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Chinese puzzle
:

(1) A very difficult wooden puzzle, especially one that consists of a series of boxes which fit one inside the next;

(2) Any highly complicated puzzle or problem.

In this thesis I am concerned with the question how firms obtain competitive advantage through managing their input side: global sourcing strategy (Kotabe, 1992 has put this topic on the international management agenda). The issue of competitive advantage is core to the field of strategic management (Barney, 1991; Porter, 1985). However, most strategic management studies are concerned with obtaining competitive advantage through managing the output of the firm, e.g. its market position (Porter, 1980) or throughputs, for instance the knowledge stock of the firm (Grant, 1996). Beyond international strategic management my thesis also draws significantly from other fields of management including international business, organization theory, industrial marketing, and purchasing and supply chain management.


In my thesis I look at three particular strategies firms use to obtain competitive advantage by managing inputs: outsourcing, supplier relations and international sourcing. First, I review the literature on global sourcing strategy. I discuss omissions in existing literature on the basis of which a theoretical model is constructed that links the three strategies to firm performance. Similar to Murray, Kotabe and Wildt (1995) I distinguish between short-term performance (profitability) and long-term performance (market position and firm resources). Using data on the Dutch manufacturing industry from a large database and a mail survey the model is investigated empirically through regression analyses. The main findings are that outsourcing is negatively related to profitability, supplier relations are positively related to both profitability and long-term performance while international sourcing is neither positively nor negatively related to performance. I then discuss these findings and put them in the perspective of existing international management literature.

Literature review

In chapter 1 an overview is provided of the literature on global sourcing strategy. The review results in the identification of three research areas. The three areas of interest are make-or-buy decisions, supplier management, and international sourcing. All three have been studied in the management literature and interest in them appears to be growing. 

At least since the work of Williamson (1975), management scholars have been discussing the merits of outsourcing versus those of vertical integration. Domberger (1998) provides a thorough overview of this area of study. In my thesis I only discuss highlights from this literature. Transaction cost economics (Walker and Weber, 1984; Williamson, 1975) has been very helpful in explaining the make-or-buy decision by pointing at the influence of asset specificity and uncertainty. More recently there have also been resource-based explanations (Barney, 1999; Poppo and Zenger, 1998) or practical extensions thereof (Quinn and Hilmer, 1994). The performance implications of outsourcing and its opposite of vertical integration, however, are unclear. A meta-study on this topic (Capon, Farley and Hoenig, 1990) showed inconclusive results. Recent studies favor either vertical integration (D’Aveni and Ravenscraft, 1994; Murray et al., 1995) or outsourcing (Domberger, 1998; Poppo and Zenger, 1998) or are inconclusive (Gilley and Rasheed, 2000).

Supplier relations have been studied extensively throughout the late 1980s and 1990s (Ford, 1998). A more extensive review is given by various authors including Dyer and Singh (1998) and Ring and Van de Ven (1992). Interorganizational relations are now increasingly seen as a means to obtain competitive advantage (Mol, 2001) if an appropriate governance mechanism can be designed (Dyer and Singh, 1998, Nooteboom, 1999). Helper (1987) has provided a conceptualization of such a mechanism. Hirschman (1970) made a distinction between exit and voice relations. Exit (Hirschman, 1970: 33) is when a change occurs and ‘the customer goes over to the competition’. Hirschman states that (1970: 21) “by inflicting revenue losses on delinquent management, exit is expected to make that ‘wonderful concentration of the mind’ akin to the one Samuel Johnson attributed to the prospect of being hanged”. Voice Hirschman defines as (1970: 33): “any attempt at all to change, rather than to escape from, an objectionable state of affairs, whether through individual or collective petition to the management directly in charge, through appeal to a higher authority with the intention of forcing a change in management, or through various types of action and protests, including those that are meant to mobilize public opinion”. Helper (1987) extended the exit-voice typology to buyer-supplier relations and later used it to compare U.S. and Japanese firms (Helper and Sako, 1995). There is a general understanding that voice relations, and the embeddedness and mutual trust required to obtain them, are positively related to firm performance (Uzzi, 1996). 


Chapter 1 then provides a more extensive review of the international sourcing area, since this has not been reviewed thoroughly before. International sourcing research has looked at both sourcing for final markets and sourcing of components (Kotabe, 1992 is the most extensive source). As stated before my interest is only in the extent of internationalization of the supply base for components and other inputs, see Kotabe and Omura (1989). Kotabe and Omura (1989) suggest a distinction between domestic versus international sourcing. My review further leads to the conclusion that most sourcing is not very international in nature (see for example Buckley and Pearce, 1979; Kotabe and Swann, 1994; Wyckoff, 1993). Furthermore decision-making is seldom of an integrated and global nature (Faes, Matthyssens and Vandenbempt, 2000). In previous research truly global sourcing is the exception rather than the rule. Further examination of the literature also revealed that no direct tests of the relation between the extent of internationalization and firm performance have been undertaken although firms that are sourcing globally certainly do so with an eye towards improving performance (Kotabe, 1998). Table 1 summarizes the main findings from the literature review, by pointing at key contributions, performance statements and the research agenda.


Key contributions
Findings on performance
Agenda

Ownership


· High asset specificity causes internalization

· High uncertainty causes internalization

· Low frequency causes internalization


· Under high asset specificity  internalization is positively related to performance

· Under high uncertainty internalization is positively related to performance

· Conflicting findings on outsourcing – performance relation
· Knowledge based and resource-based vs. transaction cost explanations?

· Is there a critical point beyond which outsourcing is damaging?

· Is there a continuum between ‘marketness’ and ‘hierarchyness’?

Relation type


· Trust is necessary in building relations

· Uncertainty causes need for trust and tight relations
· Under high uncertainty tight relations are positively related to performance

· Voice relations help in obtaining intangible benefits like learning and innovation
· Do voice relations generally improve performance?

· How does trust develop?

· Under what conditions are voice and trust not useful?

Internationalization


· Degree of internationalization varies with size of home country

· Barriers to international sourcing
· No empirical findings yet relating international sourcing to performance, suggestion is of a positive relation
· Does international sourcing lead to higher performance?

· What patterns of internationalization are most effective?

Table 1: A summary of the literature.

In chapter 2 the literature is assessed further and several important findings emerge. First, the literature on sourcing strategy is quite fragmented, not only because of an apparent lack of communication between various fields of management, but also because the three areas of study identified above are by-and-large treated separately. Second, the geographical spread of empirical studies is uneven: there are many studies of firms in the U.S. and fairly few of firms in other regions of the world, in particular Europe. As a third point of concern, it appears that there has not been a great deal of research that specified and found convincing evidence for the performance effects of various sourcing strategies. This is particularly true for the third area of study, international sourcing.

Research questions

Building upon these criticisms, a conceptual framework is constructed in chapter 3 for an empirical study on the performance effects of global sourcing strategy in the European context. This framework relates the dimensions of (1) internal versus external sourcing, (2) exit versus voice relations, and (3) domestic versus international sourcing to firm performance. Similar to previous studies (e.g. Murray et al, 1995) firm performance is seen as a two-headed phenomenon. In the short run firms strive for economic performance, which is a flow variable and is often expressed in terms of profitability or other efficiency measures. In the longer run a firm aims at obtaining strategic performance, which is a stock variable taking the form of market positions and firm capabilities. Then, building upon the literature review, several hypotheses are formulated concerning the relation between these three dimensions of sourcing and the economic and strategic performance of a firm. 

Outsourcing is a way to obtain economic benefits (Domberger, 1998) and could therefore positively affect a firm’s profitability (Quinn, 1999). On the other hand a firm may also underestimate the hidden costs of outsourcing (Hendry, 1995) and empirical research has shown there is a negative impact on economic performance (Murray et al., 1995). In the long run outsourcing could undermine a firm’s ability to compete because it involves transfer of capabilities to outside suppliers (Kotabe, 1998).

H1a: External sourcing is positively related to economic performance

H1b: External sourcing is negatively related to economic performance

H2: External sourcing is negatively related to strategic performance

Luhmann (1968) has given a generic rationale for trust by pointing at its role in reducing the uncertainty an individual or organization faces. If trust and cooperation can be attained this is thought to influence the firm’s performance positively (Helper and Sako, 1995; Uzzi, 1996), particularly strategic performance. In the short term the investments needed for voice relations may not pay off, in which case firms are overembedded (Uzzi, 1996).

H3a: Voice relations are negatively related to economic performance

H3b: Voice relations are positively related to economic performance

H4: Voice relations are positively related to strategic performance

Internationalization is generally thought to influence performance positively. There is a self-selection bias which leads only the potentially strong firms to internationalize (Dunning, 1993). Firms that source internationally are able to shift between supplier from various location thereby increasing strategic flexibility (Nishiguchi, 1994). Furthermore international sourcing allows a firm to find a best-in-world supplier that is either the lowest-cost producer or has superior capabilities (Dunning, 1993; Kotabe, 1998; Quinn, 1999).

H5: The degree of international sourcing is positively related to economic performance

H6: The degree of international sourcing is positively related to strategic performance

These hypotheses are complemented by hypotheses concerning the moderating (interaction) effect from other, related variables. Finally, a range of control variables is specified. The general model, see figure 1, consists of three sub-models that are each constructed around one of the dimensions of sourcing and discussed separately in chapters 5, 6, and 7.
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Figure 1: basic research model with three independent variables and performance

Methodology

Chapter 4 is concerned with the methodological base of the study. I briefly discuss how two methods employed sparingly in this study, interviews and case studies, were used in the construction of the theoretical framework. Then a database with official data consisting of around 5,000 manufacturing firms, most of them MNCs, and 6 years of data in the Netherlands is presented. This database is primarily applicable to the first dimension of internal versus external sourcing. It features measures of external sourcing, profitability, nationality, 3-digit industry level, and several other control variables. The remainder of chapter 4 is devoted to a survey that was constructed and executed as a part of this study. Some 204 respondents from manufacturing firms, also mostly MNCs, in the Netherlands, an effective response rate of 30.4%, provided data on all three dimensions of their firms’ sourcing strategies. The chapter discusses the nature of the sample and the quality of the response. The final part of chapter 4 is devoted to constructing several multi-item scales. Most of the scales, and all of the key dependent and independent variables achieve good reliability and validity. Both the survey and the database were obtained with the help of Statistics Netherlands (CBS) and the Dutch organization for purchasing management (NEVI).

Outsourcing

In chapter 5 the first of three dimensions, internal versus external sourcing, is investigated empirically using multiple regression. Manufacturing firms in the Netherlands have increased their outsourcing, so the longitudinal data show (also see De Wit, Mol and Van Drunen, 1998). The most important finding is that external sourcing is strongly negatively related to firm profitability (economic performance). This runs counter to a trend among both academics (e.g. Domberger, 1998; Quinn, 1999) and practitioners to promote outsourcing of items as a means of improving financial results. Apparently firms in this sample have been outsourcing too much and their performance suffers as a result. Several explanations are offered for this finding. Various moderating effects are found as well. Under conditions of high asset specificity, high R & D intensity, and high uncertainty it is even worse to outsource, confirming some TCE statements. There is also a moderately positive relation between external sourcing and strategic performance (market share).

Supplier relations

In chapter 6 the second dimension, exit versus voice relations, is discussed. Again there are several interesting findings. This study finds confirmation for the positive effect of voice relations on supplier satisfaction both in the short run (economic performance) and in the long run (strategic performance). Alongside with trust, a co-operative relation (voice) is needed to improve the performance of suppliers. Furthermore interesting moderating effects are found. It appears power is a useful tool to extract economic rents, but does not increase strategic performance. Loyalty to the supplier on the other hand is only moderately useful for economic performance but a necessity in the long run, which confirms not only our general understanding but also shows that the distinction between short-term and long-term performance is necessary.

Global sourcing

Chapter 7 deals with the third dimension of domestic versus international sourcing. Empirical evidence is provided to support the statement that global sourcing is the exception rather than the rule in this sample of firms, although larger and more international firms do source more from abroad. Then the performance implications of international sourcing are investigated. No direct relation between international sourcing and economic performance could be established. There is a relation between international sourcing and strategic performance (market share) but this is later explained away as a ‘size of the firm effect’, implying reversed causality. I also test the performance of international suppliers versus domestic (Dutch) suppliers. Here there are no performance effects, either in the short run or in the long run. Thus there really is no evidence for a performance effect of international sourcing, contrary to parts of the literature and a widespread belief among practitioners. Thus the decision to source internationally is best seen as a balancing act between the lower production costs that are obtained abroad and the lower transaction costs that are obtained domestically. One example of this is provided by Levy (1995) who shows that international sourcing may lead to lower costs but also influences reliability negatively. It seems that firms in the sample have achieved the right balance. Given the low degree of global sourcing, this also indicates that only a fairly limited range of products is fit for global sourcing.

In chapter 8 an attempt is made to look at all three dimensions of sourcing strategy simultaneously. Given limitations in the data there are caveats to the empirical investigation into this integrated view and I indicate that additional data might be needed here. However, a conceptual discussion is offered, which shows there is an important overlap between the three dimensions of sourcing. How a firm manages supplier relations has implications for its outsourcing policy and vice versa (also see Takeishi, 2001). Firms that outsource extensively are more likely to engage in international sourcing. Developing cooperative supplier relations across borders is more challenging but also potentially more rewarding. Global sourcing strategy, then, is indeed a Chinese puzzle: multiple layers of problem solving exist, which are related to one another.

Conclusions and implications

In chapter 9, the conclusions of my study, I present as one of the recommendations for further study a more integrated conceptual view of different dimensions of global sourcing strategy. While some of my findings are consistent with the work of Kotabe (1992) on global sourcing strategy, I emphasize another angle. His work elaborates particularly on the interfaces between the marketing, R & D and manufacturing functions while mine suggests in addition that outsourcing, supplier relations and internationalization require interrelated decision-making. From an international management perspective it is interesting to see that the outsourcing trend has obviously spread over multiple countries. Furthermore I show that international sourcing is not a means to improve firm performance, which adds to the current debate on internationalization and performance. Firm performance is often framed as a single measure but in my thesis I show that firms’ long run goals differ from their short-term objectives. A final general conclusion is that in the current climate managers appear to overestimate the force and efficiency of the market at the expense of organizing.
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