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“Vertical disintegration and specialisation is perhdpsrost
significant organisational development of the 1990s”
Langlois, The vanishing hand

Introduction

Organisations change when their environments change. Funtdiynethis involves
changes in technologies, as well as quality of accuedil&howledge in the firm
(Milgrom and Roberts 1992). For the last two decades, ag&athion has led to
tremendous shifts in business environment. As a result, fitany and even whole
industries have significantly altered their make-or-bagisions. In the first part of this
paper major theoretical frameworks of de-integration kel introduced. In the second
part, these frameworks will be applied to analyse theses of de-integration. Further,
trends in pharmaceutical industry in particular will becdssed. Finally, this paper will
refer in short to some difficulties with outsourcing, ndawill touch on possible

alternatives for firm design.

Theoretical frameworks of de-integration

Make-or-buy is the decision of a firm to perform abthaty itself (in-house) or purchase
it from independent firms (outsourcing or de-integrationjhe market (Besanko et al.
2000). In essence, it is a decision about vertical bowsslari the firm, and can be
determined by assessing the costs and benefits of bathasiltes. Generally, unless the
firm has some special competence in carrying out the swmpiyity, others are likely
able to do the job better and more cheaply (Roberts 20@4)give the statement a
theoretical ground it will be useful to look at the legdapproaches to analysing vertical
boundaries of a firm. Among others are early developsndby Coase (1937),
framework of transaction cost economics (i.e. TCEM4iliamson (1975, 1985), more
recent resource-based view (i.e. RBV) apprbamh numerous contemporary authors,
specifically by Grant (1991) Both TCE and RBV refeto vertical boundaries of the firm

! The RBV helps to distinguish core competences and provides éagevhbout which activities must heisourced
(Espino-Rodriguez et al., 2006).

2«Grant (1991) states that any lack of resources can be upaliepurchases or strategic alliances, and outsourcing is
one way of complementing the firm’s resources and capebibly helping to improve the firm’s strategy to make



depending on possession of specialised assets. HowavEr focuses on the nature of
transactions to attain those assets, whereas RBWsdscon firm's resources and
capabilities as a centre of the analysis. In shatdécision to outsource services or
business processes will depend on the strategic valuee afetources that constitute
them. The strategic value of resources, in turn, wipethel on quality of those. The
resources that are valuable, rare, imperfectly imitablé non-substitutable seem to be
constituting firm’'s competitive advantage (Barney 1991)nsgquently, the capabilities
that they build will be core competencies, and thoseldhmt be outsourced, but rather
kept in-house (Quinn 1999).

Among others is the very recent 'vanishing-hand' framewovielolged by Langlois
(2003), which looks at the factors like complexity of techgalal process of production,
as well as “thickness of markets”, meaning population, nesopolitical and other
factors, all in relation to vertical boundaries of tiren. Finally there is a practical
framework developed by Burt at al (2003), which incorporatesnidger variables from
the past approaches and tries to create a rule of thiamboutsourcing. Key
characteristics of mentioned models are summarizepperalix 1.

Further in this paper some of these theoretical framesvaill be applied to analysing

current trends towards de-integration.

Causes of de-integration analysed using the frameworks

Causes of de-integration are various. Fundamentallyt ofothem are associated with
increased globalisation of markets in recent two decaBelowing are the most
significant ones.

Firstly, one of the major changes is the exceptional spegdwhich information and
commodities move around the globe. More specificdlig,édmergence of computers and
telecommunication, as management and production tools in 198@seased
coordination within and outside the firms. In essenais, trend reduces cost advantages
of large, vertically integrated firms and creates oppaisifor smaller firms to
collaborate with market firms. From TCE viewpoint, depenent of communication

seems to bring lower uncertainty to the market, ancebetonitoring mechanisms to

better use of its capabilities when faced with external dppities”; Espino-Rodriguez et al., 2006, “A review of
outsourcing from the resource-based view of the firn84 p.



avoid violation of contracts. Hence, transactionsliaedy to be less costly to be carried
out in the market. Within RBV approach, high speed ofrmétion exchange promotes
easier imitation and substitution of certain assetndd keeping these assets in-house
might not be feasible. For example, firms in finahcservices industry rarely create
extensive analytical databases; instead they are usegmpehand more sophisticated
financial analysis and trading platforms like Bloomberg.

Second is the record number of technological innovationshim past 20 years. This has
led firms to increasingly benefit from low production tsosf firms in the market, which
use innovations in their processes. Referring to the ipshcpproach of Burt et al.
(2003), this means capitalizing on suppliers’ exceeding relseard know-how. For the
small firms, which do not possess the necessary cgpatils trend has created
opportunities to use R&D products of other firms as thgwuts. According to RBV,
these resources are no longer a part of competitiventay® and will be outsourced: all
because of the higher relative cost of producing thenmialigr From the vanishing hand
perspective, development of technology enables to ldweminimum efficient scale of
production: “urgency of buffering” declines, and the firm bé&sefrom outsourcing
activities. For example, the vast majority of firrase outsourcing development and
maintenance of the internet shopping on their websitbgh is a product of innovation
in internet technology.

Third is the trend of de-regulation and liberalization in developargl developed
countries. These have contributed to extensive outsgyr@nd specifically to off-
shoring worldwide. With regard to vanishing hand hypothesisredelation has
increased thickness of markets through broader reach. igwliy, it has obviously
provided low-cost production opportunities in the countries witbaper labour force.
For example, world’s clothes manufacturing is heavilysoutced to China, thanks to the
increased openness of Chinese economy to internatiadel tr

Fourth are increased competition and demanding capital markkish Wwave led firms to
consider more cost-effective organisation in attemptsurvive intense competition.
Indeed, cost is one of the critical variables in maké&uy decisions, and all of the above
approaches include this variable in the basis of theirysisalParticularly, it can be
concluded that firms should outsource processes thatae costly to produce in-house.



All of the discussed trends have created new opporturitiedirms to capitalize on
numerous advantages of de-integration, i.e. reduced oatjanasl complexity, reduced
agency costs, more flexibility in production planning, expigitscale and learning
economies of the firms in the market, etc. (Besanko 2R0Derts 2004).

There are a number of industries, which have successdibpted the trend of de-
integration. Examples include motor industry, computer inglusélecommunications,
financial services industry, sports equipment and fashion tinelsisas well as most
notably pharmaceutical industry.

Trends in pharmaceutical industry

The global pharmaceutical industry is, indeed, one ofitest and most innovative in
the world with revenues of approximately $420 billion in 2608nd although,
historically, the pharmaceutical industry has been slalagar other industries to embrace
outsourcing, the latter is quickly becoming its esseoteponent nowaday's.

An important specificity of the pharmaceutical industsythat the lifeblood of the
industry flows from its research and development actsvitifoday the industry is
increasingly outsourcing/off-shoring it's R&D; the fabiat apparently contradicts RBV
approach regarding keeping core competencies in-house. lty,réla¢ revolutionary
advances in biotechnology have enabled pharmaceuticale tib as a research tool and
to actually enhance their competence by outsourcing (Hemdetsal. 1999).

Another specificity of pharmaceutical industry is thmportance and the use of
Intellectual Property Rights (IPR) to exploit and protenovations. It is an extremely
knowledge-intensive and human capital driven area.

Comparing with car manufacturing, for example, one caéeé similarity in their
concentrated R&D, as well as usage of IPR. The diff@ehough is that, because the
core production in pharmaceuticals is based entireliR&D, it will have to outsource
particularly these activities or ones related to thehen it actually does make a decision
to contract in the market. Whereas, in car manufagutirere are plenty of core

3Pharmaceutical Research and Manufacturers of America (PhRMAe 2003 Pharmaceutical Industry Profile.”
Washington, DC: PhRMA, 2003.
“ Berens, J. and J. McCoy, (2005). “Offshoring in the glpbarmaceutical industry: Drivers and trends”, p. 41



processes that the manufacturers can “buy” in th&kehand may therefore keep R&D
in-house.
Returning back to the causes of de-integration, it isworéntioning that the turning
point in pharmaceutical industry were developments in 13@dicularly, five of them
can be distinguished:

» competition from biotech firms;

» pressure for lower prices in the market;

* patent expiry;

* decline in R&D productivity in the industry;

* and decline in shareholders returns.
Competition from biotech firms and lower prices in tharket have, indeed, suggested
that pharmaceuticals should search for means to imgmmarictivity of their production
and be able to reach lower costs. Also the advantaghe form of existing patents, that
firms enjoyed, have largely come to an end. Hence inrdiate pharmaceuticals to
enhance their competitive ability, they need new deraénts and strictly lower costs.
Firms in pharmaceutical industry seem to have methidlenge with various structural
and operational changes. Among others are general resagiani of research and
development, alliances with biotech firms, diversiiica and last but not the least
outsourcing/off-shoring. And with outsourcing there isadig one question that the firms
ask; “Should the R&D be outsourced?”
It could be argued that high R&D costs have favoured ldirges®, and there is a
rationale therefore to keep these processes in-hougimpse on the pharmaceuticals in
1990s will reveal that really there have been veryriewcomers, and there was (and to
some extent still is) a tendency for consolidatioexploit economies of scale (Besanko
2000). On the other hand, smaller firms are increasinghefiting from cost advantages
in emerging markets (especially India for pharmaceutical tnguasnd are able to avoid
inefficiencies of large size (i.e. higher labour codbsireaucracy, duplication of
operations, etc).

® Thomas, L.G. (1990). “Regulation and Firm Size: FDA Impaaténnovation”. RAND Journal of Economics.



Alternatives

Based on the above, it may seem that the trend dicakde-integration in many
industries is irreversible. And although the benefit©uatisourcing in certain situations
are indeed indisputable, it does not however mean thaounging is an elixir
(Williamson 2008). Major possible drawbacks of outsourcing ‘@old-up” problem,
guality management and reputation issues, lack of prooes®ktand many more. In fact
a recent Deloitte Consulting survey of 25 world-claisas found that many companies
faced higher costs than anticipated, because of unexp=utgaexity, lack of flexibility
and other unforeseen problems associated with outsouramgpttions. As a result, 25%
of those transactions were brought back in-house: inrotherds they were
“backsourced” (Tadelis 2007).

Moreover, in the recent structural transformatidimsms seem to be creating a new type
of organisation, which is regarded as “hybrid” or “networkedjanisation (DiMaggio
2001). According to Powell (1990) the firms will be organized‘@either market nor
hierarchy”. These developments, however, go beyond tpesuf this paper.

Conclusion

According to Besanko et al. (2000), the firms have inangés become less vertically

integrated, focusing instead on core business activitiess Tend is driven by

globalisation, specifically by the speed of informatiiow, increased number of

technological innovations, de-regulation and libertiisa of markets, and finally

increased demand and competition in the market. One dhdustries shifting to the

new form of firm design, is pharmaceutical industry. Téesons for such transformation
are competition from biotech firms, pressure for lowérgs; patents expiry and decline
in R&D productivity in the industry. Nevertheless, outsongcdoes not seem to be
indisputable. Fundamentally, the make-or-buy decisiomldhioe preceded by a serious
cost-benefit analysis between producing in-house and outsguiConsequently, there
seems to be a continuing balance between in-house ahkétrnpaoduction, and vertical

integration seems to be still relevant.
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Appendix 1 Outsourcing frameworks

a) Framework of Transaction Cost Economics by O. Williamson

The key variables, which the author identifies as deteamsg of to firm’s vertical

boundaries, arfrequency of transactionsyncertainty andasset specificity.

Asset specificity

Source: Williamson (1985)
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Uncertainty & | Low Spot market | Contracting Out Various
measurement | _ | transaction _| (long-term) _ :Alternatives __
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 Internalisation
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b) Framework of Resource-based approach by Gant 1991

The key variables are level gecificity of assets required to obtaigapabilities andcost

of developing those capabilities.

1. Identify and classify the
firm’s resources. Appraise
strengths and weakngsses
relative o competitors.

Identily opportunities for
better utilization of
resourCes

2. Identify the firm’s
capability, What can the
firm do more effectvely

# RESOURCE

S

&~

F

(uisourcing

than its rivals and suppliers?
Identify the inputs to cach
capability

3. Appraise the reni
generating potential of
resources and capabilities in
terms of!

»# CAPABILITIES

3. Identify resource gaps
wihich need to be filled.

r

Invest in replenishing,
angmenting and
upgrading the firm's
resonrce base

a) their potential for
susiainable competitive and
) the approprniability of
thear refurns

4. Select a strategy which
hest exploits the resources

» COMPETITIVE

and capabilities relative to
external opporivniies

» STRATEGY

Source: Espino-Rodriguez, T.F., V. Radron-Robaina (2006)
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¢) Framework of vanishing hand by R. Langlois

The key factors that push to increased outsourcing are “thickiekets” (broader reach,

richness of interactions and affluence of customers) “angency of buffering” or

technological complexity of production. The straightlis the boundary of the firm.

Visible hand

Urgency of buffering.

Invisible hand

Thickness of markets

Source: Langlois, R.N. (2003)

Vanishing hand

d) Practical framework by D. Burt at al. (2003)

Factors that favour in-house production

Factors that favour outsorcing

Cost considerations

Cost considerations

Desire to integrate plant operations

Lack of expertise

Unreliable or incompetent suppliers

Suppliers' exceedseareh and
specialized know-how

Quantity too small to interest a supplier

Small-volueguirements

Better quality control

Limited production facilities arsufficient
capacity

Design secrecy , protecting proprietary
technology

Desire to maintain a multiple-source polig

Political, social or environmental reasons

(union pressure)

Item not essential to the firm's strategy

Emotion (e.qg., pride)

Brand preference

Source: Burt, D., D. Dobler and S. Starling (2003)
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