
Strategic Make-or-Buy Decisions:
The MoB –Tool

Robert A. GOEHLICH

European Business School, Oestrich-Winkel, Germany
Abstract: Real world outsourcing decisions are very seldom based on a sound trade-off of risks, costs that these risks impose and benefits. The present paper attempts to overcome some of these shortcomings by developing a make-or-buy decision-supporting tool entitled “MoB-Tool”. The tool allows one to determine what organizational architecture is best suited to a specified activity. About 50 propositions of make-or-buy decisions, mostly gained from secondary analysis, are collected and ranked. Those propositions are systematically connected to 6 strategic objectives, 3 organizational characteristics, 4 product characteristics and 3 environmental characteristics. The tool helps decision-makers generate a transparent and strategy-oriented solution with fair attention to all important considerations. By contrast, the less structured intuitive approach allows the decision-maker to weigh only a few arguments simultaneously – typically those which have current subjective importance for the decider. Due to the modularity of this tool, it can be extended easily to additional objectives and characteristics, e.g., those one that representing sustainable development aspects.
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1 Introduction
A company has many architectural choices from which to produce its products or services (Figure 1). At one extreme, the product or service can be purchased from any supplier in the spot market. At the other extreme, the company can produce the product or service internally within a division. Between the extremes are various long-term contracts, such as strategic alliances, franchise agreements, lease contracts, joint ventures and supply contracts (Brickley, Smith & Zimmerman, 2006).

Figure 1: Illustration of Organizational Architectures
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Note that a certain overlap exists between different types of long-term contracts and typology can vary in some buyer-supplier relationships.

Outsourcing is derived from the English language and is a neologism of the words “outsider-resource-using,” which means that the responsibility for resources is shifted to third parties (Płaczek & Szołtysek, 2006). In the literature, the term outsourcing is widely understood to be the process of moving an activity that was formerly finalized “completely inside” the organization to one in which the activity is finalized “completely outside” the organization. In this study, however, the terms outsourcing and vertical integration are seen relatively, not absolutely. Here, organizational architectures are processed between two extremes: outsourcing means to move an activity “more outside” the company, while vertical integration means to move an activity “more inside” the company. For example, a change from a joint venture to a lease contract is defined here as outsourcing because activities are relatively less vertically integrated in a lease contract than in a joint venture.

Current theories indicate why, when stressing efficiency gains in terms of transaction and production costs, certain activities might best be suited for outsourcing; while other theories show that particular activities, e.g., core competencies, are more efficient when vertically integrated. However, real-world outsourcing decisions are seldom based on the sound trade-off of risk, on the costs imposed and the potential benefits of these risks. One reason for this is the overwhelming supply of theories, each one concentrating on a single aspect of the problem and therefore complicating the decision-making process for managers. Thus, there is a need for a process that (Figure 2): (1) is simple to apply for managers; (2) encompasses the various predictions that are typically tested in isolation by researchers in the empirical literature; and (3) allows significant conclusions to be drawn that are aligned with extant theories related to the make-or-buy decision. This vision is realized by the development of the MoB-Tool described in this paper.

The study is structured as follows. In the next section, the process is introduced, the literature is qualitatively reviewed by presenting the pros and cons concerning vertical integration and outsourcing, and the resulting decision-supporting tool entitled “MoB-Tool” is shown. Finally, section three offers a discussion of the choice of items for the “Settings” submodule, a comparison with other studies and limitations.

Figure 2: Vision / Research Question
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2 The Process
2.1 General
The make-or-buy decision-supporting process is structured as shown in Figure 3 and comprises four sub-modules. The submodule “Settings” is illustrated in detail in Figure 4. This module processes the input data of strategic objectives, organizational characteristics, product characteristics and environmental characteristics. The module is based on a balanced scorecard philosophy, of which detailed information can be found in the discussion section of this study. The submodule “Integration Pros” processes the main advantages of vertical integration from the point of view of the final assembler (Figure 5), while the submodule “Outsourcing Pros” processes those advantages of outsourcing as shown in Figure 6. The submodule “Results” processes the output data as shown in Figure 7.

Figure 3: Overview of the Make-or-Buy Decision-supporting Process
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Figure 4: Settings Submodule
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Vertical integration and outsourcing propositions are divided into control, stability and coordination aspects. Control aspects are those that help the organization in terms of ease of monitoring, high transparency of processes, low opportunistic behaviors and low bureaucracy. In the group of stability aspects are those propositions that support the organization’s existence, such as high quality, high protection of sensitive information, low risk and high flexibility. Coordination aspects comprise propositions that increase positive interactions, such as high organizational synergies, low costs and better strategy realization. The submodule “Results” presents the results of this process in the form of clear graphics.

Figure 5: Integration Pros Submodule
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Figure 6: Outsourcing Pros Submodule
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Figure 7: Results Submodule
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2.2 Qualitative Assessment
Table 1 shows an overview of the literature used for “Integration Pros” and “Outsourcing Pros” submodule propositions.

Table 1: Literature Review for Vertical Integration (left) and Outsourcing (right)
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For reader-friendly use, all information is prepared in the same format and shown by example in Figure 8. The full data sets are available upon request.
Header: The header is where I place the serial number and name of the proposition. As for the purpose of process development, I have reversed the propositions in such a way that the disadvantages of outsourcing become advantages of vertical integration and disadvantages of vertical integration become advantages of outsourcing. Those reversed propositions are marked with an apostrophe ( ’ ). Description: The description briefly introduces the proposition, but may also include additional information. Example: For illustration, each proposition is supplemented with an example taken from the aviation or space sector. Solution: Where appropriate, the solution paragraph presents suggestions for alternative countermeasures, in addition to the outsourcing or vertical integration philosophy. It becomes necessary to look at this fact when trading outsourcing for vertical integration. However, it should be mentioned that these countermeasures may yield high costs and realistically be used to certain intensity only.

Figure 8: Example of a Vertical Integration Proposition
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2.3 Quantitative Assessment

For pre-assessment of approximately 50 propositions concerning outsourcing and vertical integration decisions two indicators are used, namely “potential” and “probability.” The assessment of potential (What is the maximum positive, relative effect in terms of short-term profit, market share, etc., to the organization, when this circumstance occurs?) is measured on a five-point Likert-type (Babbie, 2000; Trochim, 2006) scale (+, ++, +++, ++++, +++++) wherein “+” represents a very poor proposition and “+++++” represents a very promising one. The assessment of the probability (How often does this circumstance occur?) is based on a five-point scale wherein “+” represents a proposition that very seldom occurs, and “+++++” represents a proposition that occurs very often. This pre-assessment method of propositions based on potential and probability, in general, is sufficiently reliable to preliminarily rank propositions. This ranking is helpful for accurate assessment, i.e., to spend relatively more time on significant propositions than on those ones with low potential and low probability.

Figure 9 shows the related potential-probability matrix for vertical integration and outsourcing. Propositions that are in the significant sector (marked in dark gray) of these matrices require special attention because they influence the make-or-buy decision more than the others. The philosophy of the potential-probability matrix is similar to the risk matrix. While the risk matrix is an effective tool used to guide the user to avoiding risks of high probability and high consequence (Alexander & Marshall, 2006), the potential-probability matrix illustrates the benefits of high potential and high probability.

Figure 9: Potential-probability Matrix for Vertical Integration (left) and Outsourcing (right)
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For detailed assessment, a pairwise comparison (see Grob, 1984) is used to support the subjective-based assessment. This is a first approach method given uncertainty in a situation, where detailed studies are not yet been performed. The pairwise comparison method is a powerful tool that allows the researcher to perform a fair and comprehensive transparent ranking of criteria; it allows ranking and assessment of the relative weight of each proposition to be determined.

Table 2: Integration Pros Submodule
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However, results of pairwise comparisons must be checked for plausibility. Therefore, the relative benefit on each item of the “Settings” submodule that is gained from the propositions of the “Integration Pros” and “Outsourcing Pros” submodules are adjusted. All results for vertical integration and outsourcing are incorporated in the input mask of the “Integration Pros” (Table 2) and “Outsourcing Pros” submodule.

2.4 Results
The make-or-buy decision-supporting process is structured in five phases (Phase 1: Define Mission Statement, Phase 2: Define Strategic Objectives and Independent Factors, Phase 3: Define Weighting of Factors, Phase 4: Check Plausibility of Integration Pros and Outsourcing Pros Submodules, and Phase 5: Obtain Results) and can be applied to various challenging cases. For this, I develop a tool entitled “MoB-Tool,” as shown in Figure 10-15.

Figure 10: Phase 1: Define Mission Statement
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Figure 11: Phase 2: Define Strategic Objectives and Independent Fact.
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Figure 12: Phase 3: Define Weighting of Factors
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Figure 13: Phase 4: Check Plausibility
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Figure 14: Phase 5: Obtain Detailed Results

[image: image18.png]Phase 3: Define Weighting of Factors (SETTINGS Submodule)

Help: Challenging s to define the weighting of each independent factor and the relationship between strategic objectives and independent factors
as awhole. Therefore, equal weighting is recommended if n0 better values are available.

Data: Strategic Objectives Sum
&

f : 3 0z % H

3 . £ oz 3 2 3|¢ I H

223 1% Bl of iz sl5 %

E S 2 % o3 £ 212 £

R E o2 2 512 - Z2|% Bls 3

2 3 3 3 3 3|3 35 g 3|z 3

2 2 2 2 2 2|8 S| & H H

Z a3 3 5 s|°¢ s|= a o

2 € 8 3 8 g% 2|3 g

3 3 3 3 3 3|3 3|3 3 3
(A) Copy machine usage (as reference) 100,0
(B) Aircraft final assembly production 100,0
(C) Satellite rocket launch operation 100,0
(D) Space tourism rocket development 100,0
Test integration. 100,0

Scale: Each row summing up to 100 %. Values are given in percentage.




Figure 15: Phase 5 (continued): Obtain Executive Results
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3 Discussion
3.1 General
The following section attempts to widen the study’s point of view through a discussion centered on: (1) the choice of items for the “Settings” submodule; (2) a comparison with other studies; and (3) limitations concerning the introduced process.

3.2 Choice of Items for “Settings” Submodule
The balanced scorecard philosophy is used to create the “Setting” submodule. The balanced scorecard, introduced by Kaplan and Norton (1992), is a widely used strategic business performance measurement system. This method seeks to report on leading indicators of an organization’s health, rather than referring to traditional accounting measures alone. These leading indicators are called Key Performance Indicators (KPI) because they are critical to the successful execution of an organization’s strategy. Based on the strategic goals of an organization, target values for KPIs are set. KPIs enable an organization to measure and monitor its performance on a strategic and operational level. The goal is to establish a common KPI language that spans all areas of an enterprise.

Typically, KPIs are used in a post-ante context to evaluate an organization’s past performance. Krauth et al. (2005) reason that KPIs should be utilized in the planning phase as well, thus ex-ante. I follow this approach for the make-or-buy decision-supporting process. A key attribute of this process is its support for identifying causal linkages between components of the business that fulfill the strategy (i.e., to determine the benefit share of each proposition that contributes to either vertical integration or outsourcing).

Often the balanced scorecard is broken down into a financial, customer, process and an HR & innovation perspective. This procedure aims to avoid the classic problems of measurement, such as (Van Aken & Coleman, 2002) use of too many metrics, use of exclusively cost metrics, use of only short-term focused metrics and use of metrics that drive the wrong behaviors.

The choice of KPIs is organization-specific and depends upon its goals. An organization’s goals change over time (Allio, 2006). In a start-up high technology company, for example, managers focus on reliability. In the growth stage, managers concentrate on market share. In mature industries, managers focus on production costs and/or capacity utilization. In an aging industry, managers primarily focus on cash flow. I select those KPIs for the make-or-buy decision that I recommend for use by a typically mature organization. Due to the modularity of this process, it can be extended easily to additional KPIs and/or existing KPIs can be terminated. In addition, my proposed weighting (I assume equal weighting) of each KPI is easily changeable.

3.3 Comparison With Other Studies
Many authors investigate business cases for outsourcing. Due to very different assumptions in these studies, an exact comparison is not possible at this time. However, a preliminary comparison is attempted in order to enlarge the basis of discussion for make-or-buy decision models and/or processes. Several models are drawn in the economic literature to distinguish between activities that can be outsourced and those that should be made in-house by the buyer based on multiple criteria. Some of the models sorted by year of publication are listed below:

· The Tullock (1980) model, based on rent-seeking, allows one to determine the transaction costs of outsourcing, but does not produce a trade-off between outsourcing and vertical integration.

· The Venkatesan (1992) model indicates that there are either core products that should be strictly produced in house or non-core products that should be strictly produced with the help of suppliers. The weakness of this model is its neglect of the intermediate types of products (from core to non-core) and thus, the corresponding recommendations.

· The Quinn and Hilmer (1995) model is based on the dimensions “degree of strategic vulnerability” and “potential for competitive advantage.” This model covers three conditions of make-or-buy (in-house production, partnership and buy-off-the-shelf). The authors only analyze some possibilities out of a total of nine.

· The Olsen and Ellram (1997) model specializes in the partnership condition and distinguishes between strategic products (important, but difficult to manage), bottleneck products (not important and difficult to manage) and leverage products (important and easy to manage). In-house production and buy-off-the-shelf are not considered.

· The Clemons and Hitt (1997) model is based on the concept of a “keeper.” An activity should be considered “a keeper” if its loss, should it occur, would entail high costs or even destroy the company. Clemons and Hitt argue that the traditional characterization of “core” is of little use in assessing what can be outsourced. Instead they propose the formation of the following four groups: (1) Strategic Competence: an activity that represents a keeper and a competence that should not be outsourced. (2) Strategic Incompetence: an activity that represents a keeper, but is poorly performed internally should not be outsourced. Outsourcing would initially offer benefits, but the potential losses of outsourcing will dominate any short-term gains. Instead, these incompetence activities should be improved. (3) Non-strategic Competence: an activity that represents a non-keeper, but is a company’s competence and can be outsourced or become a business unit. (4) Non-strategic incompetence: an activity that represents a non-keeper and an incompetence that should be outsourced. Outsourcing offers opportunities for performance improvement with moderate risks.

· The Levin and Tadelis (2005) model distinguishes between various contract forms that range from employment, and thus vertical integration, to outsourcing types. This model’s feature is to investigate the make-or-buy decision from the point of contracts.

In an enhancement to existing models, the process developed in the present study covers the entire spectrum of make-or-buy decisions (the continuum from in-house to buy-off-the-shelf). The economic environment is held fixed for analyzing alternative structures individually, and finally compared to one another, while the existing models are isolated, as they do not take into consideration the parameters developed by one another.

3.4 Limitations
Extant make-or-buy related studies are quite voluminous. Thus, complete implementation of this literature into the make-or-buy decision-supporting process is beyond the scope of the present study. Rather, I limit my discussions and investigations on those studies that I found to have significant influence on make-or-buy decisions, especially for managers. However, I find that many extant studies suffer from measurement problems, such as follows:

· Some factors, such as motivational, cultural and social factors are hard to handle, but may strongly influence decisions.

· Several studies examine only one factor that is predicted to affect the make-or-buy decision, holding other factors constant, whereas it is often a combination of such factors that should be assessed (Lafontaine & Slade, 2007).

· While it is easy to determine external transaction costs (buyer to supplier) but difficult to identify internal transaction costs (department to department), many results of trade-off studies are unjustified, biased in favor of vertical integration. However, those companies who conduct extensive outsourcing may have too many suppliers. This would be more costly to manage than less efficient in-house operations, as argued by Blaxill and Hout (1991).

· Companies from different countries generally apply divergent success criteria because of unique cultures (Yan & Zeng, 1999). In addition, each culture has specific cultural codes, e.g., the trust-based cooperative norms of Japanese society encourage high collaboration rates among companies (Todeva & Knoke, 2005). Thus, assessing international scenarios is especially complicated because results are biased by different cultural environments.

· A challenge exists whether to use objective outcome indicators (e.g., financial gains, number of innovations, revenue), subjective indicators (e.g., partner satisfaction with the collaboration, customer service, corporate identity) or both, in order to fully assess the performance of organizations.

· In the case of the make-or-buy decision-supporting process, some of the propositions overlap each other partly or one proposition may be a sub-proposition of another (e.g., proposition “Out11 Reduce labor costs” is to a great extent a sub-proposition of proposition “Out17 Reduce production costs”). Avoiding this fact would result in garbling of the modules. Instead, double counting of similar advantages is avoided in the present study by carefully assigning values to each proposition (e.g., the benefit value of proposition “Out17 Reduce production costs” excludes the benefit of low labor costs, as this item is represented by proposition “Out11 Reduce labor costs”).

Thus, the precision of propositions is limited. Yet, I assume that a preponderance of indication, gathered across plentiful studies of diverse industries, time periods and geographic regions using different approaches, yields convincing evidence as to the validity of the introduced make-or-buy decision-supporting process.

4 Conclusion
The main outcome of this study is the development of a make-or-buy decision-supporting process. A structured application procedure makes this process attractive to any manager who needs a simple and transparent tool to support make-or-buy decisions. Dividing the make-or-buy question into many sub-questions based on, in this case, 16 objectives and characteristics, helps decision-makers generate a transparent and strategy-oriented solution with fair attention to all important considerations.

By contrast, the less structured intuitive approach allows the decision-maker to weigh only a few arguments/propositions simultaneously – typically those which have current subjective importance for the decider, e.g., bad news about Dollar/Euro currency trends, which would favor an outsourcing decision or bad news about risk of revealing know-how, which would favor an integration decision.

Figure 16: Outlook for Extension of Process
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As closing thought, I have concluded that economic motivational goals, political hurdles and technical challenges should be more closely merged in the early phases of strategic decision-making for any new, large-scale program in organizations. By doing so, decision-makers can adapt the organizational architecture to the needs of any planned big program, resulting in an important aspect of efficiency improvements. In addition, the process may be extended to more macro or micro strategic make-or-buy themes as shown in Figure 16. The next step, which is beyond the scope of the present study, is an empirical validation of the tool in the form of interviews with experts, economists and politicians.

Note
The views reported in this paper are those of me alone, and not those of any institution. All errors and omissions, which may unwittingly remain are the sole responsibility of me.
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