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VERTICAL INTEGRATION AND THE MILITARY —
A STRATEGIC APPROACH TO THE OUTSOURCING DECISIONS
IN THE DEPARTMENT OF DEFENSE

ABSTRACT

It is a common belief that government organizations are generally less effective
and efficient than commercial entities. Among the prominent problems that need to be
addressed in this context is the process leading to a decision regarding how to source
activities. Consequently, current publications and laws require government activities to
compete with commercial contractors. Also, a preference for outsourcing military
activities is often expressed.

This MBA project investigates how applicable economic principles that govern
the sourcing decision in the commercia world are to the military. It further reviews the
laws that regulate the decision making process for the military. The project then
evaluates how these different factors should impact the process and whether recent
outsourcing decisions, especially for Operation Iragi Freedom, reflect valid economic
criteria

The MBA project determines that valid economic principles are applicable to the
military, but they are not always used correctly or to the advantage of the government.
Additional socio-economic and military factors also have a significant influence and need
to be weighed against the economic principles, stressing distinctions between the military
and a commercial company. Those differences and their potential effects are not
adequately addressed in the publications regulating the decision making process.
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l. INTRODUCTION

“Read not to contradict and confuse, nor to believe and take for granted, nor to find
talk and discour se, but to weigh and consider.”
Francis Bacon!

A. INTRODUCTION

This chapter explains the methodology behind this project paper. It defines the
application of expressions such as Vertical Integration (V1) and Outsourcing within the
remainder of the study, as well as other terms used. It aso touches on the applicability of

these terms within the organization of the Department of Defense.

B. METHODOLOGY OF PROJECT

1 Background

With EXECUTIVE ORDER 12526, President Reagan established a Blue Ribbon
Commission on Defense Management. The commission was chartered with studying
issues of defense management and organization (Blue Ribbon Commission, Appendix

27). Initsfina report (A Quest for Excellence) the commission recommended in 1986,

among other proposals, “the expanded use of commercial products and ‘commercial
style’ competition in the defense procurement process’ (Blue Ribbon Commission,
Appendix 75). While similar suggestions had been made in 1972, without successful
implementation in the defense acquisition community, the commission now stated that
substantial changes in procurement policy would be necessary to take advantage of the
commercial marketplace (Blue Ribbon Commission, Appendix 77).

Outsourcing was one way of taking advantage of the commercial marketplace that
the Department of Defense (DOD) had aready practiced for some time. The most
obvious area might have been purchases of products for the military. But even as early as
the 1960s, the military began to contract logistics and other services to commercial
providers. With the end of the Cold War and the rising demand for a ‘ Peace Dividend,’

the DOD is more and more looking towards the commercial world to compensate for the

1 Quoted in Microsoft Encarta College Thesaurus (1097).
1




decline of the defense budget. Pressure and increased criticism from Congress forces the
DOD to consider commercia business practices to improve the value the military will get
out of the appropriated funds. Furthermore, these funds might only be granted in the first
place if the DOD can prove that a request not only is essential to the military strategy of
the U.S., but also makes business sense. As a society, the military is also becoming
increasingly service oriented. Consequently, a growing number of traditionally military
activities are being considered for potential outsourcing.

A report by the United States Government Accountability Office (GAO) on

Sourcing and Acquisition from 2003 concludes that “it isimportant for the Department to

adopt business practices that will enable it to acquire the systems and services to allow it
to operate effectively” (Government Accountability Office, GAO-03-574T 14). The
same report points out that:
Government agencies increasingly are relying on services to accomplish
their missions. The Department of Defense now spends more than half its
contracting dollars acquiring services, about $77 billion in fiscal year
2001, [...]. In addition, the department reports that it has over 400,000
employees performing commercial-type services. Determining whether to

obtain required services using federal employees or through contracts with
the private sector is an important economic and strategic decision.

(Government Accountability Office, GAO-03-574T 2)

This strategic ‘make or buy’ decision is governed by the same principles that
commercia corporations have to evaluate when facing the identical question. There are
severa factors to be considered within the DOD that are not dominated by economic
rules. The DOD needs to take into account all these considerations when making its

choice between acommercial and amilitary provider.

2. Objective and Resear ch Questions
This MBA paper investigates the rationale behind recent outsourcing decisionsin

the United States (U.S.) military. It determinesif the decisions followed valuable general
economic principles and if the decisions were made in accordance with current U.S. laws



and regulations. It further determines if sourcing decisions for the military need to take
additional aspects into account that are not covered by economic or current regulatory
doctrines.

The examination focuses on the following research questions:

" Are there differences between the military and a commercial company

with regard to what influences the sourcing decision?

" Are economic principles applied to the military’ s sourcing decision?
. Are current laws and regulations adequately addressing all considerations

required for the sourcing decision process?

" Are current laws and regulations applied to the military’s sourcing
decision?

3. Scope and Limitations
a. Scope

The project is intended to analyze the factors that influence the sourcing
decisions within the U.S. Department of Defense. It focuses on the applicability of
common economic principles as well as on the regulatory tools currently used to control

the decision making process.

b. Limitations

The paper is limited to the theoretical principles that generaly affect the
evaluation of sourcing aternatives at the time of decision making. It does not intend to
provide explicit solutions to specific problems nor does it judge whether the chosen
examples actually achieved their intended purpose or not. The case examples are
referring to these areas. logistics, support, and services for the U.S. military in recent

contingency operations, particularly the war in Irag.

4, M ethodology
The study is divided into three parts. First, the generic economic principles behind

the sourcing (‘make or buy’) decisions and the laws and regulations governing the
3



process are explored by a literature review. Economic criteria are retrieved from
textbooks and from scientific articles. Regulatory elements are extracted directly from
the appropriate laws, as well as from secondary sources such as implementation guides
and legal comments. Second, the rationale for outsourcing recent contracts, using mainly
the case of Private Military Firms (PMF) in Iraqg, isinvestigated by using government and
civilian publications on the subject, research papers, and especially investigations by the
Government Accountability Office. Third, case information is compared to the earlier
extracted economic and regulatory criteria to determine if those criteria were applicable
and followed. It is aso determined if and what additional aspects, such as special
military or socio-economic factors, might exist that would affect the outcome of a

decision.

5. Organization of Study

The project consists of five chapters. Chapter | provides a short background,
explains the organization of the study, and defines necessary terms. Chapter Il
determines economic factors influencing the outsourcing decision through a review of
business literature. It also examines U.S. government publications and regulations
regarding the sourcing question for federa agencies. Chapter Il describes actual
outsourcing decisions within the U.S. military, focusing mainly on contractors on the
battlefield in recent conflicts in the Balkans and in Iraq. Chapter IV compares the actual
case examples with the economic principles, as well as the government regulations
reviewed in Chapter 1I. Additionally, it introduces and analyzes additional socio-
economic issues, i.e., military, political, and legal, that might have an impact on the
outsourcing process for the U.S. military.  Chapter V contains the conclusion and

recommendations.



C. DEFINITIONS
1 Vertical Integration

Vertical Integration:

“Involving all the consecutive stages in the production of goods”
Microsoft Encarta College Dictionary

a. Description

The process that is required to produce and sell a product or service is
usually referred to as the ‘vertical chain’ or ‘supply chain.’ Besanko, Dranove and
Shanley explain that it “begins with the acquisition of raw materials and ends with the
distribution and sale of finished goods and services’ (109). A firm that wants to market a
certain product or service has to decide whether it is willing and able to perform all the
required activities alone, or if it will work together with other firms to achieve this goal.
Hart lists two principa ways in which a relationship between two firms can be
conducted. The firms could have what he calls an “arms-length” contract, each till
remaining independent. They also could merge into a single firm and carry out
transactions within the fused entity (Hart C69). It will choose the form that it believesis
most beneficial for its future activities. By drawing the limits between performing
activities itself or purchasing from independent entities, the firm defines its “vertical
boundaries’ (Besanko, Dranove and Shanley 109).

A firm that conducts severa consecutive activities within its boundaries is
considered to be verticaly integrated (see Figure 1). According to Porter, the vertical
integration defines the division of activities between a firm and its suppliers, channels,
and buyers (55). Schmalensee and Willig state two categories of afully integrated firm:

1) The entire output of the ‘upstream’ process is employed as part or
all of the quantity of one intermediate input to the downstream process
or

2) The entire quantity of one intermediate input into the
‘downstream’ process is obtained from part or all the output of the
‘upstream’ process. (185)

They call the case in which “most of the output of the upstream processis

employed as most of the input in the downstream process’ ‘partial’ vertical integration
5



(Schmalensee and Willig 185). An important determinant of vertical integration is the
ability of the firm to make all the important decisions regarding their integrated stages.2
Within the vertical chain, the firms are referred to as being upstream or
downstream from each other (see Figure 1). Their relative position is dependent on their
performed activities. Early activities in the production are considered to be upstream,
later activities are consequently downstream.3 These activities are often sequential, but
they can aso be performed in parallel. In the case of alumber mill, the purchase of a
forest where trees can be harvested would be an upstream integration. Taking over a

retail store selling planks, etc. would be an example of a downstream integration.

Figure 1. Vertical Integration
(After: QuickMBA)

Raw Materials Raw Materials

4 1 |

Intermediate | |c Intermediatej
Manufacturing | |2 Manufacturing
:
Assembly ' Assembly =
o i
Q 5]
1 ¥
>
&
Distribution | [& Distribution
End Customer End Customer

2 Compare Schmalensee and Willig: “complete flexibility to make the investment, employment,
production, and distribution decisions’ (186).

3 Besanko, Dranove and Shanley explain the terminology as follows: “Economists say that early steps
in the vertical chain are upstream in the production process, and later steps are downstream, much as
lumber flows from upstream lumber forests to downstream mills.” (110).

6



b. Military Relevance

In a business sense, the military was, and often still is, a very integrated
corporation. Especially in the logistics and services sphere, the military used to own all
steps in the vertical chain. Even more, the military has its ‘ customers,” the users of the
equipment and services also integrated in the same organization. Here the military differs
from a commercia firm.4 Nevertheless, the terminology of the vertical integration is

applicable to both environments.

2. Outsourcing

Outsourcing:

“ Buy labor or parts from a source outside the company or business’
Microsoft Encarta College Dictionary

a. Description

The opposite of vertical integration is, in many aspects, deintegration.
Slywotzky et al. portray outsourcing as one example for deintegration (compare
Slywotzky et a. 100). Outsourcing describes the process in which activities that are
required to accomplish the goal of the firm are no longer conducted within this firm.
Instead they are contracted with an independent ‘source’ Rendon refers to “contracting
out [...] asthe transferring of the performance of a function, previously accomplished in-
house, to an outside provider” (16). Consequently, the term often is referred to as the
‘make or buy decision,” i.e., the question as to whether a required input for a product,
which the firm will sell to a customer, should be made by the firm or purchased. It can
also apply to services that are required by the firm to help in the process of producing
their output.

b. Military Relevance
The military and the government, in general, used to be considered by

many as very inefficient organizations. The idea of ‘reducing’ activities conducted by

4 Although the commercial world has acknowledged to treat consumers of services and products
within the own company as internal customers, there are not too many examples of firms without any
external or “..."rea’ customers (those who buy our products or services).” (Scott 1).

7



federal employees has therefore come up frequently. Shapiro points out that “[t]he
government has increasingly relied on private means to achieve public ends. [...] While
this trend has the potential to improve governmental performance, it also has the potential
to cause government failure.”

The military conducts a range of tasks that are not necessarily ‘military’ in
nature. Some of these include providing and managing housing or food and a wide
variety of other services. The military would give up those endeavors that do not
necessarily require uniformed personnel in an attempt to get literally ‘more bang for the
buck.”  Consequently, it raises the question to determine what exactly the core
competencies of the military are. The Society of American Military Engineers defines
outsourcing as follows:

Operation of a commercia activity for the government by a contractor.
The government retains ownership and control over operations of the
activity through surveillance of the contract. The primary method of

outsourcing activities is through cost comparison procedures designed to
determine the most efficient and cost-effective method of operation.

3. Privatization

Privatize:
“To transfer to private ownership an economic enterprise or public utility that has been

under state ownership”
Microsoft Encarta College Dictionary

a. Description

Privatization constitutes a second example of deintegration (compare
Slywotzky et a. 100). It aways refers to government owned activities. The government
gives up al interest and involvement in the concerned activity. 1t might not even require
the products or services any longer. This distinguishes it from outsourcing, where only
the provider of the activity changes. Privatization can be controversial, especialy when
control of services essentia for the public is handed over to a private business. The
Office of Management and Budget (OMB) defines privatization as “[t]he process of
changing a public entity or enterprise to private control or ownership.” But it “[d]oes not

include determination of whether a support service should be obtained through public or
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private resources, when the government retains full responsibility and control over the
services’ (Executive Office of the President, A-76 Supplemental Handbook 37).

b. Military Relevance
The DOD is normally retaining some level of control over the activities it
decides not to perform in-house. According to the definition, it is ‘outsourcing’ rather

than ‘privatizing’. This paper will concentrate on outsourced capabilities.

4. Further Definitions

a. Value Chain
In contrast to the vertical chain, as defined earlier, the value chain always
refers to the activities within a firm. Vertical integration consists of the parts of the
supply chain that are within the value chain. Michael Porter defines it in his book

Competitive Advantage, as follows:

Competitive Advantage cannot be understood by looking at a firm as a
whole. It stems from the many discrete activities a firm performs in
designing, marketing, delivering, and supporting its product. ...

The value chain disaggregates a firm into its strategically relevant
activities in order to understand behavior of costs and the existing and
potential sources of differentiation. A firm gains competitive advantage
by performing these strategically important activities more cheaply or
better than its competitors.

(Porter 33, 34)

b. I nherently Governmental Activities
‘Inherently Governmental’ is an important definition for government
activities, as activities so classified are excluded from the competitive sourcing process.

The exact understanding of it is, however, open to some interpretation. Policy L etter 92-

1 definesit thisway:

As a matter of policy, an ‘inherently governmental function’ is a function
that is so intimately related to the public interest as to mandate
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performance by Government employees. These functions include those
activities that require either the exercise of discretion in applying
Government authority or the making of value judgments in making
decisions for the Government. Governmental functions normally fall into
two categories: (1) the act of governing, i.e., the discretionary exercise of
Government authority, and (2) monetary transactions and entitlements.

An inherently governmental function involves, among other things, the

interpretation and execution of the laws of the United States so asto:

@ bind the United States to take or not to take some action by
contract, policy, regulation, authorization, order, or otherwise;

(b) determine, protect, and advance its economic, political, territorial,
property, or other interests by military or diplomatic action, civil or
criminal judicial proceedings, contract management, or otherwise;

(© significantly affect the life, liberty, or property of private persons;

(d) commission, appoint, direct, or control officers of employees of the
United States; or

(e exert ultimate control over the acquisition, use, or disposition of
the property, real or personal, tangible or intangible, of the United States,
including the collection, control, or disbursement of appropriated and
other Federal funds.

Inherently governmental functions do not normally include gathering
information for or providing advice, opinions, recommendations, or ideas
to Government officials. They aso do not include functions that are
primarily ministerial and internal in nature, such as building security; mail
operations; operation of cafeterias, housekeeping; facilities operations and
maintenance, warehouse operations, motor vehicle fleet management and
operations, or other routine electrical or mechanical services.

The detailed list of examples of commercial activities found as an
attachment to Office of Management and Budget (OMB) Cir. No. A-76 is
an authoritative, nonexclusive list of functions that are not inherently
governmental functions. These functions therefore may be contracted.
(Office of Federal Procurement Policy, Policy Letter 92-1)
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See Appendix | for alist of ‘inherently governmental functions' according
to the Policy L etter 92-1.

C. Commercial Activity
Inherently governmental activities must be performed by a government

agency. Commercia activities, on the other side, are described by the Circular A-76 as:

[a] recurring service that could be performed by the private sector. This
recurring service is an agency requirement that is funded and controlled
through a contract, fee-for-service agreement, or performance by
government personnel. Commercial activities may be found within, or
throughout, organizations that perform inherently governmental activities
or classified work.

(Executive Office of the President, A-76)

d. Strategy
Strategy can be broadly defined as “[a] plan that isintended to achieve a

particular purpose’ (Oxford Advanced L earner’s Dictionary).

e Strategic Sourcing
Ball’s approach in defining strategic sourcing is focused on the intended
outcome of the sourcing decision:

[S]trategic sourcing is knowing what kind of relationship to develop based
on market knowledge, the commodity, and the long-term business
objectives. It is a sourcing process whereby organizations choose suppliers
in a deliberate, calculated fashion. Selection decisions are determined
based on factors such as a supplier’s new product development capabilities
and capacity to share information electronically, or the ability for a
supplier’s component to differentiate the final product. With strategic
sourcing, organizations analyze and decide on suppliers based on the
strategic impact of potential suppliers and commodities on the
organization or supply chain, instead of simply awarding supply contracts
to suppliers with a narrow focus on lowest bid.

(Ball)
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The U.S. Navy also includes in their explanation the potential managerial

or administrative results, by calling it an:

[alpproach to reducing the total cost of providing infrastructure by
conducting a comprehensive review of abusiness unit or units considering
a wide range of options including consolidation, restructuring,
privatization, make or buy decisions, adopting better management
practices, development of joint venture with the private sector, asset sale,
and the termination of obsolete services or programs.

(Navy Strategic Sourcing)

f. Competitive Sourcing
The Office of Management and Budget’'s understanding of competitive

sourcing concentrates on the process, deciding which activity will source a product or

service:

Competitive sourcing is the process by which the federal government
determines whether functions described as "commercial in nature” are best
provided by the private sector, by government personnel, or by another
agency through a fee-for-service agreement. The Office of Management
and Budget (OMB) Circular A-76 sets the policies and procedures that
executive agencies must use to identify commercial-type activities and
perform commercial activity competitions.

(A-76 FAQ)

0. Core Competency
Prahalad and Hamel described their understanding of ‘ Core Competency’

in an article in the Harvard Business Review in May 1990 (Prahalad and Hamel). In this

article, they declare that a company’s competitiveness is a result of its core competencies

and its core products. According to them, “[c]ore competencies are the collective

learning in the organization, especially how to coordinate diverse production skills and

integrate multiple streams of technologies.” They especially emphasize the cooperation

across organizational boundaries and stress that building core competencies is more

ambitious and different from vertical integration. Another major contributor to core
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competencies is the people-embodied skills and their allocation. Core competencies are,
in Prahalad and Hamel’ s opinion, a company’s critical resource and should be the focus
for its strategy at corporate level (Prahalad and Hamel).

h. Agency Efficiency
Agency efficiency will be described in more detail later in the paper. This
isthe definition by Besanko, Dranove, and Shanley;
Agency efficiency refers to the extent to which the exchange of goods and
services in the vertica chain has been organized to minimize the
coordination, agency, and transaction costs. [...] If the exchange does not

minimize these costs, then the firm has not achieved full agency
efficiency.

(170)

i Technical Efficiency

[T]echnical efficiency indicates whether the firm is using the least-cost
production process. For example, if efficient production of a particular
good required specialized engineering skills, but the firm did not invest
enough to develop those skills, then the firm has not achieved full
technical efficiency.

(Besanko, Dranove, and Shanley 170)
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II.  THE PRINCIPLES OF SOURCING

“Call athingimmoral or ugly ... a peril to the peace of theworld or to the well-
being of future generations. aslong asyou have not shown it to be ‘uneconomic’ you
have not really questioned itsright to exist, grow and prosper.”

E. F. Schumacher (1911 - 1977) American Author®

A. INTRODUCTION

Vertical integration was regarded for a long time by the business world as a very
powerful tool that could be used to solve the problems of a corporation. Then, between
the end of the ‘60s and mid-70s, ‘value chain specialists entered the market as new
competitors (Slywotzky et al. 99). Consequently, “[c]ompanies began to realize that they
could become highly competent in three or four steps of the value chain, but not in
twenty. Companies that would try to do too many things would do most of them poorly”
(Slywotzky et al. 99). Thus, outsourcing was looked at as the better trend to follow.

For the DOD, the sourcing question is dominated by two considerations. The first
is the economic principles that are valid for any market. Current literature presents many
guestions, arguments, and considerations that are advanced to determine the degree of
outsourcing, respectively, vertical integration. The second is the laws, rules and
regulations that directly concern the federal government and the military. Those have to
be followed by the DOD and are often independent from the economic considerations.

The following chapter examines the cost of the outsourcing decision, grouping the
principles into categories and separating the questionable ones from the valuable ones.
Furthermore, it will review government publications that govern and regulate sourcing

guestions.

B. ECONOMIC ARGUMENTS CONCERNING THE SOURCING
QUESTION

1. The Direct and Indirect Cost of I n-house Activities
Whatever the expected benefits are that a company will receive from the decision
to outsource an activity, the decision always comes with certain associated costs or

5 As quoted in the Concise Columbia Dictionary of Quotations (185).
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savings. The calculations might also look different, depending on the fact of whether a
business makes the decision for an existing activity, or if it needs to acquire an atogether
new capability. But before being able to compare costs with benefits, the company must

realize in what form these costs can occur.

a. Direct Cost

Some costs can simply be expressed in the form of the dollar amount spent
if the activity is not outsourced. Sometimes substantial investments are required to
develop or improve a capability within a company. Adam Smith implies the requirement
of “up-front investments of time and/or money to develop specia skills’ (Besanko,
Dranove, and Shanley 119). These investments often involve ‘fixed capital,” according
to the authors, which remains the same, even if demand decreases after the investment
has been made (119). High direct costs, therefore, make outsourcing more favorable. In
contrast, Buzzell points to the high capital requirements of integrating new operations
into a firm (94). Outsourcing transfers some of these costs and risks to the company to
which the activity is contracted. This increased risk is very likely to be reflected in a
higher price which the contractor will charge for its services or products.

b. Opportunity Cost

If the decision to outsource concerns an already existing capability, the
firm has to recognize opportunity costs (i.e., the value of a foregone opportunity). The
opportunity cost of keeping the activity in-house is the value of selling the assets. If it
decides to outsource, the firm has the choice to sell or not to sell the assets associated
with an existing activity. Any cost that originally was incurred by developing or
maintaining a capability in-house that can not be sold for profit, should be considered
‘sunk cost’ and is therefore not relevant. In any case, the firm should only include future
costs or savings in their analysis. Unless relationship-specific benefits exist which are

not available to other potential buyers, benefits should offset costs.
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C. Flexibility

Substantial investments by a firm that is or remains vertically integrated
can have a significant impact on that firm’s future flexibility. The integration reflects the
firm’'s commitment to conduct its business in a certain way (Buzzell 94). This could
leave the company without enough flexibility to adapt to changes in the market without
additional high costs. Market transactions might be more responsive as the firm can pick
the provider that is most likely to deliver according to the new requirements. Grant
argues, on the other hand, that “where system-wide flexibility is required, a vertically
integrated set of activities may offer a more effective means of achieving simultaneous
adjustment at every level” (323, 324). When considering future flexibility, the firm that
faces the outsourcing decision also needs to evaluate the level of bureaucracy that the

chosen solution will face.

d. Transaction Cost

Any legally binding contract includes a promise (e.g., to provide a good or
service) and consideration for that promise, usualy in the form of payments to the
contractor. Additionally to these obvious expenditures, other costs arise. Brickley,
Smith, and Zimmermann agree with Ronald Coase who argued that market transactions
are not costless (521). Examples of these ‘transaction costs’ are the search for a supplier,
negotiating a price, opportunity cost of time, legal fees and so forth (Baye 205). Other
transaction costs can result from different information between buyer and seller, unclear
property rights, improperly enforced contracts and concerns of being taken advantage of
(Coughlan).

If a company has not outsourced an activity, the internal transaction costs
may be less obvious. But even within one company, the actions to set up and coordinate
the transfer of a product or services from one business unit to another are not without
cost. Besanko, Dranove, and Shanley include the adverse consequences of opportunistic
behavior in transaction costs (134). The authors argue that the impact of these costs must
be evaluated against influence costs, which essentially include all costs that are incurred

within a company when organizing transactions internally, including the costs of bad
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decisions (125). Examples of such influence costs are: alocation of resources to one
division results in fewer resources for other divisions;, lobbying time by division
managers to influence central management towards a certain decision; costs resulting
from bad decisions. Besanko, Dranove, and Shanley also predict that, compared to a
larger integrated entity, a smaller independent firm might be more likely to avoid
influence cost (125).

e Control

For many companies, long term customer relations, brand name
recognition, and a positive reputation are important factors in keeping up demand. These
firms are willing to invest significant amounts to maintain these factors; for example,
through advertising and quality/process controls. If some of the activities are outsourced,
the firm loses part of the control over such factors. Brickley, Smith, and Zimmermann
point out that hiring less skilled labor might help to cut costs for the retailer but also
incurs costs in the form of less customer satisfaction. These costs are only in part born by
theretailer. Aslong as heisalso selling products from other firms, and especialy if heis
not depending on returning customers, the retailer has no great incentive to invest as
much into the reputation of one product or service. This is caled the ‘free-rider
problem.” The cost to the business that outsources lies in the reduced demand due to lost
customers. If the firm is vertically integrated, the potentially damaging activities are
within their control and probably without competing products. The incentive to maintain
the reputation of the firm is therefore significantly higher, as the success of the activity
depends on this reputation more than if outsourced.

Risk is associated with vertical integration and outsourcing. If the firm
decides not to outsource, difficulties that arise at the integrated stage could impact
performance and profitability of other stages (Coughlan).

2. Questionable Economic Motivesfor Outsourcing
Some arguments used to justify either of the decisions, outsourcing or integrating,

are not always valid if just considered on their own. Some of the reasons might be an
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incentive to start thinking about outsourcing or an indicator in which direction the ‘trend’
isgoing. If, for example, many other firms in the same business sector are outsourcing, a
company might find it worthwhile to investigate this choice. But it should only actually
do so if the concrete business analysis proves outsourcing to be the better choice, not
because it has become the business norm. The firm should not go that way simply
because ‘everyone elseisdoing it’ (even if it could be the right choice for everyone else).

a. Economy of Scale

Besanko, Dranove, and Shanley claim that a company with a large market
share would gain more if it does not outsource (173). They argue “[t]his is because the
more the firm produces, the more its demand for the input grows and the more likely it
becomes that in-house input production can take as much advantage of economy of scales
and scope as an outside market specialist” (173). The capability to perform an activity on
an efficient scale is only a prerequisite for vertical integration, not its justification. In
terms of economy of scale, it seems to be more important that capacity and requirements
are in balance, rather than that a business be able to perform on alarger scale. If thein-
house capacity is not in balance with the other stages, the firm faces excess supply or
demand. If it cannot buy or sell the extra capacity for a good price on the market, it is
wasting money by integrating. If the firm isable to buy or sell the extrafor a good price,
it shows that the market for this product works well. In that case, the firm has to answer
the question why it believes it is better off by integrating this activity instead of using the
market. It also has to consider that it might be buying shortage from or selling excess to

its own competition and whether thisis practical or advisable.6

b. Lower Input Costs
Another argument often quoted is that outsourcing results in a higher price

for inputs than if the stage that produces the input were vertically integrated into the firm.

6 This assumes that any products a firm requires as input for its activity or produces as output by this
activity are similar/the same as the products its competition would use. A lumber company that produces
excess woaod in its forests would most likely be selling that wood to other lumber companies, i.e. to its
competition.
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The idea behind this line of reasoning is that, when integrated, the firm could acquire the
input ‘at cost,” i.e., without the profit that would be pocketed by an independent supplier.
If the stage is integrated, the cost of producing the input is most likely to remain the same
as before. If the firm does not charge the profit to its internal business elements, it
forfeits a profit at an upstream level (that it could make if it would sell the input to a
different company) for the profit it makes downstream (by selling the product that
includes the input). Additionally, the firm is stuck with the upstream stage supplier if
input costs fall. If the costs decrease enough, the business case that led to the decision

not to outsource may no longer be valid.”

C. Assurance of Supplies

Similar to the reasoning above, what is often mentioned in business
literature is assurance of supplies. It is under rare circumstances that vertical integration
can provide inputs that are otherwise unavailable to the firm, potentially even at better
cost. This could only be the case if the resources are extremely scarce or come from a
sole supplier who, for one reason or another, does not want to sell to a firm or charges it

higher prices than its competitors.8

d. Lack of Internal Capabilities

One opinion states that a firm should outsource a capability that it does not
possess, or that the market can perform better. Grant, for example, alleges that “the lack
of specidization inhibits the development of individual capabilities” (323). The
boundaries of the firm or the business could also change. One such example is the
emergence of the requirement that nearly every firm, no matter what business it is in,
employs some sort of information technology (IT) support. Thisis anew capability that
the firm needs to possess and it has to decide where to get it from. But, again, the
primary guestion here should be why the business does not have the ability to perform the

activity on the required level (in terms of effectiveness and efficiency). Determining

7 Compare Besanko, Dranove, and Shanley for a case example (114).
8 Compare Buzzell’s example from the petroleum industry (93).
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those reasons will help to decide whether the firm should be developing the ability in-
house, or soliciting it in the market place.

e I ncreased Profitability

Finally, even the simple argument of increased profitability can be
problematic. If, under current conditions, one option appears to be more profitable, the
firm needs to find out why that is the case. While more profit is surely desirable by the
firm, the firm might be able to find an even more lucrative solution by adapting its
operations. As nothing is one hundred percent predictable, the risks of the decision also
must be included in the calculation, as well as the long term impact under variable

circumstances.

3. Valuable Economic Motivesfor Outsourcing

There is a variety of valuable and helpful indicators by which a firm can
determine whether it might be advantageous to outsource or if it should stay with an in-
house capability:

a. Market Conditions
Competition promotes market efficiency and thus lower prices® As a
consequence, a firm that wants to outsource an activity to a competitive market is more

likely to save costs than if the market is not competitive.

9 Compare with Brickley, Smith and Zimmermann (519).
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Also, a declining or consolidating market could lead to independent
suppliers leaving the market, as they do not expect to make sufficient profits any longer.
The resulting consolidated market conditions no longer necessarily provide the lower
prices discussed above, and may make integration more attractive. A firm facing those
changing circumstances needs to evaluate why the market is declining. Only then can the
firm determine if it should integrate or outsource. As one can assume that companies
don’'t leave a market for baseless reasons, the firm also must decide if the same reasons
could affect its own activity in the future. Obvioudly, if market conditions change so
unfavorably for the input, the firm should consider leaving this market atogether. With
regard to the military, the case could be more difficult. Often depending on old
technology or services rarely used by anyone else, the military cannot afford to just leave
a market if conditions become unprofitable. They might need to vertically integrate (or
not outsource in the beginning) if they are depending on the input and no one else is
willing to provideit.

b. Market and Bargaining Power

If a firm considers outsourcing an activity, it needs to consider the
leverage of the companies in that stage and the influence its own decision will have on
the current state. The decisive factor is the relative market power, rather than the
absolute, between the actors. While a company might be a very dominant player in the
market, its leverage compared to another powerful firm might only be minimal.

If the market or bargaining power of the buyer is higher than the suppliers,
it will have positive effects on the cost for the firm. In that case, the downstream firm
might be better off outsourcing the activity.

If a dominant firm is currently not present in a stage, it could increase its
bargaining power by threatening to enter it. The firms presently operating in that stage
might consider it more beneficial to remain in the present customer/supplier relationship.
As aresult, they might offer better conditions for future contracts in order to prevent the
firm from integrating into ‘their’ stage. Obviously the intent must be sincere, or at least
the threat must be perceived by the other firms to be genuine.
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On the other side, a dominated business might find it attractive to enter
the dominating industry in an attempt to reduce the leverage of that stage (Stuckey and
White 75). Saloner, Shepard, and Podolny claim that vertical integration could mitigate
the power of other segments (254). But the cost of the required investments to achieve a
shift in the balance of power might be prohibitive. Moreover, the outcome is only a
prediction, which also has to predict the reaction of the incumbent companies to the new
entry into their market.

The firm, as well, needs to avoid giving extra leverage to other
companies with which it is negotiating. It might lose a considerable amount of
bargaining power when not having a consolidated strategy for all components of an
outsourcing contract. A firm that just bought some equipment from a manufacturer has
less bargaining power for a maintenance contract (as it obviously needs that contract to
service the machine it already purchased). McGahan points out that the timing of
negotiations can affect the potential hold-up costs and the risks of specific investments

9).

C. Source Dependencies

If afirm is vertically integrated, it can be assumed that it will satisfy its
need for inputs mostly from internal business elements. Especialy, if significant
investments were made into the integrated element, it is not desirable to additionally use
sources outside the company. Grant argues that this constitutes a compounding risk, as
problems at one stage can threaten production and profitability at the other stages (324).
It will leave the firm either without suppliers or buyers, or it makes it necessary to use
independent contractors at, very likely, high prices. Outsourcing can mitigate that risk,
but only if there is a competitive market or at least multiple sources available. If thereis
only one company to outsource to, the situation is not much different from one interna

source.

d. Competition with the Firm’s Own Suppliers or Buyers
The degree of vertical integration of a firm can determine how it is being

viewed by other companies with regard to competition. While a firm might be looked at
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favorably by its suppliers or buyers, this perception can change. If the firm vertically
integrates into other stages, those companies can regard the firm now as a competitor.
Consequently, it might make “independent suppliers and customers less willing to do
business with the vertically integrated company” (Grant 323). The new conditions might
have a significant influence on the outcome of the analysis of the benefits of outsourcing

versus in-house capability.

e Relationship-Specific I nvestments

To fulfill a contract between two firms, one or both might be required to
make investments. These investments can be the procurement of new assets, transfer to a
certain location (collocation), or hiring of personnel. If the investment has no aternative
use other then the current buyer/seller relationship, they are regarded as relationship-
specific.

When production of inputs involves investment into relationship-specific
assets, outsourcing might be the less attractive alternative (Besanko, Dranove, and
Shanley 174). There is the question of control. If the assets are owned by another party,
the firm may get to use the products, but it cannot execute the ultimate authority over the
assets and their use.19 As contracts are generally not regarded to be complete (i.e., do not
specify the appropriate reaction for every single possible situation), they do not provide
the same security as ownership. Moreover, the contractor might be afraid not to recoup
his investment into a relationship-specific asset. He, therefore, could charge a high price
(to ensure a recoupment under the current contract or the follow-on) for his output.11
Additionally, a contractor might leave the market if the relationship-specific investment
becomes too large.

The firm can evade these dependencies by not outsourcing tasks that
require large specific investments. Alternatively, it can provide incentives for the
supplier to make the investment. These incentives could include sharing of long term

plans in order to allow the supplier to plan more effectively for changes. The firm could

10 Compare the example of PepsiCo bottlers by Besanko, Dranove, and Shanley (177 — 178).
11 Compare with Vining and Globerman (11 — 12).
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share benefits from changes with the supplier (who partly made them possible through
his investments into his relationship-specific assets). Also, the firm could negotiate long
term contracts to assure the supplier of their long term commitment.12

In case of outsourcing, the value chain will only remain stable, despite the
requirements for investments, if both partners are better off remaining in a business
relationship.

f. Coordination and Management within the Stages of the Value
Chain

As mentioned earlier, relative market power is more important than
absolute. This requires a synchronized flow of production throughout the whole chain.
For obvious reasons, an integrated firm can more easily achieve this (Besanko, Dranove,
and Shanley 127). Decisions that directly depend on or impact other decisions in the
chain are easier to coordinate within one firm. Business elements of one firm are aso
lesslikely to have to pay attention to interests of other customers.

A counter argument is that some businesses might be so specialized that
they do not have the expertise to manage other stages in their value chain. Grant gives
the example that FedEx could theoretically produce its own trucks, but that the
management systems and organizational requirements between the two segments are too
different (besides the obvious questions regarding economy of scale and low transaction
cost in purchasing trucks) (322). Consequently, the firm might be better of outsourcing
an activity instead of acquiring the management capabilities. The less able a firm is to
achieve thisinternal integration (agency efficiency), the more it is better off outsourcing
the activity (Besanko, Dranove, and Shanley 170). If the firm indeed wants to outsource
these activities, it must make sure that the contracts reflect their need for integration.
According to Besanko, Dranove, and Shanley, incentives and penalties can help to avoid

bottlenecks caused by contractors. If a business element has a cyclic demand and/or

12 Compare with Brickley, Smith and Zimmerman (533).
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supply, outsourcing can be an advantage as the firm does not need to manage an
integrated capacity at the low periods of the cycle. It aso can outsource only the excess

capacity at peak times.13

0. Taxes and Regulations

Government taxes and other regulations are also a form of transaction
costs. Brickley, Smith and Zimmermann argue that profits can be shifted from one
business element to a low-tax activity by charging higher transfer prices (526). Thereby
total taxes might be reduced. The same might work for profits within a regulated
activity. Outsourcing might subject a firm to some of these taxes and regulations it was
avoiding when it was integrated.

On the other side, outsourcing could help a firm to evade regulations that
prevent it from directly being active in a business element. For example, a firm could
outsource to a local company in a foreign country if laws there prevent the activity of

businesses from outside the country.

h. Information and Property Rights

Firms might want to keep certain knowledge regarding their business
private. Thiswould normally be anything that gives this firm an advantage in the market
(Besanko, Dranove, and Shanley 132). Unless this information is protected, e.g., by a
patent, other firms might be able to use it to capture value from that firm. It would be, for
example, significantly cheaper for a pharmaceutical company to copy a competitor’s
formula for a drug and it could, as a result, sell the product cheaper. The company that
originally developed the formula could not be profitable at the same price, as it needs to
recoup its research costs.

Outsourcing could require the provision of some private data to the

contractor.14 There are severa potentia negative impacts of this practice. The

13 Compare business school example given by Besanko, Dranove, and Shanley (129 - 132).

14 There is a possibility that a company can capture value from the DOD, e.g. by gaining information
about the highest price the government is willing to pay for a product and using that information in their
proposal.
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proprietary data could be used by the contracted company to improve its own capabilities
(reducing its own research investments) and become a competition to the outsourcing
firm. The contractor could also sell the information to a competitor of the outsourcing
firm, or other interested parties. Additionally, other parties could gain access to the data
through the contractor by accident or neglect. Consequently, the firm needs to make sure
that others cannot gain access to important information.15 If this cannot be guaranteed,
the firm might be better off integrating that capability.

C. GOVERNMENT REGULATIONS CONCERNING THE SOURCING
QUESTION

Congress has passed severa laws that sanctioned the use of commercial services
and products. “The longstanding policy of the federal government has been to rely on the
private sector for needed commercial services’ (Executive Office of the President, A-76
1). A variety of documents have been published providing government regulations and
policies regarding how federal agencies are to implement this policy. Among them are
the Federal Acquisition Streamlining Act (FASA, 1994), the Federal Acquisition Reform
Act (FARA, 1996), the Information Technology Management Reform Act (ITMRA,
1996), and the Federal Activities Inventory Act (FAIR, 1998). The two most important
regulations are paragraph 2461 of U.S. Title 10, which provides the basic rational behind

competing the sourcing of an activity, and Circular A-76, which provides detailed
instructions on the process.16 For the DOD, all branches of the military have published
regulations, providing implementation for the respective service as well as generd

guidance and experiences with the process.

15 For obvious reasons, the DOD has not only to be afraid of proliferation of commercial data but also
of information relevant to national security. Information systems of defense contractors, containing
government and their own sensitive data, can be more vulnerable to attack than those of government
agencies. Compare with O’ Hara Defense Contractors May Be Chink in Cyber Security.

16 The A-76 circular represents an implementation of the FAIR act of 1998. As the circular contains
the same requirements as the FAIR act, but is more detailed, it is used in this paper as areference.
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1. Circular A-76 *Performance of Commercial Activities

This circular by the Office of Management and Budget (OMB) is valid for all
government agencies, including the military departments as defined in U.S. Code 5,
paragraph 102 (i.e.,: Department of the Navy, Department of the Army, Department of
the Air Force), except as otherwise provided by law. It requires all agencies to identify
‘commercial activities within their organizations, and then subjects the performance of
these activities to the forces of competition to ensure that the American people receive
maximum value for their tax dollars (1). A-76 then describes how federal agencies are to
achieve this goal.

It is determined in the source selection process which factors need to be included
and how much weight is given to each of the criteria. Socio-economic factors are only
considered when required by law. It is left to the Source Selection Authority (SSA) to
think of all potential impacts that their decision will have.

While some of the instructions are very detailed, only current or future costs of
the performance of the contract to be awarded are considered. There are no provisions to
include, for example, the cost of previous training of government personnel or the
concept of opportunity cost. It is hard to predict exactly the cost that will occur if an
incumbent agency is not selected, especialy since civilian government employees are not
easily fired or transferred. The agency must either find new jobs for them or provide
incentives for them, such as voluntary separation payments.

No factor seems to be included to determine the effect on employees or agencies
that were only supporting an activity part-time and that might be left without a sufficient
workload if that activity is outsourced. Overhead costs are part of the calculation,
however, only with a standard factor. The exact impact of an activity on the overhead for
the affected government agency is not determined.l’” The economy of scale for the
government activities is also no consideration in the decision process. Figure 2 provides

an overview of the process as described by the GAO.

171t cannot automatically be assumed that the overhead is reduced by the exact percentage of work
that will be outsourced. In the worst case, the overhead might remain the same, thereby just increasing the
proportion of overhead for the remaining government agencies.
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All competitive sourcing must be reported quarterly. Also, the agencies are
required to monitor the performance of the contract. Past performance can be afactor in
future selection. The contract can be extended through options, but only to the maximum
performance period as stated in the solicitation (Executive Office of the President, A-76
B-19). At the end of the last performance period a new competition must be conducted.
A-76 also has no explicit requirements to document the farther reaching impacts, beyond
execution of the contract, of the sourcing decision.

The following are the main criteria that A-76 requires to consider when deciding

how to source an activity.

Figure 2. The A-76 Process
(After: Government Accountability Office, GAO Report GAO/NSIAD-99-44)
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a. Only Commercial Activities Can Be Outsourced

To decide the sourcing question, the circular first of al distinguishes
between inherently governmental activities, which cannot be outsourced, and commercial
activities which should be competitively sourced. In order to determine into which
category a government function falls, A-76 requires each agency to annually submit the

following information:

€)) an inventory of commercial activities performed by government
personnel;

(b) an inventory of inherently governmental activities performed by
government personnel; and

(© an inventory summary report. (A-76 A-1)

For al billets that are defined as inherently governmental, this
classification must be justified in writing, using the principles outlined in Policy L etter
92-1 (see Chapter | 4. b. — Definitions) and additional provisions in A-76. If the
classification of hillets is not challenged, the functions will be executed by government

personnel.

b. Activities that Could be Outsourced Must be Competed

In order to award an activity, the work to be performed needs to be
competed fairly. A-76 and other government conventions such as the Federal
Acquisition Regulation (FAR), regulate in detail how the competition needs to be

conducted to be fair. The competition is open to all qualified bidders, including the
incumbent government activity or other government organizations. This stands in
opposition to one of the assumptions stated by Grasso’'s CRS report on A-76 policies.
She presumes “[t]he federal government should not compete against its citizens’ (CRS-
3). A relatively wide variety of regulations allow exceptions to this rule regulation, i.e.,

sole source contracts.
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This requirement reflects economic motives as described under ‘Market
Conditions’ and ‘ Source Dependencies.’ It also touches on the problems of relationship
specific investments. To achieve the desired effect, it also assumes that more than one

source is available to perform the activity.

C. Provider Performance Must Be Technically Acceptable

A-76 requires that the source selection authority evaluate the technical
acceptability of any offer (B-13). Only offers promising to fulfill the requirements, as
stated by the government, can be considered for outsourcing. Trade-offsin capabilitiesis

possible and need to be evaluated by the SSA (B-15).

d. The Lowest Cost Provider Must Be Selected

The government prepares a Performance Work Statement (PWS) which
describes the tasks and requirements, focusing on results or outputs (Executive Office of
the President, A-76 Definitions). The government then defines the ‘Most Efficient
Organization” (MEO), i.e, the optimum government organization to perform the
activities of the PWS. Consequently, an In-House Cost Estimate (IHCE) is developed to
reflect the cost that would be incurred by the MEO.

A contracting officer (KO) will conduct a solicitation process to obtain
offers by civilian companies to perform the activities, based on the PWS. A-76 details
which costs need to be included and by which factor they are weighted. This alows
comparing the costs of the different competitors (see Appendix |11 for an excerpt from A-
76 with the appropriate table). After evaluating the offers, the KO will chair a board that
will select the ‘best value' or the ‘lowest price technically acceptable’ offer.18

Finaly, the IHCE will be adapted so it reflects the cost that the MEO
would incur if it would deliver the same performance as the ‘best value' contractor. In
comparing the two providers, the ‘lower cost’ offerer needs to be chosen. “The

procurement of supplies and/or services from the private sector must be based upon a cost

18 According to FAR 15.101, the ‘best value' offer is chosen when not the relative importance of the
price, but other factors, is dominant for the decision (e.g., technical performance).
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that is lower than the cost at which in-house personnel can provide the same supplies
and/or services” (Army Publications Directorate, Army Regulation 5-20 Para. 1.5).

2. U.S. CODE Title 10

This US law has provisions regarding sourcing decisions, especialy within the
DOD. In paragraph 2461, it prohibits the outsourcing of a government activity to a
private company before the DOD has issued a report that analyzes the effects of the
outsourcing. It even mandates areport on the cost of the analysis (2461 (b)).

The depth of the analysis required goes beyond the A-76 circular. It does aso
include economic and military implications. The formulations of these requirements are
extremely broad without further details or guidance as to what should be included.
Additionally, it is only mandatory to conduct the analysis. There ae no
recommendations about if and how the findings should be considered in the actual
decision process. This might be a reason why some are not part of the A-76
requirements.

Besides the cost comparison between government and private performance of an
activity, asin A-76, the following information is required:

a. Estimate ‘ All Other Costs and Expenditures’ of Outsourcing

The provision requires providing an estimate of “al other cost and
expenditures that the Government would incur” because a contract to a private company
is awarded (2461 (b)). There is not much further detail about what these considerations
should include. While this statement allows the decision makers to include everything
they consider important, it is also a very broad claim that does not give good guidance to
anyone involved. With regard to the economic principles, this requirement reflects many
of the principles mentioned earlier, especially the need to include all transaction costs and

other direct and opportunity costs.

b. Examine the Potential Economic Effects of Outsourcing
Besides actual costs, the analysis also has to consider the potential

economic effects that an activity being performed by the private sector has on DOD
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employees, and the government and the local community (if currently more than 50
federal employees perform that function) (2461 (b)). This is, again, a very broad
formulation that requires economic expertise and thinking of the decision makers without
determining any boundaries for the considerations. The requirement goes beyond
considering the costs described in the previous paragraph and other factors restricted to
the directly affected activity. It needs to take into account the impact on other agencies
within the government, the defense industry and market conditions in genera and

competition with buyers/suppliersin particular.

C. Examine the Potential Effects of Outsourcing on the Military

Mission
In deciding the sourcing of an activity, the impact on any military mission
which is associated with the activity has to be determined (2461 (b)). Thisis actualy the
only criterion that introduces military operational aspects (as opposed to technical or
financial) in the decision process. It also considers the military side of economic factors

such as control, information and proprietary rights, and control and management.

D. CONCLUSION

The criteria extracted in this literature review can be a tool to analyze and
evaluate the decision making process in regard to the sourcing question within the DOD.
The economic criteria form the basis to help the DOD determine if an outsourcing
decision would make sense in a business environment. The laws and regulations provide
the standards each decision maker must adhere to and must be reflected in the outcome of
the decision. Some of the criterion are very detailed and are practicaly a ‘how to’ list.
Others are very vague and leave much room for interpretation by the deciding authorities.

The following lists are an extract of the arguments discussed in the chapter. In the
next chapters, these principles are applied to current examples of outsourcing in the
military. Thus, the validity of the choice to have an activity performed by a private
contractor can be assessed.
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Valuable Economic Criteria for Outsourcing

Market Conditions

Market and Bargaining Power Estimate

Source Dependencies

Competition with the Firm’'s Own Suppliers or Buyers
Relationship-specific Investments

Coordination and Management Within the Stages of the Vaue Chain
Taxes and Regulations

Information and Property Rights

Regulatory Criteriafor Outsourcing

Only ‘Commercia Activities Can Be Outsourced

Activities That Could Be Outsourced Must Be Competed
Provider Performance Must Be Technically Acceptable

The Lowest Cost Provider Must be Selected

Estimate * All Other Costs And Expenditures’ of Outsourcing
Examine the Potential Economic Effects of Outsourcing

Examine the Potential Effects of Outsourcing on the Military Mission



1. CONTRACTORSON THE BATTLEFIELD

“In all countries engaged in war, experience has sooner or later pointed out
that contractswith private men of substance and under standing ar e necessary
for the subsistence, covering, clothing, and moving of any Army.”
Robert Morris, Superintendent of Finance, 178119

“Necessity never made a good bargain”
Benjamin Franklin, (1706 — 1790) American statesman, writer20

A. INTRODUCTION

In order to conclude how adequate the government regulations for the sourcing
guestion are, and to determine to what extent they are followed within the DOD, it is
appropriate to have a closer look at some recent outsourcing decisions. One of the most
controversial areas of outsourcing within the U.S. military is the replacement of military
(and civilian government) personnel on the battlefield by contractor employees. Civilian
contractors are providing services which place them directly in a co