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Procurement: the transaction costs perspective in a
globalising world

1. Introduction

The split up of the supply chain in more and magis a prominent feature of the
ongoing globalisation in the world. In fact this@imentation of production is a
consequence of the process of specialisation, wkiahmajor source of productivity
growth and economic welfare. In his famous exaropke pin factory, Adam Smith
already noted the importance of specialisationdinidion of tasks for productivity.
However, on the one hand the economics of scateiased with specialisation reduces
production costs, on the other hand, productiorgsses and activities should be
coordinated so that the need for coordination esee. The result is an increase in all
kinds of transaction costs, associated with theuarforms of coordination. The better
the coordination processes are organised, the Ithese transaction costs are.
Therefore, a decrease in transaction costs enataes specification and will result in a
further split-up of the supply chain, and in mar@gimentation of production. That is
exactly what happens in a globalising world.

In a globalising world we also observe special@atn the management of production.
On the one hand there is specialisation withinpdues of the supply chain where using
economics of scale and factor endowments (e.gpclad®ur, available capital, natural
resources) production within that part of the symblain is made more efficient. These
are the comparative advantages described by tti¢idreal theory of international trade.
On the other hand there is specialisation witheesfp organising the coordination
processes. More efficient methods in linking theous parts of the value chain are
developed and implemented . Here the comparativarddges relate to keeping the
transaction costs low or bringing them down. Irs tase value is created by the ability
to orchestrate the supply chain. It characterisesunction of the headquarters of the
multinational companies, but nowadays also speeidismall and medium sized firms
are confronted with orchestration and linking vas@arts of the supply chain.
Obviously purchase and sales play a prominentinalieis orchestrating function.

Against this background this paper discusses howadiisation and the increasing
importance of transaction costs affect strategaisiten making in supply chain
management which is essential to procurement. htetime with the Wikipedia
definition, procurement is the acquisition of goaaisi/or services at the best possible
total cost of ownership (TCOIn the right quantity and quality, at the rigimé, in the
right place for the direct benefit or use of gowveemts, corporations, or individuals,
generally via a contract. Simple procurement maglire nothing more than repeat



purchasing. Complex procurement could involve figdiong term partners — or even
‘co-destiny' suppliers that might fundamentally auibone organization to another.
Obviously, procurement becomes a more vital elerobEwalue creation in economic
activities, when (worldwide) fragmentation of pration increases. In a global market
procurement decisions are directly linked to sogdtrategies, so that procurement, in
abroad sense, becomes an integral part of the@enanagement of an internationally
operating company or organization.

The next section (section 2) discusses this devetop. Further specialisation and
fragmentation of production imply that the trangaticosts will gain importance as part
of the total costs of ownership. Section 3 shaghljews the theory of transaction cost
economics from this viewpoint. A major decisiorsplitting up the supply chain is
where to produce parts of the supply chain and kéreb do it yourself or let the
production be done by local suppliers. These looadind “make or buy” decisions of
subcontracting and outsourcing, and their consexgsgefor economic welfare, are
discussed in section 4. Section 5 examines howaheus types of transaction costs
related to procurement in a globalizing world carldcated within the two dimensions,
namely external versus company specific internabis, and subjective, qualitative
factors that are difficult to quantify versus oltjee factors that are more easily
quantifiable. Section 6 focuses this debate orethigal aspects of procurement and on
what role rationality, as the fundamental assunmgitioeconomic reasoning, plays in the
trade-off between people, planet and profits @p). Section 7 concludes.

2. Procurement and fragmentation of production

For a long period the Netherlands witnessed a gtdadrease of employment in
agriculture and industry, whereas employment imises and trade has increased. This
development is much connected with the increasivigidn of labour and

specialisation, both within the Dutch economy amthe world. Specialisation means
exploitation of economics of scale and using déferes in competences and in
availability of resources when producing goods sexdices. Due to specialisation and
the resulting (international) trade, productionlwdke place where relative costs are
lowest. Availability of raw materials and presendeapital, both physical capital goods
and human capital, determines the types of produaisservices that are made and
traded in a country. These are the factor endowsnafrat country (or a company) which
are the sources abmparative advantage$he introduction of this paper mentions how
Adam Smith already noted that division of laboud apecialisation are the main
sources of wealth. Specialisation becomes proétaliien persons or nations have
different endowments and skills in producing diéfier commodities. That is why the
comparative advantages have been central to intenahtrade theory ever since
Ricardo came up with the concept. In various wegde theory has tried to explain
actual trade flows from the principle of comparatadvantages.

However, most of the traditional trade theoriesadbaccount for the fact that trade is
not for free: the effective exchange of goods amdlises is costly. In essence all trade



transactions relate to exchanges of property riggisrade and specialisation bring
abouttransaction costsTraditional trade theory does not reckon withsth&ransaction
costs and calculations show that internationaletraduld be much larger indeed, when
there were no such transaction costs. As Trefl@®g) notes:

“Factor endowments correctly predict the directiorthe service trade about 50 percent
or the time, a success rate that are matched binaass” .

In short, in a modern economy, the traditional whjpooking at comparative advantages
does not explain much of the trade flows and adrimational operations of large (and
nowadays also medium sized) companies. Therefknmegiéransaction costs into
consideration is essential to get a better undedstg of these trade flows and
international operations. These transaction c@stsatso be regarded as frictions in
(international) trade which are the cause thabfstemal trade equilibrium from a purely
neoclassical perspective is not reached in pradticict there is much less trade than in
a frictionless economy. The theory of these frittiacs comparable to the description of
search frictions in labour economics, that give tsdynamic unemployment equilibria
(see e.g. Mortensen, 1989, Mortensen and Pissafified). Here, employment is also
lower (and unemployment higher) than that it woidae been in a frictionless
economy.

Transaction costs which bring about trade frictiand specialisation in production are
much intertwined. On the one hand, division of lab@and specialisation enable a more
efficient production of goods and services. Thipl&gs both to division of labour and
specialisation within companies and between congsaand countries. On the other
hand division of labour and specialisation alsolintpat the different activities must be
coordinated. The coordination is a major sourcegasfsaction costs. This coordination
can take place either through the market mechabetmeen firms — horizontal
coordination — or through the hierarchy withinrafi In case of coordination via the
market a trade transaction implies an exchangeapfguty rights. Both coordination
mechanisms bring about different types of transaatosts (see next section). Coase
(1937) already noted that firm size is determingdhese transaction costs. In
equilibrium marginal transaction costs through dowation via the market are equal to
marginal transaction costs with hierarchical camation. In case transaction costs via
the market mechanism become smaller — functioningaskets becomes better, smarter
procurement via the market — firm size will deceeasn increase in firm size, e.g.
through mergers or acquisitions, will be profitablease of a relative decrease in
transaction costs through hierarchical coordinafidrese relative differences in
transaction costs are relevant in the judgmenttivea shareholders (hedge funds) on
optimal firm strategy. A merger between two firnresg( banks) may be profitable in
case of economies of scale ore scope, where gdaremnsaction costs are consolidated
and netted out. On the other hand mergers may kecostly, and less profitable than
originally expected, when the linkage of differenttures of the merging firms brings
about additional transaction costs through cootatingproblems. Relative differences in
transaction costs are also a determinant in theeraakuy decision of firms when
(out)sourcing part of their activities (see sectign



Transaction costs can be too high for a trade aictitn to take place. In that case the
advantages of division of labour and specialisatiomot outweigh the disadvantages.
Then, a reduction of transaction costs will imgigttmore specialisation becomes
profitable and that the amount of trade transastionreases. It means also that existing
trade becomes cheaper. In both cases such redoétiansaction costs will enhance
welfare. One of the major driving forces of globation is a worldwide reduction

of transaction costs. Obviously developments icprement played a major role in this
respect. The resulting upsurge of specialisatiahdivision of labour has led to a
fragmentation of production, where the productibain is split up further and further.
Those parts of the chain, which could be produt¢éoveer costs elsewhere, and where
the lower costs of production outweighed the tratisa costs, were outsourced, either
to foreign producers or to subcontractors at horhés fragmentation of production has
changed the character of the trade in such a vayathew kind of trade theory is in
order. Grossman and Rossi-Hansberg (2007) argt@dHanger trade in products and
services should be the focus of the theory, bierahe trade in tasks.

Fragmentation of production has not only changeddweide production patterns, but
also at the national and local levels. It meansghaducers make more and more use of
subcontractors and of specialised suppliers. IMNgtherlands the number of “zzp ers”
(self-employed persons without staff) has stromgtyeased. The change in production
technology in the construction industry in the Nethnds offers a good example.
Empirical data provide ample evidence for the trenthe construction industry that
components of the work and activities are morerande executed by subcontractors.
Data collected by the Economic Institute for thel@og Industry (EIB) show that the
number of specialised companies increased ovdah@5 years with approximately
13%, whereas the number of general constructiorpeois has decreased with
approximately the same percentage (see Sijper€0d,).2This trend becomes also clear
when looking at the average share of value addgdoss turnover of general companies
in the building sector. This share decreased ofeqamately 25% in the period 1987-
1991 to almost 21% in the period 1997-2001. It iegh reduction of the own
production of 16%. In the infrastructure constroltsector the fall of the share was still
larger, namely from 35% up to 28%. This means aaton of own production with

20%.

Evidence from surveys conducted by the EIB withrifa&n contractors suggests that the
major reason for subcontracting is the increaspegiglised character of the activities
and the knowledge and risks connected with it. Aebtmportant argument is that
through subcontracting variations in availabilifypooduction capacity can be
smoothed. The construction companies in principéégo to make use of an established
network of specialised subcontractors. These prrt®Es of the construction companies
are also reflected in the most important seleatiateria when choosing a subcontractor.
The selection is in the first place made on theshafsthe requested quality of the work
and the (insured and/or trusted) guarantees thatuthcontractor can offer. Earlier
experiences with the subcontractor and his proggahility play an important role in

the selection process. It shows that trust formadiod establishing a reliable network



are important elements for the reduction of tratisacosts, including failure risks and
communication errors.

These data emphasizes the importance of the tt@msaosts at subcontracting.
Specialised firms can deliver a quality productaihhtihe main contractor cannot or only
at very high costs. The gains of specialised fid®lsvering quality products more and
more outweigh the transaction costs so that subattitig increases to be profitable. A
steady relationship with subcontractors and suppltbat already have acquired a
reputation of reliability strongly contributes tedping transaction costs low. In order to
remain competitive it is important, however, to fxélee subcontractors and suppliers
"sharp” and always have a fall back option or ali¢ive in negotiation processes. This
example from the building industry shows that a@sa national level, the role of
procurement gains importance.

Globalisation and fragmentation of production imf#igt the share of the transaction
costs in the total costs increases. It opens updhsibility for companies, and more in
general for a country, to specialise not so muanaking the own production more
efficient and obtain, or retain, comparative adagest in the production process in a
narrow sense, but to specialise in being a morei&fit coordinator of the production
process. In that case the company, or the courlttgjns a comparative advantage in
coordinating the production, and hence in orchéstydhe value chain. These are the
type of activities that characterise a tradingarasuch as the Netherlands (see WRR,
2003).Supply chain management (SMC) and procurearenimportant parts of this
orchestrating function. More in general, in a trgdination, the ability to reduce
transaction costs and to create value by efficdentdination can be labelled good
transaction managemernh this respect procurement can contribute moajood
transaction management as, in a globalizing woitt imcreased fragmentation,
transaction costs will constitute an ever growiag pf the total costs of ownership.

3. Transaction costs economics

The previous section already emphasised the wlalaf transaction costs in the
coordination of production in a globalizing world.major and somewhat unresolved
aspect is the definition and measurement of trdimgacosts. A first step would be to
come to a clear classification and taxonomy ofdifferent types of transaction costs.
Trade transactions can take place as exchangepény rights between legal bodies in
market transactions, but also in a more informahmea within the hierarchical
organisation of a (large) company, or within a reknof traders or even within a
family. The literature (see, e.g., North and Walli894; North 1994) provides a first
step to a classification of various types of tratisa costs, but in practice the
demarcation between various types of transactigtsdqgee Box 1), and between direct
production costs and transaction costs is fuzzghSpilt up of total costs (at market
prices) in direct production costs and transaatimsts would provide insight in the
relative importance of transaction costs as patotafl costs. The hypothesis of this
paper is that the share of transaction costs & ¢toists increases in a globalizing world,



and that therefore the ability to keep transactiosts low, and to obtain comparative
advantages in transaction management, becomesamon@ore important.

The transaction costs are partly caused by forradetbarriers, such as import
restrictions and tariffs. Together with transpasts these are the hard and observable
part of transaction costs. However, soft and l&s®vable transaction costs, become
more important in a globalizing world where fornrade barriers gradually disappear
(albeit with ups and downs). These soft transastawsts relate, amongst others, to the
search for a good trading partner, the negotiaimiymaking of the contract, control on
execution of the contract and juridical sanctidrihe contract is broken. Part of these
soft transaction costs can be regarded as infanadé barriers. They are the
consequence of differences in language and culack ,of knowledge and insufficient
trust (see e.g. Den Butter and Mosch, 2003, Lind986). Probably the calculation of
all of these transaction costs at macro level stibw a further increase of these costs.
Such rise in costs at the macro level seems pai@adlyxwhen keeping transaction costs
low and reducing these costs further is seen asttbegth of the Netherlands economy.
However, such an outcome would imply that lowenseection costs provoke more than
proportionally additional trade transactions. S®dduction of transaction costs creates
additional value, which translates into a highdugadded in the transaction economy.

Box 1 What are transaction costs?

Transaction costs are all costs made in trade transactions, either as an exchange of
property rights in a market transaction, or as an exchange of responsibilities in a
hierarchical situation. In other words transaction costs can be associated with the fuss
and ado that occurs when purchasing or selling goods and services, when changing the
location of production and splitting up the supply chain. An entrepreneur who is able to
keep his transaction costs low, will be more successful to offer an attractive product to
the market, as this type of costs plays a considerable role in international trade. In
principle two types of transaction costs can be distinguished: the “hard” transaction
costs and the “soft” transaction costs. The hard transaction costs relate to costs that are
readily perceptible and quantifiable, such as transport charges, import levies and
customs authorities tariffs. The soft transaction costs are much more difficult to observe
and measure. One can think of all kinds of costs of making and checking contracts,
information costs, costs because of cultural differences and communication failures,
tacit knowledge on legal procedures, formation of trust and reputation, network building,
costs associated with risks and with rules and regulation in order to reduce risks,
security requirements etc. Now that the hard costs decrease because of trade
liberalisation and lowering of transport charges, the soft costs become more important.
Good entrepreneurship in trade is needed to valuate these soft transaction costs

In spite of these problems of definition and meament some attempts have been made
to estimate the size of transaction costs at therarlavel. Following the methodology

of North and Wallis (1986), De Vor (1994) assetteat in 1990 total transaction costs

in the Netherlands economy amounted to almost 5B8&N#. It implies that more than
half of value added in production in the Netherlnelates to conducting transactions.

In the period 1960-1990 total transaction costseiased with about 9 %-points. This

can be ascribed completely to an increase in tivatprsector. According to De Vor’s



measurement transaction costs in the private saotqin 1990) over 5 times higher
than in the public sector. Van Dalen and Van Vuyg995) measurby means of
occupational data that in the Netherlands appratatn@5% of workers is employed in
transaction jobs, and 29% if one includes transjasits. However, these occupational
data do not take into account time spent on coatidin by production workers. Klamer
and McCloskey (1995) note that one quarter of tb¥@s related to persuasion, i.e.
talks to make “real production” possible. In th&irvey on “trade costs”, Anderson and
Van Wincoop (2004) illustrate the size of theséeraosts by means of the tax
equivalent of these costs: what would be the ta# tan direct production costs if all
trade costs where regarded as taxes — from a ticadneoint of view trade costs have
the same distortional effects on production assafederson and Van Wincoop have a
rather broad definition of trade costs so thabihprises most of the transaction costs
discussed earlier in this section. Their main figdis that trade costs are large and
variable. The example of the Barby doll, as disedss Feenstra (1998), illustrates
these large costs. The direct production costeefitll are $1, but they are sold in the
US for about 10$. So the costs of transportaticarketing, wholesaling and retailing
have arad valoremtax equivalent of 900%. In their own (rough) cdddions Anderson
and Van Wincoop arrive at an estimate of the taxvadent of “representative” trade
costs for industrialized countries of 170%. The bambreaks down as follows: 21%
transportation costs, 44% border related tradadvarand 55% retail and wholesale
distribution costs (2.7 = 1.21*1.44*1.55). Andersord Van Wincoop argue that further
evidence on the importance of trade costs shoutthbsned by using microeconomic
founded gravity equations.

The theory of transaction costs economics (sed/Mliamson, 1998) provides more
insights in the role of transaction costs for tharking of the economy. It illustrates the
relevance of transaction costs for understandingra¢ of the empirical phenomena that
are impossible to understand without relying orhstmsts. The theory centres around
four areas of research in which transaction cagtglaminant, viz. (i) industrial
organization with a focus on the determinants eftibundaries of the firm (the Coasian
theory discussed above) , (ii) international tradth a focus on the multiple dimensions
of transaction costs distinguishing between trartsamsts, institutional costs and
cultural costs of exchange (iii) foreign direct@stments with a focus on outsourcing
and the organization of the firm in a globalizingnd, and (iv) networks with a focus

on the role of social and regional networks, andtandards as institutionalized settings
that facilitate exchange of goods, ideas, etc.

Institutions play a major role in transaction castenomics. Different institutions may
bring about different types of transaction costsn&or example is whether transactions
take place according to formal or informal contsaétithough globalisation brings

about some convergence of institutions, or to fdateuit more specifically, some
dominance in Anglo-Saxon trade institutions, c@tulegal and social differences
between the various countries and regions of thédwuaill remain. Knowledge of, and
feeling for these differences is of utmost impoc&for keeping transaction costs low in
international trade relationships. The traditiopasition of the Netherlands as a trading



nation is that of a meeting place for these diffiesays of trading. Therefore openness
to these differences, and the possibility to eshllinks between the various institutions
of trading, should be a major focus for a tradiatjon, and for the skills of the
professionals that are needed in such nation. aime pplies for companies that
operate in the global economy. When a companyai$yranvolved in world wide
sourcing, it should balance between the Anglo-Satt@European continental
(Rhineland), the Middle Eastern and the Asian wafytsading. Each of these ways of
trading requires specific knowledge on how to kisepsaction costs low.

Transaction cost economics provides us with furth&ghts into the welfare enhancing
effects of specialization, but also to the limitgtee extent of specialization

(Williamson, 1998). The way in which transactioms arganized is endogenous
according to the transaction costs theory. Alteveanodes of organization imply
different transaction costs. Transaction cost ecoo® sees a trade off between
transaction costs and efficiency of productiora tfansaction is simple and transparent,
the market is well-equipped to facilitate the tast®on. But when transactions get more
complicated and other issues become more impdamtbecause of sunk costs or
intellectual property rights), more complex contsdtave to be designed and enforced.

Consequently, the transaction costs will rise. Aeeain moment, transaction costs will
be so high that it will be more efficient to intafize different production stages in a
single firm. This will reduce transaction costs diese there no longer is a need to
formulate and enforce complicated contracts. Batamuvhile, internalizing production
will lead to less efficiency, because hierarchatalictures provide less powerful
incentives than markets. The choice for a certayderof organization thus depends on
the characteristics of the transaction and thetutisinal environment. In the extreme
case, when public interests enter the arena, tdasaosts can lead to regulation or
even a public bureau (Williamson, 1998, p. 47).

The influence of transaction costs on the orgaiuraif firms also relates to the way
innovations enhance firm productivity, and hencentmvation policy. As argued above,
the production costs of goods and services in dymtion chain can be split up between
direct production costs and transaction costs.dDpeoduction costs relate to production
within parts of the production chain, whereas taation costs relate to costs involved in
linking the various parts of the chain. In the ttiadal organisation of a firm from the
industrial sector, the production chain consisteetdtively few parts so that transaction
costs are relatively moderate. In that case itastrprofitable to enhance the efficiency
of production by a reduction of direct productiasts within the parts of the production
chain. In such situation innovations (e.g. thro&$#D) should be directed at making the
production process itself more efficient. Howewverthe situation of a firm with global
activities the production chain is split-up in mggrts. Here the transaction costs of
linking the various parts, either through outsaogcand subcontracting production tasks
or through dividing production tasks over variolenps on different locations in the
world, transaction costs become relatively impdrtilow efficiency of production can
be enhanced by focussing innovations (and R&D) medaction of transaction costs. It



illustrates how innovations in trade can contribot@roductivity increases and to
preserve comparative advantages in transactiongeament. It also shows the
importance of innovations in procurement.

4. Outsourcing and FDI: the “make or buy” and locaion decision

As argued in the previous sections a major anchtgcmuch discussed guestion in the

globalizing world is whether to produce at homenmve (parts of the) production

abroad. Together with the make-or-buy decisiors libtation decision leads to the

following possibilities:

0] production at home: internalised production inftbene country;

(i) subcontracting (or outsourcing) at home: exteredligroduction in the home
country;

(i) offshoring: internalised production abroad; partarkign direct investments
(FDI);

(iv)  offshore outsourcing: externalised production atiroa

In a more general sense the term outsourcing o fasell kinds of moving production

to other places. Then it relates to existing jaid production activities whereas the

termglobal sourcings used in case of new jobs and production a@svifjob creation).

Obviously all of these decision problems are vencimconnected with procurement

In order to illustrate various aspects of outsmggcconsider a two-stage production
process, with the second stage executed in the oomry. If the first stage of
production is internalized in the home countrys tleiads to a domestic firm. If the first
stage is outsourced, either to a domestic or tweign producer, this leads simply to a
business purchasing its inputs. The only differdmetsveen buying from a domestic
firm and a foreign firm is that the former does antl the latter does lead to
international trade. Another option is to havefils stage produced abroad by a
foreign affiliate. This leads togertical multinational enterprise (MNET.he
establishment of a vertical MNE involves an initfiatestment in a foreign country,
followed by exports to the home country.

Offshoring will be more attractive when the foreigeation advantages are big,
international trading costs low and (in the casmwé-firm offshoring) there are few
restrictions on international investment. Outsaugavill become more attractive if the
efficiency advantages of outsourcing are big, @atien costs low and internalization
advantages small.

Now, consider the case where the company has tiendp start serving foreign
demand as well. The company may decide to refram Serving the foreign market,
which would not change anything. If the companysesses some ownership
advantages and decides to serve the foreign mérkess three options. The first is to
produce domestically and export the final goods 3é&cond is to supply licenses to a
foreign company, which will produce the goods arnlli serve the foreign market. The

1C



last option is to open a foreign plant that produfoe the local market. This is called a
horizontal MNE

Exporting will be attractive when there are ecoresof scale (at the plant level) and
the transaction costs of exporting are low. Licegss the option when the transaction
costs of licensing are relatively low in comparisath those of exporting and
economies of scale are rather present at the émel kthan at the plant level. When
licensing is hard (e.g. because it involves thedmgission of sensitive firm specific
knowledge) and the transaction costs of exportieghégh, opening a foreign plant
becomes an attractive option (Visser, 2005, p. 6).

It is important to realize that the second casesrelthe company starts serving a foreign
market, differs in one aspect from the case ofisgrthe domestic market only. In the
case of the, earlier mentioned, vertical MNE efpand international investment are
complements. In the second case, by contrast,izomtel MNE is an alternative to
exports. Therefore, the two are substitutes in¢hae. This difference is a central issue
in the literature on MNEs (e.g. Yeaple, 2003 andkvaen and Maskus, 2001) and
springs from the type of location advantages offtihheign affiliate.

If a foreign affiliate is set up to avoid interraial trading costs, it will lead to a
horizontal MNE (which produces the same good ifed#int countries). This
interpretation of MNE motivation is in the litera¢ureferred to as the proximity-
concentration hypothesis (Markusen and Maskus, ,20049). When it is set up for
production efficiency reasons (defying internatianade costs), it will lead to a vertical
MNE. This kind of motivation for multinational aetiy is called the factor-proportions
hypothesis (Markusen and Maskus, 2001, p. 29).

Obviously, vertical and horizontal MNEs are idegdds. In practice, most MNEs are
simultaneously horizontal and vertical. Yeaple @0@rms these MNEs complex
MNEs. These complex MNEs are the businesses bpableaand most likely to engage
in “global sourcing”. This is the process of denglfor every single business process
whether to outsource it and whether to offshore it.

The possible gains from international coordinatian be illustrated with the help of the
simple accounting model of a company that firsdpices a product itself but then
decides to specialize in coordinating the importnfore generally: the production
elsewhere) of that good.

NG =M xp(M)-T(M)-C(M) 1)

where:

NG stands for the net gain for the company wheledides to give up producing and to
start coordinating production,

M for the number of imported (or offshored goods),

p for the sales price of the product,

11



T for the that transaction costs that offshorimdpices,
C for the total production costs.

Now, consider the following stylized case. A compémat produces a final product
decides to stop producing the product and to imipémdm abroad. In the initial

situation it employed 100 workers to produce 10@lfproducts. In the new situation

400 products can be bought abroad for half theeg2€0) on the condition that all 100
workers of the firm stay employed to coordinatettia@saction (they represent all
transaction costs). So we assume no net job lessgEns in the home country. If the
sales price of the final product is not expecteditange (let us say it remains constant at
p = 1), the total revenue of outsourcing (Mex p) is 400. The transaction costs (T,

valued on the basis of opportunity costs) are Sifice the costs of production abroad
are 200, the net gain (NG) is 100 (i400-100-200=100). Productivity statistics
would in this case indicate that the productivitytee company’s workers has doubled,
since the company of hundred workers first haddated value of a hundred, which
grew to two hundred. Such a productivity growtlpiisbably a lot harder to achieve with
an improvement in the production technology. lbalkistrates how productivity
increases which are in the statistics allocataddastry and the production sector, can
in fact be generated through a reduction of tramsacosts

Of course the case above only aims to illustratekvbecisions are to be made, and
what mechanisms are at work in the “make or buy lacation choices. In practice it is
a dynamic decision problem where all elements efpifoblem should be modelled in a
more sophisticated way. Yet, at least the case slilo&t, in the short run, considerable
efficiency gains can be achieved with performing tloordination function, whereas, by
assumption there is no loss of jobs associatedtivéloutsourcing in the home country.
The implicit assumption of the numerical exampléhit in the country of outsourcing,
employment increases. With how much depends oretative productivity of the
workers in that country.

From a more general perspective this accountingceseeshows that there are 3 major
factors that govern the “make or buy” and locatiegisions. First of all, the net gain
depends on the relative costs of producing abrdaepending on C). The lower unit
production costs abroad, the more attractive ibbess to perform the coordination
function. Conversely, outsourcing also becomes ratractive when unit production
costs (e.g. real wage costs corrected for proditiciivcreases) at home are rising faster
than abroad. Of course, in reality the strategmsien to outsource — and where to
produce — should be based on dynamic expectatidihese relative prices. Higher
expected domestic production prices, e.g. becausdadl in labour capacity, should be
anticipated in the decision to outsource, but @natiner hand, expectations of wage
increases and production price rises abroad stoallidor cautious decisions with
respect to outsourcing. Obviously exchange rateegtions also play a role in this
respect.
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The second and, from the perspective of this papest important parameter is the
transaction costs (i.e. T). The lower the coststaeebigger the efficiency gain is. In this
way, the ability and knowledge to reduce transactiosts by profitable “make or buy”
and location decisions can be regarded as tradedtions which enhance productivity
in a similar manner as innovations in the producpoocess. Given production costs at
home and abroad, the numerical example above assinaietransaction costs have
fallen from at least half of the production pridcehame to one quarter. Such a change in
transaction costs makes outsourcing profitablesasdt when we assume that wages of
the domestic workers remain the same and when sveddird the costs of substituting
(or schooling) the production personnel to persbangaged in transactions and in
orchestrating the production. As a matter of faese replacement or schooling costs are
part of the transaction costs and constitute, tagewith other transition costs, an
important element in the dynamic cost and beneftysis of outsourcing.

This is an aspect which requires more sophisticatedelling from the perspective of
labour market developments. The transition frondpotion workers to workers with
good coordination skills will bring about considelelabour market dynamics and
requires a proactive education policy with respedkills needed in the new situation.
There is destruction of production jobs and creatibtransaction and coordination jobs.
The net employment effect will depend on the (reégtproductivity in the coordination
function and on product demand. In a long run éguiim at the labour market the
situation will hold where relative wage differensidetween production and
“transaction” workers reflect relative productivigvels. A reduction of transaction
costs other than through personal skills of tratisaavorkers may enhance the
proportion of transaction workers in total employrmédanson (2001) discusses the
consequences of such changes in relative waget®dugsourcing and provides
examples of changes in production structure regpftiom the trade between the US
and Mexico, and from Hong Kong's role in intermditig China’s exports.

Of course, a dynamic cost and benefit analysisutdaurcing should not only be
conducted in order to determine whether to outsoarmot. The analysis should also
look at various expected transaction costs in éhection of the location and in the
decision to “make or to buy”. Here the analysishaf various risks is an essential part of
the cost/benefit analysis. Sometimes it can beepabfe to make use of local suppliers,
even when the transaction costs to guarantee thramtad quality of the outsourced
production or tasks will be higher than when prdaurcat location was done in a plant
owned by the mother company (FDI). Such choicddoal suppliers can be justified
when the expected transaction costs of settingplpréd owned by the mother company
- compliance with local cultures and laws — outvadlige additional transaction costs of
letting local producers comply the warranted gyadtandards. Taking these different
transaction costs into consideration is an esdqudid of modern procurement. In this
vein Visser and Lambooy (2004) assess the impagtahtransaction cost economics
for analysing location decisions of logistic seeviams.
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The third factor that influences the efficiencymya the sales price (i.e. p). Of course,
especially in the long run, the sales price isfixetd, but will change as a consequence
of the increased supply of the product. It espgcl@ppens when competitors embark
on producing abroad too. The price changes wiledépon the characteristics of the
product market. If there is perfect competitiorg #ificiency gains will lower the price
of the product until all gains for companies armzee. NG =0). In this equilibrium at
the product market, the entire efficiency gain w#l converted into consumer surplus.
Without perfect competition part of the gain fromtsourcing will be kept by the
producer so that it leads to higher profits.

5. Procurement, globalisation and transaction costgliscussion in a matrix

The foregoing discussion emphasises the importahttee concept of transaction costs
for procurement in the globalizing world economyenda supply chains are split up in
more and more parts. The types of transaction tatplay a role in procurement
depend much on how procurement is defined and agpcts are included in the
decisions to purchase. The Wikipedia definitionhaf introduction provides a rather
broad definition of procurement. In his inauguedture Wynstra (2006) collected a
number of definitions of his discipline of purchagiand supply management which is
very much related to procurement. He mentions:

“The decision making process by which formal orgations establish the need for
purchased products and services, and identifypat@land choose among alternative
brands and suppliers” (Webster and Wind,1972)

“Obtaining from external sources all goods andises/which are necessary for
running, maintaining and managing the company’'siary and support activities at the
most favourable conditions” (Van Weele, 1994)

“Managing the external resources of the firm, aimedcquiring inputs at the most
favourable conditions” (own definition by Wynstra g

A common element of these definitions is that tHegcribe procurement (or purchasing
and supply management) as a decision process whexreery broad and dynamic
sense, total costs for the firm (or formal orgatiiga— it means including non profit
organisations and governments) are minimised. M@eg@rocurement seems to be
restricted to purchase from suppliers at the madaethat it does not include the “make
or buy” decision. In general the total costs fa finm or institution are labelled as total
costs of ownership (TCO). TCO can be split up necli costs of purchase — the price
paid to the supplier - and several types of tralimacosts. Minimizing TCO implies

that not always the supplier with the lowest diremsts will be selected. A supplier with
higher direct costs is to be preferred when thaghér price is matched by a larger
reduction of transaction costs. Both the directgosg. in case of licensing, and the
transaction costs include an element of discoufuenle costs. They comprise not only
the costs made up to the moment of purchase arektitenge of property rights (or
right to use), but also expected future costs. lheee, the split up of TCO between
direct costs of purchase and transaction costbeaomewhat arbitrary, e.g. in the case
of maintenance costs and costs of repair. Yetyt&@r contribution of the concept of
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transaction costs to procurement is that it enhatiee awareness of which costs to
include in TCO. It provides a clue of which cosigbnsider in the selection of a
supplier. However, again there is a measuremeiigma some types of transaction
costs to be included in TCO are hard to quantify.

The procurement life cycle in modern businesseseattescribed in seven stages (see
e.g. Archer and Yuan, 2000): (i) information gathg@y (ii) supplier contact; (iii)
background review; (iv) negotiation; (i) fulfillmé&n(vi) consumption, maintenance and
disposal; (vii) renewal. These stages can be regead a more detailed description of
the three stages distinguished in a trade tramsad@) contact, (b) contract and (c)
control. All three stages bring about transactiosts (see Den Butter and Mosch, 2003).
In thecontactphase of a potential transaction, the buyer ikitapfor information about
his preferred product (price and quality), potdrgigopliers, or, when the product does
not yet exist, which producer could invent and/aduce it for him. The seller is trying
to find a buyer for his product through marketirgihaties. Here transaction costs are
mainly search and information costs. Tduntractphase starts directly after the moment
the potential trading partners have found eachrathd are inclined to make a deal.
Here transaction costs are made in negotiatingetimes of the contract. Parties have to
decide on how to make a reasonable slit-up of Xipe@&ed rents of the transaction and
what to write down in the contract. The phaseaitrol consists of the monitoring and
enforcement of the contract. Both involve high s&etion costs, especially at large
distances. Monitoring means that business partiezsk whether the other party is
doing what he promised to do. If the check turnistbat this is not the case, the next
step is enforcement of the contract. The most comsadution for enforcement is to
start a legal procedure. Especially in internatidraing relationships, this is often a
troublesome affair. It takes time and money indaggantities and foreigners often feel
being mistreated by prejudiced national courts wihey file a claim against a national
company.

It should be noted that Gebauer et al. (1998) nsatarnative wording for these three
phases in the case of procurement, namely infoomatiegotiation and settlement An
important difference between the costs made irctimtact (or information) phase and in
the other two phases is that contact or informatimsts are sunk costs which are to be
made anyhow, even if no trade relationship restillese costs compare to search costs
in labour contracts, which give an option valustacessful matches, but which also
require negotiation on the distribution betweenpheners of the proceeds of these
matches, or contracts in trade relationships.

In the seven stages in the life cycle of procurdntien following transaction costs may
play a role:

0] Information gatheringlf the potential customer does not already have a

established relationship with sales/ marketing fimms of suppliers of
needed products and services it is necessary tohsta suppliers who can
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satisfy the requirements. These are similar seandhinformation costs as in
the contact phase described above.

(i) Supplier contactWhen one or more suitable suppliers have beenifaba,
requests for proposals or tenders may be advertisatirect contact may be
made with the suppliers. In this stage transaatasis mainly relate to the
costs of establishing contacts and on deciding vimiformation to provide.
The building up of trust between the partners,asecthis is a first
transaction, is a major cost factor in this stage

(i)  Background reviewin this stage references for product/serviceituate
consulted, and any requirements for follow-up sEwiincluding installation,
maintenance and warranty are investigated. Instlige transaction costs
comprise information costs, costs of considerirtptécal specifications of
the products or services and the network costsdirg reliable references

(iv)  Negotiation In this stage negotiations are undertaken, aie pavailability,
and customization possibilities are establishedivBey schedules are
negotiated, and a contract to acquire the produttsarvices is completed.
Transaction costs in this stage comprise negotiaiosts and the (legal)
costs of writing a contract. These transactionosmpare with the
transaction costs of the contract phase describedea

(v) Fulfillment In this stage supplier preparation, shipmentyvdey, and
payment for the products or services are complétstillation and training
may also be included. The transaction cost indtsige relate to some of the
“hard” transaction costs described in Box 1.

(vi)  Consumption, maintenance and dispogairing this phase the company
evaluates the performance of the products or ses\and any accompanying
service support, as they are used. The transambisiis are part of the costs of
control discussed above.

(vii)  RenewalWhen the contract of the supply of products eovises expires,
and the question is whether the contract shoule:bewed, the experience of
the company with the products or services is etatial ransaction costs in
this stage are evaluation costs. Now the choidetmade in the procurement
process is whether to consider other suppliers ophtinue with the same
supplier. The former case brings about new searsts@nd implies the start
of a new life cycle of procurement.

The influence of globalisation on total costs ofn@nship in procurement, and on the
role of transaction costs therein is summarizeitiénmatrix of figure 1. The figure
shows a split up in four blocks where the subjégabalisation is addressed along two
main directions. Here possible sources of trangaaosts, or more broadly, welfare
costs, are considered to stem, on the one hamd,dbjective and quantifiable factors,
or from subjective factors that are not easily qifiable. The latter are the soft issues
for which transaction costs can only be determinealqualitative sense. On the other
hand there is a split up between internal faciasjssues that specifically affect the
firm at the micro level, and external factors wharle generic issues of globalisation.
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Figure 1 Transaction costs related issues of prooement and globalisation in a 2x2
matrix

Relevant aspects of the interactions between thgany and the global environment

Subjective/
qualitative
factors «Creation/loss of jobs *External ppp trade offs
*Reputation/brand issues «Cultural differences
A «Corporate culture *Trust/social capital
*Trust/supplier relationship *Politics/corruption
eInternal ppp trade offs *Customer preferences
*Risk aversion m hv
*Search and information coslts II-Legislation
«Direct costs of acquisition «Currencies
eTransport costs sImport/Export permits/levies
A\ *Quality assurance sLabour cost
L. sInstallment/maintenance costp *Government rules and regulatigns
ObjeCtlve/ oSchoo"ng
guantifiable
factors
Internal External
factors < > factors

Obviously the demarcation between these issuedherfuzzy. Governance, legal
issues, export controls and taxation are topicshaige a direct effect on the transaction
costs of a firm. The generic aspect of it is thaisk issues cannot be solely determined
by the firm itself but that they are, to a certaktent, exogenous conditions for a firm
when making optimal procurement decisions. On therchand offshoring and
(out)sourcing decisions of firms, that are soled®m on the judgement of various
expected transaction costs by the firm as desciibdte previous section, may bring
about external effects that have consequenceblédaest of the world (e.g. employment
and changes in economic structure). These exteffealts — externalities in economic
theory — play a major role in the subjective orftsssues mentioned in quadrants Ill
and IV of the matrix. The following section discasghese issues further. As a matter of
fact, some of the objective or “technical” issuégwadrants | and Il do not only bring
about “hard” and easily measurable transactionscdste discussion above shows that
e.g. quality assurance, supplier selection andftpaion, but also legal issues (see Den
Butter and Mosch, 2003) and protection of intellatiproperty rights bring about
transaction costs which are difficult to quantifydecan, for that reason, be characterised
as “soft:”. Therefore, to some extent they shalsb be located in quadrants Ill and IV
of the figure.

6. Ethics and rational behaviour in the PPP trade-fis
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Some of the issues in quadrants Ill and IV of feglirrelate to ethical and societal
aspects of firm behaviour in procurement. Fromiitead perspective of welfare
economics two problems are relevant in this respeahely income (ré)jstribution
associated with equity issues, axdernal effects

The issue of distribution has the broadest scdg#ays a role at the national level and,
in the discussions on the effects of globalisatairg world wide level. Distribution is a
core element in welfare analysis: it is thede-offbetween equity and efficienashich

is fundamental in economic discussions on polititadision making. More equity, i.e. a
more equal distribution of income or wealth, walGcording to most economic analysis,
be obtained at the cost of less efficiency, e s Economic growth. The relative weights
in the social welfare function, i.e. the “price”terms of less economic growth that a
nation (society) is willing to pay for more equitre determined by political
preferences, and are considered to be exogenowsly fpr economic welfare analysis.
A similar trade-off exists between the triple Pexts: profit, people and planet. More
attention in the decisions of governments (or firfios the planet, i.e. environmental
aspects, may imply less profits (or economic growelpecially on the short run. A
similar trade-off holds true for the choice betweeofit and people. Here people
symbolizes a generous social security system antdero level (quadrant IV) and a
friendly personnel policy at the firm level (quaxttdll) where the interests of the
workers carry a large weight. Issues of (re)distiin, which stem from the equity
efficiency trade-off are essentially the resporigybof the government. Political
discussions on how to influence the purchasing pdarevarious types of households
are a consequence of this responsibility. Thearsipility for the triple P trade-offs are
less clear cut. Although it is sometimes regarded social responsibility of business to
take the triple P aspects into account, in essgmg@lso the responsibility of the
government to guarantee a healthy environment agabd social climate, which may
go at the cost of some of the profitability of thesiness sector.

An important aspect of this issue of (re)distribatis the discussion on the alleged
positive and negative aspects of globalisationthe further fragmentation of
production and specialisation of labour, for th&tribbution of income and wealth in the
world®. The two following quotes indicate that there lavge differences of opinions.

“Globalisation has dramatically increased ineqydi¢tween and within nations...”
(Jay Mazur, Labor’'s new internationalisfgreign Affairs Jan/Feb 2000)

“We have to reaffirm unambiguously that open masleet the best engine we know of
to lift living standards and build shared prospgrit
(Bill Clinton, Speech at th&/orld Economic Forum2000)

These are opinions from the political arena, bsb @imongst economic experts there
are, to say the least, shades of differences wgpect to the effects of globalisation on

! This discussion benefited from a bachelor’s thbgi8art van Ooy
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world income distribution. Here the discussionésvieen those with a pessimistic and
those with an optimistic view. There is some cosserthat in the long run trade, and
openness to trade, will enhance world wide welfélee question whether such welfare
increases will go along with more, or less incomexjuality is more open to debate. Part
of the optimistic view on the effects of globalisatis based on empirical studies of
Dollar and Kraay. Dollar and Kraay (2002) show ttiegire is a positive link between
increasing trade and economic growth. As they flsad empirical evidence that there
is a one-to-one relationship between growth anapgwalleviation, they conclude that
trade is good for growth and growth is good for pleer. In Dollar and Kraay (2004)
they conclude that the evidence from individualesasnd from cross-country analysis
supports the view that open trade regimes leadstef growth and poverty reduction in
poor countries.

This pro-globalisation empirical evidence has asi some criticism, which was
confirmative for the more pessimistic view. Lindartd Williamson (2001) show that
the majority of the liberalizing Latin American aaues, Eastern Europe and the
Philippines have seen an increase in wage ineyuhlg to more openness for trade.
There are several explanations for the differehetaeen this empirical evidence and
standard theory that trade enhances welfare nesglects. First of all trade liberalization
often went together with opening of the capitalaod, which tends to raise the real
exchange rate. When this happened trade liberalizahifted the demand more towards
imports and so encouraging the producers of trgdeds to take cost-cutting measures,
like restructuring production, which reduce theapsion of unskilled-labour and so
raise income inequality. Also more pressure amgeselaxing legislation on minimum
wages and collective bargaining, changing the fagisiribution (Taylor, 2004).

Another explanation has to do with the problems ¢izaur in low-income countries
which have specialized in the export of primary coodities. There have been large
price shocks and declining terms of trade in tlsé l@o decades that seriously hurt these
countries. Their earnings and trade to GDP ratmehesed despite the trade
liberalization and depreciation of the real excharage. Also structural rigidities and
governance problems that hindered the reallocatioasources towards the export
sector typified these countries, the impact of ihignclear for inequality but for poverty
it is definitely unfavourable (Bridsall and Hamowfl02). Also the protectionism by
OECD countries was a problem for the countries ¢éixabrted goods that competed with
Northern goods. This all led to a fall in employrhand earnings in the import-
substituting sector without a raise in jobs in éxported orientated sector due to trade
liberalization in these countries.

A major proponent of the optimistic view is Bhagivéit Bhagwati (2007) he argues
that more openness benefits developing countriee than autarky, as no evidence for
sustainable economic growth going together witladytcan be found. Countries that
have seen a continuous economic growth also showmtnuous increase in trade. An
interesting argument relates to the social impaat globalisation can have on the wage
differential between men and women. In case ofthertgrnational competition firms
are more reluctant to pay men more than equalljifggcawomen. So, in traded
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industries, the wage differential is closing fagtem in non-traded industries. Moreover,
according to Bhahwati globalisation might actualgcrease child labour instead of
increasing it, as is often claimed. Knowing tha thturns on primary education are
high, but that through credit-constraints it issofihot possible for parents to borrow
money to send their children to school, the in@a@asncome through globalisation will
give the incentive for parents to send more childeschool, instead of sending them to
low-wage jobs. With this argument Bhagwati shovet tilobalisation actually can have
a human face, instead of the often claimed inhutpariiglobalisation. Anyhow, in the
trend of world wide globalisation, individual coues have to make a choice between
openness and autarky. Then the choice for opemsé&ss best one. However, within the
choice of openness the political and economicdiiffies that may come about in the
transition from one system to another have to kertanto account: the transition to
freer trade, and working with an open economy, iregoolitical and institutional

support.

Each country has to find its own way in this refasfrpolitical and economic
institutions. In this respect Stiglitz (2002), wholds a somewhat more pessimistic
view on the effects of globalisation, argues tloaéign direct investments (FDI) bring
not only access to capital, but also to marketstaalnology, which is positive.
However, this opening up for FDI often also meapsring up for short term financial
capital, which exposes a country to major instabillhe case of China shows that such
instability can be avoided. China has done a godsin attracting FDI, without being
exposed to instability caused by short term finahcapital. Another reason why China
has been so successful in creating economic grisvittat they have chosen to do it in
their own way, not under the influence of the Milest. They opened up gradually; by
almost only export orientation and not opening apifnport that much. The same goes
for Chile, which also created its own set of ruddgen opening up for trade. It did not
fully follow the IMF and World Bank guidelines, knm as the Washington Consensus,
but shaped their institutions in a way that wastrpogfitable for Chile itself.

This discussion on effects of globalisation on wWavide welfare and income
distribution goes far beyond the scope of individiieategic decisions by firms. In this
respect the discussion on external effects is medexant. These externalities relate to
decisions of firms which bring about positive ogatve effects for others which are not
taken into account by these individual firms. A lW&lown example of a negative
externality is environmental damage, and of a pas#xternality the use of knowledge
by others than those that invested in acquiringkhawledge. In principal it is the
government that has to repair the market failunas the externalities bring about. The
government can internalise external effects e.dmpposing taxes for the use of the
environment, or by subsidizing R&D. However, sucitiqy measures to repair market
failures can bring about rather high implementatiosats, which have the character of
transaction costs. Examples are the bonding andtoniory costs in the principal agent
situation when firms or citizens have to complyhagbvernment regulation. Such
government regulation evokes costly extrinsic nadton to obey the rules. Transaction
costs would be much lower when firms or citizensildde intrinsically motivated to
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internalise externalities. Keeping or regaininghsimtrinsic motivation to comply with
rules and regulations, and to avoid decisions whrehharmful to society, should, from
the perspective of ethical economics, be a majbateural lead in socially responsible
business conduct. To take into consideration tleeetad effects of business decisions
where the decision making process goes beyond ynigtimising profits or

minimizing costs for the firm can be regarded ag@momic virtue in business conduct
(see Den Butter, 2007a).

However, given the reasoning from transaction eoshomics, it is very difficult to
separate this ethical business behaviour frommatibehaviour for the own interest of
the firm. Reckoning with environmental issues dtainability, or creating a good
social climate and working conditions for the wanide may bring about additional
transaction costs on the short run, but on the tfangsuch behaviour may large
reductions of transaction costs. Through such ssggncorrect socially responsible
business conduct costs stemming from adverse popiigon formation or shirking of
workers can be avoided. Obviously judgements orsites and relative importance of
these transaction costs are difficult to make,itisrdnt corporate policies between e.g.
Shell and Exxon with respect to environmental issslew.

Given the postulate of rationality in economics ian intriguing question why firms
should engage in genuine altruistic behaviour tdwaociety. Assuming rational
behaviour, Graafland. and Mazereeuw Van der Duyro&en (2007) conducted a
survey amongst 20 Dutch business executives abeubhtiuence of their eschatological
believes on socially responsible business condycextending the personal utility
functions of business executives with three elemjar@mely the probability to enter
heaven (rather than hell), utility in the heavestigte and utility in the hellish state, they
tried to measure to what extent their decisionsethtal behaviour were driven by
these motives. Their results from the empiricalgsia were somewhat mixed. They
found no relationship between socially respondihiginess conduct and the believe that
good works influence the eternal destination. Yied partial correlation a significant
positive result was obtained for those executivhe believe that good works influence
the heavenly utility and their socially responsibiesiness conduct. All in all it seems
that the extension of rational behaviour to ineleédchatological believes provides
some further explanation of ethical conduct of basses, but that the additional
explanatory power is limited.

A major element in the relation between globalma@and procurement, that is
mentioned both in quadrant Il and in quadrant ffigure 1, istrust On the one hand
trust formation and building up the reputation eEbkable partner in trade can involve
transaction costs, but on the other hand, whem Ibetsveen suppliers and clients is
established, it can considerably reduce the traiosacosts of procurement (quadrant
[1). Hunt (2004) describes how a bond of trust npaymit an implicit quid pro quo to
substitute for a bribe. From a societal point @withis reduces corruption, but bribes
may also be costly in procurement, not so muchdmeaf the direct amounts of money

21



to be paid, but more so because of the negativeecpuences that bribing may have on
public opinion.

Building trust and trustworthy behaviour of firmarcalso be beneficial to society as a
whole (quadrant 1V). In other words, trustworthyhbgiour brings about positive
externalities. On the other hand, loss of trust mpditation will not only involve high
transaction costs for the firm itself but also $ociety as a whole. An example is the
case of Enron, which, according to McAffee (20@duld like banks, be considered as a
market maker. Its largest business was in nat@slcgntracts, where it created a long-
term natural gas market by offering to buy or E®ig term natural gas contracts. Trust
is a major asset of such market makers. When Bmengaled $1.2 billion in hidden

debt, which represented the visible portion of sitwing over $ 8 billion of hidden debt,
in a matter of months Enron’s revenues went fromr $4100 billion per year to nearly
zero. Enron collapsed while other firms with quarssible accounting survived, because
Enron’s operations where completely dependent amglieusted by its clients.

Obviously this loss of trust was not only harmfuwBEnron itself, but caused a loss of
trust and therefore higher transaction costs imthele business community. In this
respect the rational behaviour of a firm to be sdain trustworthy can also be seen as
socially responsible business behaviour.

7. Conclusions

The Netherlands economy can be characterisedrassattions economy (Den Bultter,
2007b). In a globalising world, with increased spksation and trade and where the
production chain is split up in many parts, thellemmes of a transaction economy are in
keeping transaction costs low. Further innovatiortsade and in orchestrating the value
chain will bring comparative advantages in coortimaproduction. It also requires
good skills and entrepreneurship in “make or buyd éocation decisions in sourcing.
Through these developments globalisation can bréwg challenges for procurement.
Here transaction costs as part of total costs efesghip become more and more
important. Therefore a good insight in the varitarsns of transaction costs and in the
working of the mechanisms of transaction cost enoo® is needed (see also Bajari and
Tadelis,.2001). Ethical aspects of firm behavidaym role in a globalising role, but
socially responsible business conduct can, togelaktent, be explained from rational
behaviour to keep transaction costs low in the llamg
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