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compromised, when an activity 
is outsourced from an 
independent market rather
than performed in-house,

l Private information may be 
leaked, when an activity is 
performed by an independent 
market firm.

l Transaction costs may be 
involved, that are often 
hidden, and that can be 
avoided, if the activity is
performed in-house.

Some Outsourcing Fallacies

Before going into a details of the 
variables that constitute a make-
or-buy decision, three mistaken 
arguments need to be critically 
addressed.

1. Firms should generally 
outsource, rather than do 
themselves, to avoid costs of 
doing that activity. The
argument is often put forth this 
way : “ By outsourcing this 
activity we can eliminate the 
costs of that activity, and 
thereby increase earnings”

2. Firms should generally 
perform  these activities 
in-house, rather than 
outsource, to avoid paying a 
profit margin to independent 
firms. This fallacy is stated this 
way : ”Our firm should 
backward integrate to capture 
the profit of our suppliers for 
ourselves”. 

3. Firms should make rather than 
buy, because vertically
integrated firm could avoid 
paying high market prices for 
the input during periods of 
peak demand or when there is 
scarce supply. This fallacy 
takes expression as: “ By 
vertically integrating, we obtain 
the input “at cost”, thereby 
insuring ourselves against the 
risk of high input prices”.

address several issues before it 
can determine how best to co-
ordinate the activities of its 
suppliers and distributors. Thus a 
typical decision in economic terms 
would be to “make or buy” by 
identifying the key economic 
tradeoffs associated with this. 
Regardless of a firm's position 
along the vertical chain, it needs 
to clearly define its boundaries. 
An associated resolution to the 
make or decision would be to 
compare the benefits and costs of 
outsourcing or performing the 
activity in-house.

Benefits and Costs of 
outsourcing

Benefits
l Firms can achieve economies 

of scale that producing 
in-house only, for their own 
needs, cannot.

l Firms in the market providing 
these services are subject to 
the discipline of the market 
and must be efficient and 
innovative to survive. The 
overall corporate success may 
cover these inefficiencies and 
not permit innovativeness 
when performed in-house.

Costs

l Co-ordination of the
production flow through the 
vertical chain may be 

creation, as many firms are well 
known for their expertise in tasks 
not directly related to their 
principal business, such as Pepsi 
in marketing, General Electric for 
strategic planning, Dow Corning 
for financial planning. In 
industries such as soft drinks or 
sports goods, support activities 
are the lifeblood of the major 
players.
Though many firms have 
succeeded by producing their own 
processing, handling and support 
activities, others obtain this from 
the specialists in the market. The 
genesis of Business Process 
Outsourcing is that a 
manufacturer can develop their 
superior marketing plan, improve 
efficiency in housekeeping, 
identify low cost distribution, 
generate accurate reports on 
payrolls, sales and inventories, 
without having to perform any of 
these tasks themselves. 

However, is it always desirable to 
use the market? A firm must 
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The vertical chain of 
production of a typical 
furniture manufacturer.
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BUSINESS PROCESS OUTSOURCING
A MAKE OR BUY ECONOMIC PARABLE 

The production of goods and 
services necessitates many 
activities. This process commences 
with the acquisition of raw 
materials and culminates in the 
distribution and sale of finished 
goods and services in what 
economists term the vertical 
chain. A predominant decision in 
any business strategy is how to 
organize this chain. The Indian 
panorama of modern business 
even now features many vertically 
integrated firms; such as Hindalco 
have their own mines to the 
marketing of aluminum foils. 
Others such as Bajaj Auto are 
more “vertically disintegrated”: 
that is they outsource most of their 
tasks to independent contractors. 

Make versus Buy
This important decision of any 
firm to perform an activity or 
purchase this from an 
independent firm is essentially a 
“make or buy” decision. Thus, the 
decision for a manufacturer is 
whether to develop its own captive 
source of raw materials, shipping 

processing and handling of 
materials from raw inputs (e.g 
wood) through the finished 
product. The processing would 
commence with the acquisition of 
raw materials and component 
parts, processing the goods or 
assembling. Handling activities 
include all the associated 
transportation activities. Modern 
industrial enterprises within the 
vertical chain perform a variety of 
support activities, typically finance 
and accounting, information 

management, etc. These are 
placed outside the vertical chain 
and provide support services for 
each step along the chain. Many 
large hierarchical enterprises 
performed and do perform these 
support activities to co-ordinate 
the flow of production through the 
vertical chain. These support 
services sometimes do become 
principal sources of value 

services or operate its own 
warehouses and distribution 
outlets, rather than rely on outside 
suppliers and merchants. Firms 
that operate at all points in a 
vertical chain often evaluate 
“make or buy” decisions. Raw 
material suppliers can integrate 
forward into production say, if 
ONGC a supplier of crude oil, 
sets its own refinery, or retailers 
could integrate backwards into 
production, say if instead IBP (a 
distributor) had acquired IOCL 
(refinery).  

Upstream and Downstream

Economists often refer to a firm 
being “upstream” or 
“downstream” from one another, 
these terms are relative in usage. 
For instance, a firm may be 
upstream from some firms and 
downstream from others. What is 
common “however” is that in an 
economy, goods “flow” along a 
vertical chain from raw-materials 
or parts of a component to 
manufacturing or assembling, 
through distribution and retailing. 
Thus, for an economist, the early 
steps in the vertical chain would 
be upstream in the production 
process and the later steps are 
downstream, such as lumber flows 
from upstream timber forests to 
downstream mills. Maruti (car 
manufacturer) would therefore be 
downstream for SAIL (a steel 
producer) but upstream for “Sai 
Service” (a dealer).

The Figure (Fig. 1) depicts a 
typical vertical chain for the 
production and sale of furniture. 
The chain includes activities 
directly associated with the 

he decisionT
for a manufacturer 

is whether to develop 
its own 

captive source of 
raw materials, 

shipping services 
or operate its own 
warehouses and 

distribution outlets, 
rather than rely on 
outside suppliers 
and merchants.
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The first argument is easy to 
eliminate. Look at a firm on the 
vertical chain, distributing finished 
goods from a manufacturer to a 
retailer. The manufacturer could 
distribute the goods itself, or use 
an independent distributor. While 
it is true that when it uses an 
independent distributor, the 
manufacturer will not have to 
purchase trucks, hire drivers and 
so on, however this does not 
imply that this is not less costly to 
use the independent distributor. 
The independent distributor will 
have to buy trucks, hire drivers, 
and charge the manufacturer to 
cover the associated expenses. 
Choosing to outsource, rather 
than make, therefore does not 
eliminate the expenses of the 
associated activity. The choice can 
however, affect the efficiency of 
the activity that is carried out, a 
dictum for outsourcing or not.

The flaw in the second argument 
can be explained with an 
illustration. Consider a 
manufacturer requiring a 
component. A supplier will sell 
this part for Rs.5.00. If the unit 
cost of the of the component is 
Rs.4.00, it would appear that the 
profit margin would be 25%. The 
manufacturer might be tempted to 
backward integrate into the 
manufacturing of this component, 
rather than pay for such an 
exorbitant profit margin. This 
could be wrong decision for 
several reasons. 

Firstly, the profit margin for 25% 
may hide a substantial variation 
that could occur over time. 
Cyclical and slackening of 
demand could result in a drop in 
the market price. Considering this 
variation, in order to entice a 
supplier to make the necessary 
investments, to produce the 
component, a “profit margin” 
would be required. The critical 
argument is reflected in the way 

non - integration or integration 
may yield the same expected 
profits, and in such situations it 
may be tempting to argue in favor 
of vertical integration, particularly 
when an organization is 

constrained by liquidity, that is 
when the input prices are too 
high, the firm may not have 
enough cash to cover the 
purchase and vertical integration 
could be a way out. This 
argument has its weakness. 
Vertical integration alone is not 
the option, the manufacturer 
could enter into a long term 
contract with suppliers or the 
manufacturer could create a 
reserve to weather short term 
price fluctuations, thereby 
withholding the necessity to 
integrate vertically.

Business process outsourcing is a 
buzzword with organizations 
constantly endeavoring to 
integrate activities as well as 
divest them. In this regard it would 
be important that organizations 
recognize their boundaries for 
operations. With technological 
changes constantly evolving, the 
firm boundaries are also evolving. 
In today's world, rapid 
technological changes have 
reduced the advantages of a 
“make” decision, a process 
businesses choose to out-source.

profits are perceived by an 
“accountant” and that by an  
“economist”. In the illustration, 
the supplier earns an accounting 
profit of Re.1.00. However, the 
economic profit would imply the 

profit earned by investing 
resources in a particular activity, 
and the corresponding profit 
earned by investing the same 
resource in the most lucrative 
alternative activity. Thus, 
economic profit seeks out the 
relative profitability of alternative 
investment decisions, a better 
measure than accounting profit.  
To illustrate further, if the supplier, 
has to make an investment of 
Rs.10.00 worth of plant and 
equipment for each of the 
component he makes, and if the 
next best alternative provides a 
return of 10%, then the part 
supplier is making a zero 
economic profit! That is Re 1.00 
from the supplier less 10% of the 
next best investment alternative 
for an investment of Rs.10.00 
would yield 1.00 -1.00 = 0. The 
question that needs to be raised 
here by the manufacturer, who 
intends to backward integrate, 
would be, if the manufacture of 
the component is so profitable 
why don't other manufacturers 
compete with the supplier and 
drive prices down?  The answer to 
this may dissuade a manufacturer 
to integrate vertically.  

The third argument has its 
fallacies as well. If the market 
conditions are erratic, vertical 

egardless of a firm's positionR
along the vertical chain, it needs to clearly 

define its boundaries. With 
technological changes constantly evolving, 

the firm boundaries are also evolving.
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