

3.3.2 The investment’s environment  
The next step of the process is an overall analysis of the different aspects that 
concerns the future investment. According to Jaffe & Sirmans (1995) this analysis 
should cover at least four areas: market, legal, financing and tax environment. In 
other words this analysis considers the business risk, which is defined as the 
variability of the expected net income of the investment.  

The potential net income of an investment is twofold, either positive cash flow or 
sale. By analyzing the environment the variability of these two factors could be 
decreased (Ibid).  

Market environment analysis  

The most fundamental part of the market analysis is to understand the supply 
and demand forces. This is extremely important because the two factors will di-
rectly influence possible net income. The analysis of supply and demand should 
therefore be conducted on all levels, i.e. both nationally and locally (Ibid).  

The investment itself certainly has a market value, but most probably it will not 
generate sufficient return on investment to the owners. Instead the return will be 
generated by the cash flow. Therefore knowledge and understanding what the 
supply of input and demand for output derives from is crucial for the investor 
(Ibid). 

Furthermore, an understanding of how existing and future competitors will react 
to the investment is valuable as it should decrease the business risk of the pro-
ject. The five forces framework by Porter (1980) is a helpful instrument for this 
analysis. The framework considers threat of entry, power of suppliers and buyers, 
substitutes and the competitive rivalry on the industry level. 

Legal environment analysis  

The legal environment analysis concerns the legislations around investments. For 
example, which actions and forms of ownership are prohibited by legislations. 
Which forms of ownership is usually only a concern when the investment is con-
siderably large or if the investment is to be let to a tenant (Jaffe & Sirmans, 
1995).   

Even non-legislation may serve as limitations. An action that is legal per se may 
not be an option in the reality due to political incorrectness (Ibid). The conse-
quences of neglecting the legal environment could be very costly as it may not 
only damage the single project but also the entire company and its brand, which 
is a very costly process to rebuild (Kotler et al, 2001).  
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Financial environment analysis  

There are two possible sources to finance an investment, debt and equity. The 
two options are rarely used exclusively, rather a combination of the two is used. 
The cost of the two options is respectively interest (for debt) and required return 
of equity (for equity) (Jaffe & Sirmans, 1995). 

When conducting and evaluating the analysis of the financial environment the 
investor should consider the interest rate, the possible fluctuation of it and the in-
flation rate. By examination of these factors the investor should be able to 
choose the most optimal financing option to decrease the financial risk, i.e. get-
ting into financial constraints if the investment falls short of its expectations 
(Ibid). 

Tax environment analysis  

The last thing to consider in the environment analysis is the tax environment and 
its influences on the investment. Taxes are important to consider as they will af-
fect the future cash flows. Therefore a careful analysis of tax levels on both sales 
and labour is needed in order to achieve maximum return on investment for the 
investor (Ibid).  

For example, in order to reduce the business risk it may be more profitable to 
move the investment abroad if the taxes in the operating country are high or 
likely to fluctuate. However, as explained earlier the government has interest in 
to retain the investments within the borders and can do so by tax reductions 
(Persson & Nilsson, 2001). 

3.3.3 Cash flow projections 
The third step of the investment process concerns the projection of cash flows. 
To be able to evaluate investment alternatives, the economic consequences must 
be estimated for the entire duration. Thus an investment calculation can be de-
scribed as an estimation of cash in and outflows and when in time they take 
place (Jaffe & Sirmans, 1995; Wramsby & Österlund, 2003). The following vari-
ables need to be considered when projecting the cash flows and an investment 
alternative’s profitability: 

• Initial investment 

• Net cash flows 

• The investment’s duration 

• Salvage value  

• The discount rate 

• Tax and inflation 

Initial investment 

The initial investment includes all the outflows of cash which evolve when the 
investment object is acquired and initiated in production. These payments are 
considered to be at the start of the duration period used in the calculation, time 
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zero. These numbers are accordingly the most certain to be correct in the calcula-
tion as the company knows the initial costs. Besides the asset, the initial invest-
ment also infers additional costs such as installation and education of the per-
sonnel which are to use it (Ljung, 1983; Löfsten, 2002). 

Net cash flows 

An investment will give rise to future in and outflows of cash. It is important to 
carefully base them on relevant assumptions. Relevant assumptions can for a real 
investment be the hours of usage during the studied period and the contribution 
margin from the investment alternative. To facilitate the calculation the cash flows 
are presumed to occur at the end of each period. Naturally this is not the case in 
reality, but is constructed so in the model to simplify the discounting of cash 
flows. It is important to note that it is only the actual in and outflows of cash 
which are considered in the investment calculation and not costs such as depre-
ciation (Wramsby & Österlund, 2003). 

The investment’s duration 

An investment can be considered to have a technical and economic duration 
(Ljung, 1983). Technical duration is the time for the asset to become obsolete due 
to wearing and tearing, e.g. that no spare parts are available or no reparation is 
possible. The technical duration is additionally in most cases a great deal longer 
than its economic counterpart (Löfsten, 2002).  

Economic duration of an investment is the period which it is economically cor-
rect to use the specific investment. Wramsby and Österlund (2003) suggest that 
economically correct is the duration which gives the investment its optimal op-
tional profitability. To approximate the economic duration, a comparison of the 
current asset and the potential asset’s profitability must be executed. 

Salvage value 

When the economic duration of an investment has come to an end, the asset 
usually has a market value and thus could generate a positive cash flow if sold. 
On the contrary, it could also have a negative value due to costs for liquidating 
the asset. This value at the end of duration is referred to as salvage value (Löf-
sten, 2002). Wramsby and Österlund (2003) argue that a salvage value should be 
estimated for investments with relatively short duration but not for projects with 
long life. The reason is the uncertainty of the price development several years 
ahead. Products with a working secondary market can solve the uncertainty 
problem as it reveals the salvage value for similar products like the investigated 
investment alternative (Löfsten, 2002). 

The discount rate 

The discount rate reflect the rate of return a company requires on an investment 
and is the rate used when discounting the future cash flows to its present values. 
According to Yard (2001), the discount rate exists of compensation for lost inter-
est, lost purchasing power and risk. 

A common way of determining the rate is to consider the opportunity cost. The 
opportunity cost is the value of the second best use of the capital, for example it 
could be to invest the money in a market portfolio. If investing in a market port-
folio, the rate would be determined by finding the rate of return on the portfolio 
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which thus is equivalent to the second best return on the capital (Persson & Nils-
son, 2001). 

The Capital Asset Pricing Model, abbreviated as CAPM, is a method for calculat-
ing a company’s cost of capital. From that calculation a discount rate can be de-
ducted. More formally, the CAPM formula is in short consisting of a risk-free rate, 
a beta value and a market risk premium. Moreover, the beta value is the correla-
tion between the investment’s return and the market’s return (Ross, Westerfield & 
Jaffe, 2005; Wramsby & Österlund, 2003). When these variables have been esti-
mated the discount rate can be calculated as follows: 

ri=rf+βI(rm-rf) 

Where ri=discount rate rf=risk-free rate i=beta value for project rm-rf=market risk premium 

A company’s Weighted Average Cost of Capital, abbreviated as WACC, can be 
used to find a proper discount rate. This presumes that the investment reflects 
the company’s loan capacity, i.e. the level of debt compared to equity is the same 
for the investment and the company. The calculation of WACC weighs all sources 
of capital proportionately, and thus common stock, preferred stock and any long-
term debt is included (Ross et al., 2005). This is illustrated as follows: 

WACC=E/(E+D)*Re+D/(D+E)*Rd*(1-Tc) 

Where E=equity D=debt Re=cost of equity Rd=cost of debt Tc=corporate tax rate 

Tax and inflation 

Tax can have great impact on an investment alternative’s profitability as invest-
ment calculations focus on cash flows. It is therefore important to consider tax 
and the reason is that the tax will affect the size of the payments (Wramsby & 
Österlund, 2003). 

Inflation is a measure of the general price increase in a country. Subsequently, in-
flation reduces the purchasing power as cash received in the future can buy less. 
This has implications on investments profitability as future cash flows and the 
discount rate will be affected. The cash flows will have a lower real value and 
thus the investor will demand a higher rate of return. Thus the inflation devel-
opment should be considered when calculating investments (Löfsten, 2002; 
Wramsby & Österlund, 2003). 

3.3.4 Calculation methods for decision making 
Investment calculations are constructed to evaluate and compare the profitability 
of different investment alternatives.  This evaluation then forms a foundation for 
the allocation of resources and visualizes the alternatives’ liquidity effects. Fur-
thermore, investment calculations can be a helpful tool to assess the risk and un-
certainty associated with the investment alternatives (Löfsten, 2002; Wramsby & 
Österlund, 2003). 

According to Löfsten (2002) there are three general methods of finding the best 
investment alternative. These will be covered in this section and are as follows: 

• The payback method 
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• Net Present Value 

• Internal Rate of Return 

The annuity method will be accompanying the Net Present Value method as the 
calculation of the Net Present Value precedes the calculation of the annuity. 

The payback method 

The payback method is a commonly used method to calculate investment alter-
natives. It can be used with a discount rate, but the pros and cons are more or 
less the same with or without the use of it. The payback method estimates the 
time it will take for the positive cash flow received from the project to recover 
the initial investment payment. The estimated time is compared with a predeter-
mined maximum payback time, a cut-off rate, and it usually varies between 3-5 
years for real investments. Moreover, an investment is by the payback method 
considered to be sufficient if the estimated time is below the preset maximum 
(Löfsten, 2002; Ross et al., 2005; Wramsby & Österlund, 2003). 

To clarify the method it is illustrated in the figure below:  

 

Figure 3-2 Illustration of the pay back method 

Advantages with the payback method are according to Ross et al. (2005) the use 
of cash flows and its simplicity. As there is a simple calculation as well as the re-
sult is easy to interpret, a decision can be made quickly and on several manage-
ment levels. 

There are however great disadvantages of using the payback method for choos-
ing an investment alternative. The first is that it does not consider the value of 
money, and thus the profitability is not measured. Another disadvantage is the 
failure of noticing  the payments received after the payback period. This means 
the method might reject an alternative with great long term development (Löf-
sten, 2002, Wramsby & Österlund, 2003). 

As the profitability can not be explicitly decided by the use of the payback 
method, Ross et al. (2005) and Löfsten (2002) both suggest it could be a tool for 
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small decisions and for cutting down the potential investment alternatives to a 
reasonable number for further investigation with other methods. 

Net Present Value 

The method of Net Present Value, abbreviated as NPV, measure the profitability 
of an investment alternative by calculating the sum of the present value of future 
cash flows and reduce with the initial cost of the investment. To calculate the 
present value of future cash flows, an appropriate discount rate must be chosen. 
Moreover, an investment alternative is profitable if the NPV is greater than zero 
(Wramsby & Österlund, 2003). The authors further suggest that the calculation 
can be illustrated as follows: 

NPV=-I+X/(1+r)1+Y/(1+r)2+…N/(1+r)n 

Where I= initial investment X=net cash flow year one Y=net cash flow year two N=net cash flow 
year n r=discount rate n= number of periods 

There are several advantages with the NPV method, which is regarded by several 
financial theorists (e.g. Ljung, 1983; Ross et al., 2005) as one of the most prefer-
able methods. An important advantage is the fact that the method considers the 
time value of money, and thus reveals a more correct measure of profitability 
than the payback method. Furthermore, the NPV method gives the possibility to 
measure profitability in monetary terms and the result is thus relatively straight-
forward to interpret. Another advantage is that the NPV method visualizes the 
added value from an investment and the method is as a result in line with the 
corporate finance objective saying that a company shall strive for maximizing the 
shareholders value (Ljung, 1983; Ross et al., 2005; Wramsby & Österlund, 2003). 

However, there are disadvantages with the NPV method. For sufficient analysis 
the method requires detailed information about the future cash flows. There is 
always uncertainty involved in this kind of analysis as cash flows are difficult to 
project. Another disadvantage is that finding an appropriate discount rate is im-
portant as the use of a misleading rate can lead misjudgement of the alternatives 
and acceptance of unprofitable projects (Löfsten, 2002) 

The major disadvantage is, though, that investment alternatives with different du-
ration cannot be compared correctly because the NPV method does not consider 
the economic duration of the investment and thus the longer the duration is the 
more profitable will the investment be according to the NPV method. This is, 
naturally, not the case in the reality. In order to be able to compare such invest-
ments the annuity method, which has this rare feature, must be used (Löfsten, 
2002; Wramsby & Österlund, 2003). 

The annuity method means that the investment alternative’s NPV are converted to 
represent the present value cash flows as equally large amounts on annual basis. 
Thus the cash flows become an annuity, a fixed amount spread evenly at the 
number of periods used in the calculation. The result from the method can be in-
terpreted as the average yearly positive or negative cash flow from the invest-
ment. An alternative is profitable if the annuity exceeds zero. Furthermore, the 
method builds on the NPV method, as the NPV must be calculated before an 
equivalent annual factor is applied (Ross et al., 2005; Wramsby & Österlund, 
2003). According to Wramsby and Österlund (2003) the annuity method is calcu-
lated as follows: 
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The annuity=NPV*r/1-(1+r)-n 

Where r=discount rate n=number of periods 

A disadvantage is that the method relies on the NPV being correctly calculated. If 
not, the annuity will consequently be misleading (Löfsten, 2002; Wramsby & 
Österlund, 2003). 

Internal Rate of Return 

The method of Internal Rate of Return, abbreviated as IRR, determines the rate 
where the investment’s NPV is zero (Ross et al., 2005). According to Wramsby 
and Österlund (2003) the method is a measure of the investment’s profitability 
under the assumption that the cash flows can be invested at the internal rate. An 
investment alternative is regarded profitable if the internal rate exceeds the dis-
count rate. 

Advantages with the IRR method are similar to the NPV method, meaning it relies 
on cash flows and consider the time value of money. On the contrary, the disad-
vantages are several. Firstly, it is a time consuming method as it includes a trial 
and error process. In addition, the method assumes the cash flow to be invested 
at the internal rate as mentioned above. This can be highly misleading if the in-
ternal rate is relatively much higher than the discount rate as it is unlikely to be 
able to invest the money at a rate higher than the applied discount rate. As in the 
case of the NPV method, the IRR method also requires detailed information about 
the cash flows which as stated above is associated with uncertainty (Ross et al., 
2005; Wramsby & Österlund, 2003). 

3.3.5 Decision to invest  
As the previous four steps have been examined and evaluated the best option 
should evolve and the investor should make the final decision which alternative, 
if any, to realize (Jaffe & Sirmans, 1995). The investment alternative should, natu-
rally, meet certain demands in order to be chosen. It should be profitable, be 
properly financed and fit with the firm’s long-term strategy. These factors must 
therefore also be considered before the final decision to invest is made (Löfsten, 
2002). 

3.4 Additional ways of managing risk and uncertainty  
We have already proposed a number of different ways to decrease the risk in an 
investment. There are, of course, a vast number of alternative methods to use. 
For example, statistical analysis and dynamic risk estimation could be used to 
calculate and evaluate the risk.  

We have chosen to treat the alternative methods to give an extra dimension how 
risk and uncertainty can be managed and reviewed. The alternative methods 
should not be seen as substitutes to the method already presented, rather as a 
compliment in order to reduce the business risk and secure the most suitable in-
vestment option. 
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3.4.1 Subcategorizing of goals  
As we have explained earlier the information the investor has at his disposal is 
often incomplete and uncertain, thus it is open for several different interpreta-
tions. As consequence of this the determination of a realistic value will be vary 
hard, if not impossible. To facilitate the evaluation of a project, the investor could 
subcategorize the main objective of the investment into smaller target groups. 
This is preferably done by a matrix to ease the analysis. The different subcatego-
rizes could been analyzed on a short-term as well as long-term basis (Gavatin & 
Bergstrand, 1972).  

The benefits of the matrix are that it facilitates the management of risk by divid-
ing it into smaller parts. This makes the evaluation of the impact of risk on the 
investment illustrative and thus it is easier to see how the risk will affect a single 
variable, which otherwise can be very complex and hard to realize (Ibid).  

Furthermore, if a particular number of factors have more importance to the inves-
tor than others, the matrix provides him the ability to look further into these re-
spectively.  

3.4.2 Sensitivity analysis  
By examining how sensitive the calculation is to changes, the investor can gain 
insight in how risky an investment is. In the analysis the discount rate, the in-
vestment’s duration and the cash flows are examined by calculation of different 
critical values for the investment. A critical value indicates the highest/lowest 
value of a certain parameter without affecting the conclusion of the calculation, 
given that all other variables are fixed (Bergknut et al. 1993).  

The result of a sensitivity analysis may for example indicate that the investment 
proposal is highly sensitive to fluctuations in cash flows or discount rates (Ibid).  

The advantages of a sensitivity analysis are that it provides the investor with ac-
curate estimation of the requirements of the different variables so the investment 
remains profitable. Furthermore, the analysis forces the investor to investigate 
and evaluate uncertainties, i.e. variables that are likely to change and possibilities 
in change (Ibid). 

The disadvantage of the method is that only a single variable can be examined 
respectively (Ibid).  

3.4.3 Statistical analysis  
Statistical analysis is used to calculate the probabilities and expectations of future 
investment alternatives. Naturally, the most preferable choice is the one that are 
supposed to generate the highest expected value. Either discrete, meaning that a 
variable could have any countable value, or continuous, meaning that a variable 
could have any countable value within an interval, probability distributions could 
be the base for the calculation (Aczel, 2002; Gavatin & Bergstrand, 1972).  

In the statistical analysis is the probability of investment failure, i.e. unprofitabil-
ity, the measure of risk. The investor may for example calculate the possibility 
that the internal rate of the project is lower than the discount rate. Furthermore, 
standard deviations, which are measurement of the spread around the expected 
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value, are used to measure the risk. The risk of the project increases, the larger 
the standard deviations are because the possibility that the project will meet the 
requirements will decrease (Gavatin & Bergstand, 1972). 

3.4.4 Dynamic risk estimation  
Dynamic risk estimations are usually performed by either decision trees or game 
trees. The distinctions between the two is that decision trees assumes that the de-
cisions are independent of other players decision whereas game trees assumes 
that decisions are dependent on other players decision (Smith & Smith, 2003). 
However, the main principles of the methods are similarly equal, therefore only 
the method of a decision tree will be provided. 

 
  

 

 

 

 

 

 

 

Figure 3-3 Decision tree 

 
As illustrated in the figure the investor have to be able to identify all possible al-
ternatives the investment may generate in advance of the first decision. The deci-
sions should be based on the latest possible information similar to the one under 
step two, i.e. about the market, competitors and so forth, otherwise the model 
will be useless.  

Naturally, the investor cannot get fully accurate and certain information and must 
thus rely on historical and uncertain information, which in itself is risk problem 
and a limitation since the current situation and its circumstances may be different 
from the past (Persson & Nilsson, 2001). Despite the limitations of this method 
there are some advantages too. These are that the investor must consider the in-
fluences of future decisions. Furthermore, the model gives the investor a rela-
tively lucid view of how risk will affect the different decisions and the future 
value. 
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4 Empirical Findings 
In this part of the thesis the result of the interviews is presented. 

4.1 Jano Technical Center AB 
Jano Technical Center AB has 26 employees and is situated in Gnojsö. It supplies 
the automotive industry with moulds and prototypes. The business mission is to be 
competent business partner in development and production of products in sheet 
metal and plastic. The interview was made with the CEO of the company, Ulf Ol-
son.  

4.1.1 Identification of the investment’s objectives 
The objective of Jano Technical Center’s, henceforth referred to as JTC, past and 
planned investments is mainly optional as the investment plan is founded on the 
company’s long-term vision. Therefore, the economic consequences of an in-
vestment are not the primary concern in every investment. Primary focus of the 
vision is to become a business partner and offer its customer better solutions. At 
the moment, increased productivity and cost efficiency is focused. Furthermore, 
in order to offer the customers better services such prototypes, verifications and 
testing of the moulds investments have been made. These are profilation invest-
ments to differentiate the business from the competitors. 

JTC has experienced limited alternatives due to different interest parties’ interest 
during the recent recession period. The main obstacle was the lender, i.e. the 
bank, which would not agree to some investment alternatives because of con-
cerns about the risky cash flows. When it comes to the users of the investment, 
JTC has chosen not to consider them because of repeatedly out of date sugges-
tions from the production personnel which would not benefit the company in the 
long-term. Furthermore, the size is perceived as being a factor which works 
against the consideration of the users’ suggestions as some people will be given 
preferential treatment. 

4.1.2 The investment’s environment 
In the past JTC has not considered the investment’s environment to any consider-
able extent. The result of these investments was a great exert on the liquidity as 
the investments were mainly financed with cash. In the nearest presence, JTC will 
make further investments and now the investment’s environment will be consid-
ered more thoroughly. The primary focus in the analysis is financial and market. 
The financial analysis includes a review of debt financing and the cost of interest. 
In addition, the advantages and disadvantages of financing an investment with 
the firm’s cash balance are regarded. The analysis of the market regards a projec-
tion of the forthcoming business cycle and potential customers. A possibility cal-
culation of closing deals with potential customers and a projection of how they 
would affect the earnings are assessed. 
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4.1.3 Cash flow projections and calculation methods 
JTC uses the payback method to calculate the investments profitability. The main 
reason is the simplicity and fact that the method is not time consuming. Cut off 
rates varies but is never more than three years.  

The economic duration is normally considered to be five years, even though 
some investments are utilized for a longer period of time. An investment’s sal-
vage value is determined as being 10% of the initial investment. A discount rate is 
not applied due to the chosen profitability measure and, further, the company 
does not regard tax and inflation in the calculations. JTC does not perceive that 
tax and inflation will affect the calculations to the extent it will change the cho-
sen investment alternative. 

4.1.4 Ways of managing risk and uncertainty 
Risk and uncertainty is not treated in a systematic fashion at JTC. However, the 
company is currently developing a method to handle the risk as well as planned 
investments better through the help of consultants.  

4.2 Industriell PlåtProduktion AB 
Industriell PlåtProduktion AB has 65 employees and is situated in Lyrestad. The 
company supplies exhaust systems to the automotive industry. The business mis-
sion is to provide total solutions with short lead-times. The interview was made 
with the CEO of the company, Mikael Lundberg.  

4.2.1 Identification of the investment’s objectives 
Industriell PlåtProduktion AB, henceforth referred to as IPP, invest according to a 
long-term plan of the company. There is no documented investment plan, i.e. 
what to invest in within five years, and instead the investments needed to reach 
the long-term goal is made when options are given. Furthermore, the company 
wants to have the ability to pursue interesting options as they appear. The cus-
tomers do not demand IPP to make certain investments but the company does 
experience that some investments are crucial to stay competitive. 

The company has experienced the lender, the company’s bank, to limit the 
chances of investing during periods when IPP needed money due to a strained 
cash balance. Moreover, IPP’s employees play a central role when investments 
are considered as IPP regard them as experts in their specific area. Suggestions 
from the employees are therefore highly valued and most often pursued. IPP be-
lieves that this is a way ensure commitment and increase productivity, and have 
after the recent implementation of this experienced significant improvement in 
productivity.  

4.2.2 The investment’s environment 
In advance of an investment IPP conducts both a financial and a market analysis. 
In the financial analysis the company regards debt, leasing and the alternative to 
buy with the company’s cash balance. This analysis is thoroughly done with fo-
cus on how the cash balance will be affected because IPP want to retain the 
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freedom of action. The company additionally looks at legal aspects as e.g. certifi-
cation of machines to ensure a safe working environment. Therefore the rules are 
studied and IPP only invest when the investment alternative more than fulfill the 
legal rules for certain certifications, as there is a focus on achieving commitment 
and a motivated staff. 

4.2.3 Cash flow projections and calculation methods 
IPP’s calculation method is the payback method. The method is perceived as be-
ing fast and easy to communicate, especially as the employees themselves review 
some alternatives and come up with other investment alternatives. Depending on 
the investment’s character, i.e. if its strict for production or more of strategic na-
ture, the cut-off rate varies. On machine alternatives, IPP regards a payback of 
approximately one year to be satisfying. For a strategic investment, that is alterna-
tives which position the company and make customers perceive IPP differently, 
the cut-off rate is not considered because the investment will generate a cash 
flow indirectly which is difficult to trace to the certain investment.  

When the company constructs the cash flow projections, the company does, ex-
cept for the initial investment, only estimate the cash flows. The other variables 
are according to the firm not perceived to benefit the calculations. 

4.2.4 Ways of managing risk and uncertainty 
When it comes to handling risk and uncertainty IPP does not have an explicit risk 
policy. However, risk is considered and reduced in several ways. First, the com-
pany shares the risk with other companies as some investments like a laboratory 
is invested in jointly. Moreover, the company tries to minimize risk through the 
use of pre-studies and other preparations. These include close contact with the 
customers to obtain information about the coming products. This is done by joint 
development of components for forthcoming products, and by doing this the 
company secure deals and minimize risk of having unoccupied machines. An-
other way to minimize risk is the focus on achieving committed and motivated 
employees. IPP believes that the risk is reduced if the personnel are an active 
participant in the decision process. 

4.3 Johnson Controls Sweden AB 
Johnson Controls Sweden AB has 130 employees and is situated in Gothenburg. 
The firm has Volvo as its only customer and it supplies chairs and various interior 
items. Moreover, the business mission is to continually exceed our customers’ in-
creasing expectations and offer a broad range of interior technologies. The inter-
view was made with company’s controller, Magnus Lindqvist. 

4.3.1 Identification of the investment’s objectives 
Johnson Controls Sweden’s, henceforth referred to as JCS, long-term investment 
plan is dependent on Volvo which corresponds to the company’s entire customer 
base. JCS experience that it is imperative to make some investments as the com-
pany otherwise will not be able to produce the specific products. However, 
Volvo helps the company with appropriate investment alternatives as Volvo 
knows what it takes to produce e.g. a chair to its new car models. 
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The company does not consider the user of the investment and the reason is that 
regarding every single suggestion would be excessively time consuming and they 
are not perceived as benefiting the JCS. 

4.3.2 The investment’s environment 
The investment’s environment is considered by a financial analysis. JCS has a 
business unit working solely on different scenarios for the investment alternatives 
and their financial and strategic implications. The primary concern for the finan-
cial analysis is not to consider financing alternatives, but to determine the cost of 
producing one unit. This is achieved by regarding the costs of the machine, per-
sonnel and location. A market analysis is made by Volvo, which let JCS take part 
of the sales projections and duration of the car model. 

4.3.3 Cash flow projections and calculation methods 
When it comes to calculating the investment’s profitability, the company uses 
both the payback method and the IRR method. The payback method is used in 
order to give a rough picture of the investment alternative and the IRR method is 
used to find if the alternative is fulfilling the company’s demand a profitability of 
15%. Thus the discount rate used by JCS is 15% and it generally goes for all in-
vestments.  

Regarding other cash flow projection variables, the company uses all variables 
besides inflation in the calculations. The duration is found by estimating the time 
until when it will be sufficient to reinvest. Moreover, the salvage value is pro-
jected by being 10% of the initial investment. 

4.3.4 Ways of managing risk and uncertainty 
There is an evident degree of risk and uncertainty associated to JCS as the com-
pany exclusively works towards Volvo, and hence the company is sensitive to 
Volvo’s performance and actions. It is very important for JCS to calculate the cost 
per unit, i.e. the time to produce one unit, correctly since there is a risk that this 
time will deviate. JCS experience this as the biggest source of risk in view of the 
fact that Volvo will not accept delayments for any reasons. 

JCS does not have a formal risk policy but work towards reducing the risk and 
uncertainty associated with investments. For instance, the risk is reduced by a 
special agreement in the contract which ensures JCS some economic compensa-
tion if Volvo’s sales projections turn out to be wrong. Furthermore, spare parts 
must be available at least twelve years after the model is put out of production. 
Thus the investments made are secured to be utilized for a certain number of 
years. Another risk minimizing effort is the fact that Volvo helps JCS to make ad-
ditional investments if the sales projections are exceeded. Furthermore, the em-
ployees have to take part of a training program to reduce failures in the produc-
tion and JCS consider it to be a risk diminishing effort. 
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4.4 Company A 
Company A has 14 employees and is situated western region of Sweden. The firm 
supplies highly specialized parts to customers in the automotive industry. In addi-
tion, the interview was made with the company’s CEO. 

4.4.1 Identification of the investment’s objectives 
The objective of company A’s investments have mainly been optional as the com-
pany invest according to a long-term vision which incorporate what the company 
wants to achieve. However, there is no time plan when targets should be 
reached, thus there is no explicit investment plan. Primary focus of the vision is 
to build personal relationships with the customers. 

The suggestions from the users of the investment is highly regarded at company 
A as they are considered to be highly competent and thus know which solutions 
are most appropriate to the given problem. Furthermore, company A wants to 
encourage the employees to work harder and independently. 

4.4.2 The investment’s environment 
Company A only conducts a market analysis which rely on historical experiences 
as the company has mainly worked with the same customers for a long period of 
time. It has through this experiences developed a branch knowledge of  what 
works or not. The personal relationships focus has brought the benefit of an 
early knowledge of changes in the customers needs. Additionally, the market 
analysis is founded on a reasonableness estimation of the calculated figures 
gained from the customers. 

All investments company A does are made with retained cash and therefore a fi-
nancial analysis is not performed. The company does not perceive a need for an 
examination of interest development and cost of debt as company A wants to 
avoid incurrence of debt. 

4.4.3 Cash flow projections and calculation methods 
Company A estimate the profitability of an investment with the payback method. 
It is experienced as being simple and the result is straightforward to understand. 
The company does not use a cut-off rate, and instead consider if the investment 
is profitable at any time. Company A’s primary focus of an investment is to 
achieve a predetermined margin on the product.  

The only variables considered in the calculation are the initial investment, the net 
cash flows and the investment’s duration. Regarding the duration, company A ex-
amines the technical duration as the company wants it to be as lengthy as possi-
ble. This because the company works with small series production and thus 
wants to avoid heavy reinvestments. Furthermore, the discount rate was totally 
unfamiliar to the company and tax, inflation and salvage value were not consid-
ered in the cash flow projections. 
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4.4.4 Ways of managing risk and uncertainty 
The company has no formal plan or model of how to reduce risk when invest-
ing, but instead relies on previous experiences and gut feelings. In addition, 
company A does only invest with retained cash in order to decrease the financial 
risk. The company has previously also founded subsidiaries which the investment 
have been placed in. This procedure has been implemented so the parenting 
company will not suffer if the investment falls short of its expectations, as the 
company does not have any guarantees of compensation if the projected sales 
received from the customers slumps. 

 

 



 

 28

5 Analysis 
This section analyzes the empirical findings on the basis of the frame of reference. 

5.1 The Investment Process 
The investment process presented in the frame of reference consists of five steps. 
The empirical findings will now be analyzed step by step, except for the fifth 
step as it is merely just about taking the decision to invest or not.  

5.1.1 Identify the objectives of an investment 
The first step of the investment process is according to identify the need and ob-
jectives to invest (Jaffe and Sirmans, 1995). The need to invest could according to 
Persson and Nilsson (2001) either be optional or imperative. The empirical find-
ings indicate that the need for investments are mostly optional for subcontractors 
to the automotive industry studied in this thesis. This is contradicting to our prior 
belief as we thought the subcontractors were operating under strong pressure 
from the manufacturers. However, one of the companies in this study, JCS, 
mainly made imperative investments. This could be explained by the fact that the 
company works exclusively towards Volvo and therefore is dependent in Volvo’s 
actions. 

The other three companies in the study do not work exclusively to one manufac-
turer and therefore had more freedom of making investments of their own 
choice. None of these firms have an explicit investment plan to follow, instead 
they invest when they feel a need for it in order to reach their long-term business 
vision. These investment plans might not always focus on profitability and maxi-
mize the return on investments to the investor, i.e. the owners. This is, in addi-
tion, not as financially rational as the reasons for optional investments presented 
by Persson and Nilsson (2001). Instead the focus is for some of the companies on 
creating competitive advantages towards the low-wage countries, which are an 
ever increasing threat in the manufacturing industry.  

Regarding the different interest parties and their objective of an investment, JTC 
and IPP have in accordance with Jaffe and Sirman’s (1995) discussion experi-
enced limited investment options due to interest conflicts between the companies 
and the lenders. Banks, which are the lenders to these companies, are perceived 
as being somewhat cautious and thus raise the interest rate if they believe that 
the project is too risky. As the empirical findings show this is especially the fact 
during recessions. The reason for the lenders increased cautiousness could also 
be their reduced security of receiving money when bankruptcy occurs.  

Considering the users of an investment the participants in this study are split in 
two clusters depending on how users’ suggestions are regarded. Two of the 
companies, IPP and company A, have a completely different attitude compared 
to the other two as the companies pay high attention to users’ wishes. The com-
panies believe, in line with Grönroos (2000), that this will increase productivity 
and this is also demonstrated by the fact that IPP has experienced improvements 
within the area.  
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Due to different reasons the other two participants in this thesis deviated from 
Grönroos (2000) and do not emphasize the user to the same extent as IPP and 
company A. For instance, JTC do not consider the users because the company 
has experienced that the suggestions have been out of date, and thus do not 
benefit the company at all. One reason for the users’ choice of suggestions could 
be that they fit their existing knowledge and thus are suggested for convenience 
reasons and fears for becoming less valuable if the new technology is adopted. 
Another reason for JTC’s ignorance of the users is the size of the company. It is a 
rather small company so there is always a risk that some employees might ex-
perience that a few persons are singled out, which could lead to an unsatisfied 
personnel. The size of the firm is also the reason for JCS not considering the em-
ployees’ investment wishes. Opposite to JTC, the company believes it is too big 
to pay attention to a single person’s suggestion. It believes that the administration 
work load would be too extensive.    

Finally, neither of the companies has experienced the tax level as discouraging to 
invest, which could be the case according to Jaffe and Sirmans (1995), and have 
therefore not paid any attention to this. The reason for this could be that they do 
not want to move the production abroad and thus have to accept the tax level. 
Another reason may be that they perceive the nearness to the manufacturer as 
valuable.  

5.1.2 The investment’s environment 
Jaffe and Sirmans (1995) suggest that the environment surrounding the invest-
ment should be analyzed before an investment decision is taken. All participants 
in the study did consider the investments environment, but somewhat differently. 

All four firms do in line with Jaffe and Sirmans (1995) consider the market envi-
ronment in advance of the investment decision. In JCS’s case Volvo is conducting 
the market analysis i.e. projecting sales, competitor reaction and so forth. The 
company thus trusts Volvo to understand the supply and demand forces. How-
ever, JCS does analyze these figures to determine whether they are realistic or 
not. If not it means that the company face a risk of investing in excess of the 
need. In order to prevent this from happening JCS has made special agreements 
with Volvo, which guarantees the company compensation if this occurs.  

Instead of making a thorough analysis based on present information company A’s 
market analysis relies on historical experiences and thus deviates from Jaffe and 
Sirmans (1995).  

The common denominator of JTC’s and IPP’s market analyses is projections and 
understanding of fluctuations in the business cycles. In other words it is an 
analysis of how they perceive the future demand of the finished product will be 
and is partly in line with Jaffe and Sirman’s (1995) discussion about a need for 
determining supply and demand forces.   

However, a decline in the world economy does not necessarily have to mean 
that the demand for a certain product will decline, even though it is highly prob-
able. Like Jaffe & Sirmans (1995) suggest, the companies should further investi-
gate the economics and how it affects consumer behavior. Furthermore, an 
analysis of how raw material prices might fluctuate and how it affects the profit-
ability of an investment should be performed.  
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Regarding the financial analysis both JTC and IPP undertakes a considerable 
analysis of different financing options in accordance with Jaffe and Sirmans 
(1995). The analyses they conduct are, again, rather similar as they analyze the 
advantages and disadvantages with debt, leasing or to finance the investment en-
tirely with the retained cash balance. Consequently, what they are considering in 
the analysis is the interest level and cost of debt. However, primary focus is how 
different financing options affects the cash balance as JTC and IPP both are rather 
small firms and thus do not have a large margin for failures. A strong exertation 
on the cash balance could in other words have disastrous consequences. IPP, 
additionally, gave freedom of action as yet another reason for their focus on cash 
balance.  

JCS is in a completely different situation financially than JTC and IPP and thus 
has another focus in the financial analysis, meaning it deviates from Jaffe and 
Sirmans (1995). As JCS’s financial situation is very good, the focus is primary not 
on different financing alternatives and how an investment will strain the cash 
balance of the firm. Rather it is on finding the cost of producing one unit. The 
reason for JCS’s focus is that they will not invest before the agreement with Volvo 
is settled and in that way does not face the risk of investing in machinery which 
will not be utilized enough. Furthermore, once JCS have made the investment 
they are certain it will be used for a certain period of time as spare parts must be 
available for at least twelve years after the specific model has been pulled out of 
production. 

Moreover, company A does not consider financing alternatives as the company 
only invests with own money. The company’s choice of financing is not always 
the most appropriate and it could in line with Jaffe and Sirmans (1995) benefit 
from reviewing debt and leasing together with the alternative of financing with 
retained cash. 

Concerning the legal and tax analysis neither of the companies in the study does 
any considerable analysis of these two areas and thus deviates from Jaffe and 
Sirman’s (1995) and Kotler’s (2001) theories. IPP is the only company in this 
study to consider any of the legal and tax environment as they look for certifica-
tions on the machines they invest in order to make sure that the working envi-
ronment  in the production facilities are safe. The reason why neither of the 
companies considers the legal nor the tax environment to any greater extent is 
probably that they do see the tax level as disturbing in order to be competitive 
and the legal aspects, such as certifications, might be taken for granted. Further-
more, ownership concerns are not necessary to a majority of the companies in 
the study as they own they investments solely by themselves. However, it is a lit-
tle surprising that IPP did not consider this as the company has invested jointly in 
a laboratory. 

5.1.3 Cash flow projections 
When constructing an investment calculation there are some variables which are 
essential to include. For such a calculation it is imperative to include the initial 
investment and an approximation of the net cash flows. This is done by the stud-
ied companies as seen in table 5.1. Estimating the cash flows is perceived as be-
ing an uncertain procedure by the companies and this is in line with what Jaffe 
and Sirmans (1995) and Wramsby and Österlund (2003) present in the theoretical 
framework. 



 

 31

Table 5.1 reveals a varying use of the variables duration and salvage value which 
indicates that the studied companies deviate from what Löfsten (2002) and 
Wramsby and Österlund (2003) suggest. For instance, IPP does not at all regard 
how long the investment can be used in order to reach its optimal profitability 
and JTC has a stereotyped duration of five years for the company’s investments. 
However, a predetermined duration is of little value as investment alternatives 
differs and a replacement point is needed to be analyzed for all alternatives. 
Company A does not the economic duration, and instead focus on the technical 
duration of the investment, which according to Wramsby and Österlund (2003) 
does not inform the company about the optimal use of it. These three studied 
companies do thus not use duration correctly and why could be explained by 
their use of calculation method, the payback method which does not include du-
ration in the sense of reaching the profitability target. 

Table 5-1 Cash flow projection variables 

Variables JTC IPP JCS Company A 

Initial investment X X X X 

Net cash flows X X X X 

Duration X  X X 

Salvage value X  X  

Discount rate   X  

Tax   X  

Inflation     

 

JCS, on the contrary, applies a duration which is determined by projecting how 
long the investment alternative will be profitable, in similarity with Wramsby and 
Österlund’s (2003) suggestions, and hence when it is time to reinvest. The sal-
vage value, on the other hand, is not in line with the authors suggestions as it is 
approximated with a fixed stereotyped percentage, 10 %, by both JTC and JCS 
and no company in this study consider the secondary market for e.g. machines 
when they estimate the value. 

For the analysis of small and medium sized subcontractors to the automotive in-
dustry it is interesting to investigate if the studied companies add the variables 
which according to Yard (2001) and Wramsby and Österlund (2003) must not be 
considered but which can greatly affect the calculation. These variables are the 
discount rate, tax and inflation. 

Applying a discount rate can greatly affect the calculation of an investment’s prof-
itability (Yard, 2001). As seen in table 5.1, only JCS use a discount rate. However, 
the company’s calculation of it is not in line with how finance theorists (e.g. 
Persson and Nilsson (2001) and Ross et al. (2005)) suggest it could be deter-
mined. JCS does instead choose an, according to the firm, appropriate compensa-
tion on the invested capital. The company thus does not consider the value of 
the second best alternative use of the capital, the CAPM formula or the WACC. 
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The reason why the other three companies do not use a discount rate is most 
likely explained by the used calculation method, i.e. the payback method, and a 
lack of knowledge how the discount rate is calculated. 

Tax and inflation is other variables which affect the result of the projections. No 
company in the study considers inflation as the level of inflation is very low and 
the development stable. According to Löfsten (2002) this could be sound as the 
inflation in Sweden will not affect the value as it would in countries with rela-
tively high levels of inflation. 

Tax is another variable which JCS is the only company in this study to consider. 
Consequently, in line with Löfsten (2002) and Wramsby and Österlund (2003), 
this gives the company more correct cash flow projections than the other studied 
companies in this thesis. The reason for JTC and IPP not using tax in the calcula-
tions is that it is not perceived to be having any significant impact and will not 
change the order of alternatives to invest in. This implies a lack of knowledge 
about how to project cash flows. 

5.1.4 Calculation methods for decision making 
In line with Löfsten (2002), all companies in this study used at least one calcula-
tion method to determine the best investment alternative. In table 5.2 the compa-
nies and their respective calculation method is presented. 

Table 5-2 Calculation methods 

Calculation method JTC IPP JCS Company A 

Payback method X X X X 

NPV method     

IRR method   X  

 

As seen in the table the use of the payoff method dominates in the studied small 
and medium sized subcontractors to the automotive industry. The main reasons 
are the method’s simplicity, the fact that it is relatively quick to perform, easy to 
interpret, and therefore straightforward to communicate to all levels in the firm. 
These experienced advantages of the payback method is equivalent to the advan-
tages presented Löfsten (2002), Ross et al. (2005) and Wramsby and Österlund 
(2003). Additionally, there is also a perceived need for this type of companies to 
get information about when the invested capital is recovered. A possible explana-
tion for this is that the studied companies believe the payback time to be a prof-
itability indicator. However, it could also be a sign of the competitive pressures 
in the industry and the need to recover capital to be able to reinvest in e.g. new 
machines. 

The associated disadvantages with the payback method put forward by Löfsten 
(2002) and Wramsby and Österlund (2003) were not experienced by the compa-
nies in this study. As stated above, we experienced that the companies in this 
thesis consider the payback to indicate the profitability of an investment. This 
perception is as indicated in the frame of reference wrong and thus there is an 
evident lack of knowledge about how to calculate investment alternatives’ profit-
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ability correctly. In addition, the companies fail to consider the time value of 
money which supports the suggestion that the studied companies lack knowl-
edge in the area. 

Nevertheless, JCS does complement the payback method with the IRR method 
arguing that the latter is used to find if the alternative is fulfilling the profitability 
demand of 15 %. The payback method is complementing the IRR method by 
working as filter which suggest the most appropriate alternatives, which is in line 
with Löfsten (2002) and Ross et al. (2005). 

From table 5.2 it is also evident that the NPV method, which according to Ljung 
(1983) and Ross et al. (2005) as one of the most appropriate methods, is not util-
ized by any company in this study. There seems to be several reasons for this 
fact which are associated to the disadvantages put forward by Löfsten (2002) and 
Wramsby and Österlund (2003). Firstly, the fact that the NPV method is time con-
suming and requires detailed information to give a correct result is a reason for 
the method not being used by the studied companies. Secondly, due to the fact 
that three of the companies in the study do not apply a discount rate makes it 
impossible for them to calculate the NPV and thus consider the time value of 
money. Lastly, in some cases there is a lack of knowledge about how to use the 
method as well as implications of the time value of money which explains why 
the NPV method is not used. 

5.2 Ways of managing risk and uncertainty 
None of the companies in this study have an explicit risk policy for how to sys-
tematically deal with the associated risk involved in investments. However, they 
all reduce risk in one way or another, which varies randomly with different in-
vestments. The empirical findings  of this thesis indicate that the studied compa-
nies’ randomly chosen methods are not similar to the methods presented in the 
frame of reference. The participants have instead developed own methods in or-
der to reduce risk. 

Starting with JTC, the company has not considered risk at all when investing but 
is currently developing a risk reduction policy. This is a result of bad experiences 
of earlier investments. The policy which is under development includes consulta-
tion with experts such as investment consultants and the company’s auditors. 
This external help is supposed to reduce the financial risk by reviewing several 
financing options in similarity Persson and Nilsson (2001), in other words it is 
about finding a suitable debt to equity ratio without experiencing financial dis-
tress. In addition, this could be seen as a necessary step for the company as it 
certainly will reduce the chance of choosing a bad investment alternative. 

Moreover, as have been explained earlier, JTC nowadays make a more thorough 
analysis of the investment’s environment, especially the market, which can be re-
garded as a risk minimizing effort. This focus will most likely reduce the risk 
when calculating cash flows, and thus reduce the business risk as the company 
will have an increased knowledge about the market situation. 

IPP, on the other hand, reduces the risk in a completely different way. The com-
pany’s management empowers the employees in the investment decision process 
as the company considers them as experts of their specific area. Thus the em-
ployees are considered to have superior knowledge on which machines that 
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would benefit the production. This is a way to reduce the technology risk in 
similarity with Danielsson’s (1996) findings as the employees will be familiar with 
the used technology. Other positive effects of the empowerment of the employ-
ees are that they probably will feel more committed and motivated in line with 
Grönroos (2000), and hence work harder to achieve the preset objectives and 
thus minimize the business risk.  

IPP, moreover, reduces risk by making pre-studies and product development to-
gether with the manufacturers which diminish the risk as the company has an in-
creased knowledge about the market reminiscent of the suggestions from Jaffe 
and Sirmans (1995). This is a way of reducing the business risk as the manufac-
turers to a greater extent will be dependent on IPP since the company is part of 
the development of products. IPP does, furthermore, lower the financial risk by 
investing jointly in some cases, e.g. the above mentioned laboratory. These types 
of investments generally require a large initial investment which could be a 
source of high financial risk for a company that does not possess the required fi-
nancial strength (Persson & Nilsson, 2001). This because the company runs into 
debt and thus could experience financial distress. The financial risk is reduced by 
sharing the investment with other companies.  

Moving on to JCS, the company does not face risk to the same extent as the 
other participants in this study as the company only invest after the agreement 
with Volvo has been settled. The risk JCS faces, which is if Volvo’s actual sales 
are gloomy, is reduced by special clauses in the agreement which guarantees the 
company compensation in such situations. In order to diminish the technology 
risk, reminiscent of Danielsson’s (1996) findings, the personnel have to partici-
pate in an extensive training program with the intention of the employees be-
coming familiar with the technology when the production starts. This can be seen 
as an evident sign of reducing failures of the start of production. 

In order to decrease the product risk which is big concern for JCS as the com-
pany only has one customer, Volvo, with rather high demands on especially 
quality and the ability to deliver on time. To reduce the product risk, JCS works 
extensively with constant improvements on supply chain management and qual-
ity in line with Löfsten (2002). 

Company A reduces the risk of experiencing financial distress by not investing 
without having a cash balance which covers for the initial investment. By this in-
vestment policy company A becomes tolerant to interest changes and thus lowers 
the financial risk in one sense. Furthermore, the company has in the past 
founded subsidiaries to reduce the risk of exposing the company to financial 
constraints due to investments. This contradicts the finance theorists’ (e.g. Pers-
son & Nilsson, 2001) proposals in order to limit the financial risk. 
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6 Conclusion and Final Discussion 
The final chapter discusses the conclusions made based on the problem and pur-
pose. This is followed by a final discussion which presents reflections on issues not 
covered by the purpose, but which gives a deeper insight in the studied topic. Cri-
tique of the study and suggestions for future research conclude the thesis. 

6.1 Conclusion 
The purpose with this thesis was to describe the investment process and how the 
associated risk and uncertainty is managed in small and medium sized subcon-
tractors to the automotive industry. From the studied companies we draw the fol-
lowing conclusions. 

The first conclusion drawn is that the strategic long-term vision is the most im-
portant decision parameter for the majority of the companies in this thesis as it 
drives which investments to make. The reason why the long-term vision is the 
primary determinant for investments is probably that these companies are man-
ager owned businesses and thus the managers might have personal goals they 
want to achieve. The primary focus does, in these cases, not necessarily have to 
be to maximize the value of the company, but to reach a predetermined position 
on the market. Another important decision parameter is available cash as it seems 
like the companies in this study do not want to run heavily into debt. The only 
company in this study which does not consider the long-term vision as the most 
important decision parameter is JCS. This is probably due to the fact that the 
company does investment according to the major customer Volvo’s wishes, and 
thus does not control the investment choices themselves.   

The second conclusion is that all of the studied companies use the payback 
method to determine the profitability of an investment proposal. The reason for 
this is as the study has indicated the method’s simplicity and communicability. 
The results gained from the payback method is easy to interpret and thus easy to 
communicate to the rest of the organization. Another reason why the payback 
method is the dominating calculation method is that the liquidity is of high im-
portance for the studied companies, and thus the main concern is when the in-
vested money will be recovered. To our big surprise only one company, JCS, did 
utilize an additional method, the IRR method, to the payback method. Further-
more, we conclude that none of the studied companies consider the profitability 
of alternatives with different durations or that it is done incorrectly as the annuity 
method are not applied by any of the participants in this thesis. 

The third conclusion drawn is that all participants in the study treat the risk of an 
investment differently. However, the fact that the companies are treating the risk 
indicates an awareness of the risk of an investment. The main focus for all par-
ticipants, except JCS, in the risk reduction processes is to decrease the financial 
risk. For two of the companies in the study, JTC and IPP, this is done by review-
ing different financing option for the investment and for company A by only in-
vesting with retained cash. The reason why the financial risk is of primary focus 
is logical as these companies do not possess the same financial strength as JCS 
and thus is more intolerant to the consequences of investment failure. Company 
A has even taken a step further as it has previously founded subsidiaries in order 
to minimize the financial consequences of the parenting company if the invest-
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ment would fail to meet its expectations. Another important focus is to reduce 
fluctuations in the cash flows. This is performed differently among the partici-
pants as some, i.e. IPP and company A, empower the employees in order to de-
crease the technology risk and thus reduce deviations from the projected cash 
flows. JCS has a clause in the company’s agreement with Volvo which guarantees 
compensation if Volvo does not reach the projected sales. This can be seen as 
stabilizer of the cash flows by a reduction in the market risk. Lastly, JTC tries to 
minimize the variation in the projected cash flows by examining fluctuations in 
business cycles. The company thereafter adjusts the projections in accordance to 
lower the market risk. 

6.2 Final discussion 
Finally, we would like to highlight some findings and reflections which are not 
directly related to the purpose of the thesis.  

Firstly, in our opinion the studied companies which apply the vision as the de-
terminant for investments seem to lack clear objectives and time plans when they 
should be achieved. Because of that we believe that these companies do not 
have a long-term investment plan and that investments are made when opportu-
nities occur and the liquidity allows it. However, the focus on long-term goals 
and vision, if used properly, is probably of benefit for these companies as it can 
create competitive advantages towards the low wage countries, which is an ever-
increasing threat in the manufacturing industry.  

Secondly, we have discovered a contradicting finding as some of the studied 
companies have given directly opposite explanations why they do not consider 
investment alternative suggestions from the employees. JTC does not consider the 
suggestions from the employees as they have experienced them as poor, while 
IPP and company A find the suggestions from the employees as beneficial. The 
reason why the companies have deviating experiences of the suggestions might 
be due to different leadership styles. IPP and company A empower the employ-
ees and encourage them to be an active part of the investment process whereas 
JTC wants to have managerial control and thus a distance between the manage-
ment and the production personnel.    

Thirdly, we find it little surprising that none of the companies applies calculation 
methods that consider the time value of money, e.g. the NPV method, because 
we perceive these methods to be superior to the payback method when calculat-
ing the profitability of an investment alternative. Another reason why we find this 
surprising is that e.g. the NPV method calculates a more precise measure of the 
profitability and thus reduces the financial risk, which seems to be of primary 
concern for these companies. 

Furthermore, we have discovered that there seems to be a lack of knowledge 
among the companies about the methods, apart from the payback method, avail-
able in order to determine the profitability of an investment alternative, which 
could explain why the NPV method is ignored. Only one of the companies in the 
study, JCS, did use another profitability measure, the IRR method, along with the 
payback method, which further demonstrates this finding of a lack of knowledge 
and ignorance of the other methods.  
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6.3 Critique of the study 
Reflecting upon the results brought important knowledge about the studied topic, 
but also insights in what could have enhanced the result of the study even more. 
For instance, the interviews were preceded by the respondents receiving the in-
terview questions a couple a days in advance. The aim was to let the interviewed 
persons prepare themselves in order to be able to answer extensively on the 
questions. However, it is possible that the respondents used this advantage to 
prepare answers which suited the preferred presentation of the company, and 
thus avoided negative descriptions. The authors did not experience this as the re-
spondents seemed to answer as truly as possible, but are aware of the problem. 

The results of the study could, furthermore, have been enhanced by including a 
couple of more participants which could have been done by approaching addi-
tional companies for an interview. By that we probably could have had the pos-
sibility to draw more general conclusions about the studied companies without 
losing our focus on gaining deeper knowledge about the investment process and 
how subcontractors to the automotive industry handle risk and uncertainty.  

6.4 Suggestions for future research 
As the work with this thesis have progressed a number of interesting question for 
future research have occurred to us.  

• It would be interesting to do a study of more quantitative nature to be 
able to verify if the conclusions drawn from this research holds for all 
small and medium sized subcontractors to the automotive industry. 

• Another interesting aspect to investigate is whether small and medium 
sized subcontractors to the automotive industry in other European coun-
tries treat the risk of an investment similarly or not. 

• Moreover, it would be interesting to examine how small and medium 
sized subcontractors follow up the investments. How the companies calcu-
late and evaluate the outcome of an investment. 

• Lastly, it would be interesting to do a follow up study in a number of 
years to investigate if the companies way of managing the risk of an in-
vestment have developed in any direction 
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Appendix 1 Letter to respondent (in Swedish) 
Hej! 

 

Vi är tre studenter vid Internationella Handelshögskolan som under våren skriver 
en kandidatuppsats om investeringsprocessen för underleverantörer till 
fordonsindustrin samt hur dessa hanterar risk och osäkerhet vid en investering. 
Det vi fokuserar på är materiella investeringar då dessa är av sådan karaktär att 
det kan antas att underleverantören försöker minimera risken genom en process. 

För att belysa investeringsprocessen har vi valt ut passande underleverantörer 
som vi hoppas vill deltaga i vår undersökning genom en intervju. Exempel på 
undersökningsfrågor är bifogade i detta dokument. 

Vi vore mycket tacksamma om Ni ställer upp och ser fram emot ett möte. 

 

 

Med vänliga hälsningar 

 

Tommy Brehmer ie02brto@ihh.hj.se 

Erik Forsman ie02foer@ihh.hj.se 

Rickard Olson ie02olri@ihh.hj.se 
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Appendix 2 Research questions (in Swedish) 
Undersökningsfrågor 

Identifiering av mål för investering 

• Hur tas investeringsbeslutet i Ert företag? 
• Tas anställdas önskemål i beaktning vid investeringar? 
• Finns det en långsiktig investeringsplan? 
• Hur är en sådan plan uppbyggd? 
 

Investeringens omvärld 

• Vilka analyser ligger till grund för investering? 
• Görs marknads, finansierings, skatte och rättsliga analyser? 
• I så fall, vilka analysinstrument används? 

 

Fastställning av betalningsströmmar 

• På vilka grunder bestäms betalningsströmmarna? 
• Hur fastställs Er kalkylränta? 
• Hur ofta justeras kalkylräntan? 
• Tar Ni hänsyn till skatt och inflation i kalkylen? 

 

Kriterier för investeringsbeslut 

• Vilka lönsamhetsmått används? Varför dessa? 
• Används olika kalkyler för olika ändamål? 
• Varierar lönsamhetskravet med olika investeringar? 

 

Risk hantering 

• Hur hanterar Ni risken en investering medför? 
• Vilka metoder används för att minimera risken? 
• Görs känslighetsanalyser eller andra analyser för att kunna hantera risken 

associerad med investeringar? 
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 Appendix 3 Letter to respondent 
Dear Sir/Madam 

We are three students at Jönköping International Business School, which are writ-
ing a bachelor thesis about the investment process and how small and medium 
sized subcontractors to the automotive industry handle risk and uncertainty. The 
focus of our thesis is real investments as these investments are assumed to be 
carefully examined by an investment process in order to reduce risk and uncer-
tainty. 

Furthermore, in order to highlight the investment process we have chosen a 
sample of appropriate subcontractors which we hope wants to participate in our 
study through an interview. Examples of interview questions are attached to this 
letter. 

We would be very grateful if you would participate and are looking forward to 
meeting you. 

 

 

Best regards,  

Tommy Brehmer ie02brto@ihh.hj.se 

Erik Forsman ie02foer@ihh.hj.se 

Rickard Olson ie02olri@ihh.hj.se 
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Appendix 4 Research questions 
Interview questions 

Identification of the investment’s objectives 

• How is the decision to invest made in the company? 

• Are suggestions from the employees considered when investing? 

• Does the company have a long-term investment plan? 

• If, how is it constructed? 

 

The investments environment 

• Which analyses makes the foundation to the decision to invest? 

• Are market, financial, tax and legal analyses undertaken? 

• If yes, which tools for the analysis are used? 

 

Cash flow projections 

• On which foundations are the cash flow variables estimated and calcu-
lated? 

• How is the cash flow variables estimated 

• How is the discount rate determined? 

• How often is the discount rate adjusted? 

• Do you consider tax and inflation in the investment calculation? 

 

Calculation methods for decision making 

• Which calculation methods are used to determine the profitability of an 
investment alternative? Why these? 

• Are different calculations used for different purposes? 

• Does the requirement for profitability differ for different investments? 

 

Ways to handling risk and uncertainty 

• How is the risk associated with an investment treated? 

• Which methods are used to reduce the risk? 

• Do you make sensitivity analyses or other analyses to be able to manage 
the risk? 

 


