The effect of sunk costs in competency and asset specificity
on the outsourcing decision: An experimental study

Abstract

This paper explores whether sunk costs in competency resources make a difference to managers’
outsourcing decisions. We first pose two research questions as to (1) whether there is any
difference between sunk costs in core competency and non-core competency resources for
motivating managers to choose outsourcing and (2) whether asset specificity (customization)
interacts with the competency logic in outsourcing decisions. By way of a 2x2 experimental
decision case this paper compares the effects of sunk costs in core competency and non-core
competency resources variants. The results reveal a significant competency variable,
confirming a difference between sunk costs in core competency and non-core competency
resources, specifically managers are more likely to outsource activities with sunk investments
in non-core competency resources. The results show that there is a significant difference
between these two levels of asset-specific investments on the selection of outsourcing,
specifically managers are more likely to outsource low asset-specific investments. The results
also indicate that there is interaction effect of sunk costs in competency resources and asset
specificity on the outsourcing decisions. This paper findings extend the extant sunk cost
literature to test the specific circumstances of core and non-core competency resources and use
the sunk-cost fallacy to explain the potential reasons behind the current mixed findings in
relation to the core competency literature. This paper holds practical implications for firms in
the strategic design of outsourcing based on organizational capability considerations rather than
opportunism concerns alone.

Keywords Sunk cost, Core competency, Transaction cost economics, Asset specificity,
Outsourcing.



1. Introduction

The outsourcing decision has become a critical issue in corporate management since it is used
as a strategic device in today’s competitive environment. Decision-makers play a critical role
in deciding if and when, and to whom, the company should outsource activities. Benefits of
outsourcing, such as access to supplier’s expertise and economies of scale, enable a company
to free up and reallocate its finite resources to other value-added activities (Gewald and Dibbern,
2009) and thus to develop corporate competitive advantage (Gilley and Rasheed, 2000).

A research area in the outsourcing literature is the concept of sunk costs. Any previous
investments in current internal production are to be regarded as sunk costs (Roodhooft and
Warlop, 1999). Traditional wisdom suggests that sunk costs should not be considered in
decision-making. In practice, however, decision makers are often influenced by sunk
investments that they make (Roodhooft and Warlop, 1999; Whitten and Wakefield, 2006). Sunk
investments are diverse in their attributes. While some investments may constitute resources
and competencies that are critical and core to the firms’ specialisation, some may not.

Core competency is a strategic factor to consider in make-or-buy decision (Kremic et al.,
2006). The concept of core competency and its relation to outsourcing has been first introduced
in the work of Prahalad and Hamel (1990). According to the authors, core competency can be
defined as the set of collective skills, expertise and knowledge gained in relation to the central
organisational activities as against allied activities. Hafeez et al. (2007) suggest that core
competencies are source of competitive advantage and incorporate core competencies into a
decision-making model for outsourcing plan. Smith et al. (2005) suggest that the more core the
function is, the less likely the organization is to outsource it because the core business enables
the organisation to create and sustain a competitive advantage. Though theory suggests that
sunk investments in core competency resources are less likely to be outsourced, there is little

consensus in the empirical literature.



In organisational studies, transaction cost economics (TCE) has remained as a standard
framework that is used to investigate the determinants of make-or-buy decisions (Klein, 2005).
Asset specificity has become a key attribute under TCE and a critical factor that influences
outsourcing decisions (Everaert et al., 2010; Kremic et al., 2006; Watjatrakul, 2005). Asset
specificity represents the level of customization connected with the transaction. Specific assets
are tailor-made for the transaction between a particular buyer and supplier with limited or no
economic value for other purposes, such that both parties are locked into this trade relationship
(Williamson, 1985) and switching to a new relationship is prohibitively costly (John and Weitz,
1988).

This study explores whether sunk costs in competency resources make a difference to
managers’ outsourcing decisions. The prior literature does not provide clear guidance on how
sunk costs in competency resources affect this type of choices of managers. We first pose two
research questions as to (1) whether there is any difference between sunk costs in core
competency and non-core competency resources for motivating managers to choose
outsourcing and (2) whether asset specificity (customization) interacts with the competency
logic in outsourcing decisions.

We examine our research questions by a 2 (sunk costs in competency resources) x 2 (asset
specificity) between-subjects experimental design. The participants were told to assume a
production manager’s role in Mountain Bicycle Limited (MBL), a hypothetical company that
designs and produces mountain bicycles for its own brand. The participant’s role is to evaluate
whether to outsource production function relating to the mountain bikes or keep it internal
within the organisation. The first independent variable is the sunk costs in competency
resources, which can be either core or non-core competency resources. The second variable is

asset specificity, which can be either high or low level. For the dependent variable ‘likelihood



of outsourcing the production of the components of the mountain bike’, the participants are
provided with a 7-Likert scale to answer those questions.

Using Qualtrics to administer the experimental instrument (see Appendix for extracts of the
instrument) and to recruit study participants and after relevant screening, we obtained a final
total sample of 105 participants with relevant supply chain knowledge. The participants were
randomly assigned to each of the four treatment groups.

The results of our experiment provide some useful insights for strategic design of
outsourcing decisions within firms. We find that the managers are more likely to outsource
activities with sunk investments in non-core competency resources and that the managers are
more likely to outsource low asset-specific investments. We also find that there is interaction
effect of sunk costs in competency resources and asset specificity on the outsourcing decisions.
When firms involved in high asset-specific investment transaction, their managers are less
likely to outsource activities with sunk investments in non-core competency resources.

The remainder of the paper is as follows. Section 2 reviews the theory and literature.
Sections 3 develops the hypotheses. Section 4 explains the research method and reports the
results for the experiment. Section 5 concludes with a discussion of key findings and avenues

for future research.

2. Theory and literature review

2.1 Sunk costs and core competency

2.1.1 Sunk costs

Either current or future decision does not change sunk costs and therefore these costs should
not be considered in decision-making (Friedman et al., 2007). Any previous investments in a
current internal production are to be regarded as sunk costs (Roodhooft and Warlop, 1999). For
example, expenditures on developing R&D activities, such as purchase of physical-specific

assets, recruitment and training of specialized staff, and information collection on new



technologies, are considered as sunk costs (Manez et al., 2009). These start-up investments
made to promote R&D activities become irrecoverable. Roodhooft and Warlop (1999) find an
influence of sunk costs in outsourcing decision and demonstrate that managers do take sunk
costs into account in the outsourcing decision. Jabbour (2013) suggests that sunk costs are
associated with outsourcing decision because these costs involve finding a suitable supplier,
writing contracts, monitoring and controlling the supplier’s corresponding production, and

exchanging knowledge and technology with the supplier.

2.1.2 Core competency

Core competencies can be defined as the set of collective skills, expertise and knowledge gained
in relation to the central organisational activities as against allied activities. Asatiani et al. (2019)
identify a positive relationship between a focus on core competency and level of outsourcing.
Smith et al. (2005) acknowledge that outsourcing is motivated by a clear focus on the
organisation’s core business, which enables the organisation to create and sustain a competitive
advantage. Jiang et al. (2007) point out that outsourcing core business-related functions
enhances firms’ market value because a direct relationship between firm’s core competencies
and firm’s core business makes the position of the outsourced business process in the whole
value chain relatively visible for shareholders based on technological capabilities. Viswanathan
et al. (2021) find that core-component outsourcing financially benefit companies in terms of
production cost reductions because fix costs on plant and equipment are saved and marginal

cost of production is reduced.



2.2 Transaction costs and asset specificity

2.2.1 Transaction costs

Transaction cost economics (TCE) has remained as a standard framework that is used to
investigate the determinants of make-or-buy decisions (Klein, 2005). Transaction costs consist
of the costs of executing the buy decision, including the ex-ante costs of negotiating a contract
and the ex-post costs of monitoring supplier’s performance (Williamson, 1985). Transaction
cost theory relies on two psychological assumptions: bounded rationality and opportunism
(Williamson, 1985). Where many suppliers exist in a competitive market, a company tends to
entrust activities to external parties. In such circumstances, supplier’s behaviour is monitored
by market pressures (Hennart, 1989). When the power of markets fails and the number of
potential suppliers available to a company is limited, a supplier may behave opportunistically.
Setting stringent requirements in negotiations and extensively supervising contractual
relationships can hinder this tendency for opportunistic behaviour thereby inevitably increasing
transaction costs (Dwyer and Oh, 1988). In such a situation, replacing outside suppliers with
in-house personnel can significantly reduce the transaction costs as the company can more
effectively monitor and control these internal employees’ behaviour (Hennart, 1989).
According to TCE, though there are three determinants of outsourcing: asset specificity,
uncertainty and transaction frequency, asset specificity is ranked as the most crucial since the

presence of specific assets can result in market failure (Williamson, 1985).

2.2.2 Asset specificity

Asset specificity represents the level of customization connected with the transaction.
Investments made with a degree of asset specificity refer to costs that have limited or no
economic value outside the buyer-supplier transaction. When investing in these dedicated assets,
a buyer and a supplier are locked into this transaction, because this asset is tailor-made for the

transaction and cannot be used for other purpose (Williamson, 1985). Switching to a new



relationship is prohibitively expensive due to asset specificity (John and Weitz, 1988). The
empirical literature finds that asset specificity is a critical factor that influences outsourcing
decisions and suggest that the greater the asset specificity is, the less likely it is to be outsourced
(Everaert et al., 2010; Kremic et al., 2006; Watjatrakul, 2005). Leiblein and Miller (2003) find
that asset specificity increases the risk of transaction, so the likelihood to outsource activities is
low. Everaert et al. (2010) find that higher asset specificity is associated with lower levels of
outsourcing as specific tasks require more know-how and become costly to be carried out by
external providers. De Vita and Tekaya’s (2015) argue that outsourcing under high asset

specificity can detract from a hotel’s effectiveness and seriously damage its reputation.

3. Hypotheses development

Viswanathan et al. (2021) suggest that outsourcing core-competence activities takes place at
the risk of losing opportunities to improve internal innovation capabilities because
identification and evaluation of innovation within the company can be diluted. Arms-length
monitoring makes outsourcing of core portions costly in a long-term transaction. Quinn (1999)
suggests that a company must not contract its core competences out. Instead, the client company
can remain core competence under corporate control by subcontracting non-core parts to
outside suppliers (Premuroso et al., 2012). Dekkers (2000) points out that companies should
concentrate on core competencies to react to the competitive environment. Core competencies
are a set of abilities with which organizations are the leader in the business world, thereby
delivering high value to their customers. These core competencies differentiate the company
among competitors and enable it to outperform in the competitive market. Core competencies
are physically embodied in end products known as core products (Prahalad and Hamel, 1990),
and provide companies opportunities to create new products, which are inimitable for
competitors and distinctive in marketplace (Hafeez et al., 2002). Internal production of these

products has direct impacts on product performance (Zirpoli and Becker, 2011), including



revenue generation and an increase in market share, thereby contributing to the improvement
of overall corporate performance (Gottfredson et al., 2005). Therefore, core-competence
activities are likely to be retained in-house. Hence, we propose the following hypotheses:

H1: Managers are more likely to outsource activities with sunk investments in non-core

competency resources as against core competency resources.

The core proposition of TCE predicts that under conditions of high asset specificity in the
buy-seller relationship, the transactional costs necessary to safeguard against the suppliers’
opportunistic behaviour are costly. Buying companies involved in activities with transaction-
specific investments tend to heavily rely on suppliers, and these suppliers opportunistically
increase service price or provide inferior service by the threat of termination of the contract
(Lonsdale, 2001). Consequently, the suppliers’ opportunistic behaviour negatively affects
performance of these buying companies. Under the circumstances, the transaction cost of
necessarily protecting the existing relationship or switching to a new buyer-supplier
relationship becomes higher for the outsourcers (Dabhilkar, 2011). However, a company is
capable of measuring and rewarding behaviour within the company, thereby reducing
transactional costs associated with specialized asset investments (Eisenhardt, 1989). Hence,
with the presence of asset specificity, firms favour in-house production (Everaert et al., 2010;
De Vita and Tekaya, 2015). We thus hypothesize the following:

H2a: Managers are more likely to outsource low asset-specific investments as against high

asset-specific investments.

H2b: In high asset-specific investments, managers are less likely to outsource activities with

sunk investments in non-core competency resources.



4. Experiment
4.1 Design

We examine our research questions by a 2 (sunk costs in competency resources) x 2 (asset
specificity) between-subjects experimental design. The research questions examine (1) whether
there is any difference between sunk costs in core competency and non-core competency
resources for motivating managers to choose outsourcing decisions and (2) whether asset
specificity interacts with the competency logic in outsourcing decisions. The participants were
told to assume a production manager’s role in Mountain Bicycle Limited (MBL), a hypothetical
company that designs and produces mountain bicycles for its own brand. The participant’s role
is to evaluate whether to outsource production function relating to the mountain bikes or keep
it internal within the organisation. In the experiment, the manipulations result in four cells with
sunk costs in core competency or non-core competency resources, and high or low level of asset
specific transactions. Extracts of the experimental instrument are in the Appendix.

The first independent variable is the sunk costs in competency resources, which can be either
core or non-core competency resources. Half the participants are informed that production of a
uniquely single-sided front suspension fork is core to MBL’s manufacturing capabilities and
MBL has invested US$ 5 million in this type of front suspension fork. The other half received
that production of a two-sided front suspension fork is secondary (not core) to MBL’s key
capabilities and MBL has invested US$ 5 million in this type of front suspension fork. The
second variable is asset specificity, which can be either high or low level. Half the participants
assess a customised frame. The other half evaluate a standard frame. For the dependent variable
‘likelihood of outsourcing the production of the components of the mountain bike’, the

participants are provided with a 7-Likert scale to answer those questions.



4.2 Participants

We used Qualtrics to administer the experimental instrument (see Appendix for extracts of the
instrument) and to recruit study participants. Qualtrics distributed the experimental materials to
participants, and they were randomly assigned to one of the four experimental treatment groups.

A total of 105 US-based managers participated in this experiment. We required that
participants have a minimum of two-year work experience in purchasing or supply chain
management. Since the study deals with decision making in supply chain context, we added
two specific screening questions (which would close the survey if the answers were incorrect)
as an objective assessment of their supply chain knowledge before they could commence the
experiment. The above questions gave us some comfort that the groups had an appropriate level
of competency and experience to complete the task. We wanted participants to have a
reasonable level of experience so they could appropriately complete the task (Libby et al., 2002).
The participants have an average of 23.6 years of full-time working experience and 10.2 year
of purchasing or supply chain management experience.

In terms of further information on these participants, 55.2 percent have a Bachelor degree
and 23.8 percent have a Masters degree. Though a majority are male participants, there is still
a good representation (39 percent) by female participants. A majority of the participants are

aged 35 or above (88.6 percent).

4.3 Manipulation and practical checks

Checks were undertaken to ensure the effectiveness of the manipulated variables. First, the
participants were asked to recall whether “the front suspension fork in MBL was central to the
organizational capabilities of MBL or not”. Second, participants were asked to recall whether
“the frame for mountain bikes in MBL was a commonly-used or specialized frame”. Further,

two scenario practical check questions were asked of the participants to make sure that they
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properly understanded the experimental materials. All participants correctly answered

manipulation and practical attention checks questions.

4.4 Test of Hypothesis 1 (H1)

H1 predicts that managers are more likely to outsource activities with sunk investments in non-
core competency resources as against core competency resources. Table 1, Panel A reports the
descriptive information and shows that the managers in the non-core competency condition are
more likely to outsource activities on average (M = 5.94) than those in the core competency
condition (M = 1.81). The ANOVA in Table 1, Panel B shows that this difference is very
significant (F = 666.761, p < 0.001). These results therefore support H1 in that managers are
more likely to outsource activities with sunk investments in non-core competency resources as
against core competency resources.

[Insert Table 1 here]

4.5 Test of Hypothesis 2 (H2a)

H2a predicts that managers are more likely to outsource low asset-specific investments as
against high asset-specific investments. Table 2, Panel A reports the descriptive information
and shows that the managers in the low asset-specific condition are more likely to outsource
activities on average (M = 5.74) than those in the high asset-specific condition (M = 2.04). The
ANOVA in Table 2, Panel B shows that this difference is very significant (¥ = 271.270, p <
0.001). These results therefore support H2a in that managers are more likely to outsource low
asset-specific investments as against high asset-specific investments.

[Insert Table 2 here]
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4.6 Test of Hypothesis 3 (H2b)

H2b predicts that in high asset-specific investments, managers are less likely to outsource
activities with sunk investments in non-core competency resources. Table 3 Panel A reports the
descriptive information and shows that the managers in the high asset-specific condition are
less likely to outsource activities with sunk investments in non-core competency resources on
average (M = 2.50) compared to those in the low asset-specific condition (M = 5.46). Figure 1
shows the interaction effect of sunk costs in competency resources and asset specificity. The
ANOVA in Table3, Panel B shows that this difference is very significant (F = 13.371, p <
0.001). These results therefore support H2b in that in high asset-specific investments, managers
are less likely to outsource activities with sunk investments in non-core competency resources.
[Insert Table 3 here]

[Insert Figure 1 here]

4.7 Overview of the results

The results of our experiment provide some useful insights for strategic design of outsourcing
decisions within firms. We find that the managers are more likely to outsource activities with
sunk investments in non-core competency resources and that the managers are more likely to
outsource low asset-specific investments. We also find that there is interaction effect of sunk
costs in competency resources and asset specificity on the outsourcing decisions. When firms
involved in high asset-specific investment transaction, their managers are less likely to

outsource activities with sunk investments in non-core competency resources.

5. Discussion and Conclusion
The results suggest some important findings relating to how managers are motivated to choose
outsourcing decisions. For the managers, there is the likelihood to outsource, and it also may

be part of their strategic make-buy decisions. In our experiment, we explore if there is any
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difference between sunk costs in core competency and non-core competency resources for
motivating managers to choose outsourcing decisions. These are essential natures of corporate
resources to influence management behaviour, and we are unaware of research that has
examined sunk cost in core and non-core competency resources in the context of supply chain.
We manipulate sunk costs in these competency resources and then ask the managers to indicate
the likelihood to outsource the production of the components of the mountain bike. In exploring
this research question, we find there is difference between these two natures of corporate
resources on managers’ behaviour. Our first hypothesis predicted that managers are more likely
to outsource activities with sunk investments in non-core competency resources as against core
competency resources. This expectation is due to the fact that internal production of activities
with sunk investments in core competency resources secures the competitive advantage of firms.
Our findings confirm that managers are more likely to choose outsourcing decisions when there
are activities with sunk investments in non-core competency resources.

We then explore if asset specificity interacts with the competency logic in outsourcing
decisions. Our second hypothesis predicts that managers are more likely to outsource low asset-
specific investments as against high asset-specific investments. This is due to less risks for low
asset-specific transaction compared to high asset-specific transaction which would result in
minimization of the transaction costs incurred in buying or producing the product. Our findings
confirm that managers are more likely to choose outsourcing decisions when there are activities
with low asset-specific investments.

Our third hypothesis examines the interaction effect of sunk costs in competency resources
and asset specificity on the outsourcing decisions and our findings confirm that in high asset-
specific investments, managers are less likely to outsource activities with sunk investments in
non-core competency resources compared to those in the low asset-specific investments.

Supporting these expectations, the operational make-buy literature predicts that from a strategic
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perspective, firms outsource non-core activities and focus on activities central to their capacities
to align with effective allocation of scarce resources. This is because of distinction in the
marketplace and competitive advantages. Transaction cost economics literature finds that when
investing in buyer-supplier assets, a buyer and a supplier are locked into this transaction,
because this asset is tailor-made for the transaction and cannot be used for other purpose
(Williamson, 1985). Switching to a new relationship is prohibitively expensive due to asset
specificity (John and Weitz, 1988).

Two important contributions of this study are to extend the extant sunk cost literature to test
the specific circumstances of core and non-core competency resources and to use the sunk-cost
fallacy to explain the potential reasons behind the current mixed findings in relation to the core
competency literature. This study also holds practical implications for firms in the strategic
design of outsourcing based on organizational capability considerations and opportunism
concerns. Interestingly, we find that managers are less likely to outsource activities with sunk
investments in non-core competency resources when buying firms are involved in high asset-
specific investments compared to those in the low asset-specific investments.

There are a few limitations from our study beyond the standard limitations associated with
experimental research. First, this research finds support for the operational make—buy literature
that relates to resource-based view of a firm and economic perspective on minimization of costs.
Note that the scenario in this experimental research relates only to outsourcing decisions in the
manufacturing industry. Therefore, it raises the question: Would the results also conform to
outsourcing decisions targeted at service industry?

Second, our study gives participants limited information of the buying company in order to
make the task manageable. In the real world, managers from buying firms face other challenges
concerning supplier’s cost performance, interpersonal trust between the managers and the

supplier’s sales representative and information source formality. Future research may use more
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complex experimental designs by examining the effects of these factors on outsourcing

decisions.
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Appendix
Excerpts from the Case Materials

EXPERIMENT - ALL CONDITIONS

Mountain Bicycle Limited (MBL)

Background Information

Mountain Bicycle Limited (MBL) is a medium sized mountain bicycle company. MBL designs
and produces mountain bicycles for its own brand. MBL provides various types of mountain
bikes with different levels of technology to consumers from beginners to professional users.
Effective supply chain management can contribute to MBL’s competitiveness in the market.
MBL had US$ 300 million in sales, US$ 30 million in profits and US$ 200 million in assets
last financial year.

EXPERIMENT - FOUR DIFFERENT CONDITIONS
CONDITION 1: Prior Investment in Core Competency and High Asset Specificity

As a product manager, it is your responsibility to evaluate whether to outsource production function
relating to the mountain bikes or keep it internal within the organisation. Benefits of outsourcing
include cost saving, economies of scale and access to expertise. Benefits of internal production
include full internal control, intellectual property protection and faster response times. MBL mountain
bikes include two main components: (a) a front suspension fork and (b) a frame.

(a) Front suspension fork: Production of a uniquely single-sided front suspension fork is core to
MBL’s manufacturing capabilities. In a decision supported by senior management, MBL has
invested US$ 5 million in this type of front suspension fork. Mountain bikes with the front suspension
fork can make MBL stay ahead in technological advancements and provide a competitive

precision, and smooth travel.

(b) Frame: Mountain bike frame consists of the main body structure (other than the front suspension
fork) that is designed and moulded differently to suit different customer requirements. MBL believes
that a customized mountain bike frame designed for MBL differentiates its products in the market.
e Carbon is a new material used for MBL mountain bike frame and different from the
material that competitors use. Full carbon mountain bikes are lightweight, stable and fast.
¢ Mountain bikes with customer-specific frame design can make every rider, from the shortest
to tallest, experience the same suspension performance. Other companies do not apply this
rear suspension to their products.
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CONDITION 2: Prior Investment in Non-Core Competency and High Asset Specificity

As a product manager, it is your responsibility to evaluate whether to outsource production function
relating to the mountain bikes or keep it internal within the organisation. Benefits of outsourcing
include cost saving, economies of scale and access to expertise. Benefits of internal production include
full internal control, intellectual property protection and faster response times. MBL mountain bikes
include two main components: (a) a front suspension fork and (b) a frame.

(a) Front suspension fork: Production of a two-sided front suspension fork is secondary (not core)
to MBL’s key capabilities. In a decision supported by senior management, MBL has invested $US
5 million in this type of front suspension fork. Mountain bikes with this front suspension fork has no
particularly distinguishing innovations and features. It will not give MBL a notable edge over its
competitors in the market.

(b) Frame: Mountain bike frame consists of the main body structure (other than the front suspension
fork) that is designed and moulded differently to suit different customer requirements. MBL believes
that a customized mountain bike frame designed for MBL differentiates its products in the market.
e Carbon is a mew material used for MBL mountain bike frame and different from the
material that competitors use. Full carbon mountain bikes are lightweight, stable and fast.
¢ Mountain bikes with customer-specific frame design can make every rider, from the shortest
to tallest, experience the same suspension performance. Other companies do not apply this
rear suspension to their products.

CONDITION 3: Prior Investment in Core Competency and Low Asset Specificity

As a product manager, it is your responsibility to evaluate whether to outsource production function
relating to the mountain bikes or keep it internal within the organisation. Benefits of outsourcing
include cost saving, economies of scale and access to expertise. Benefits of internal production
include full internal control, intellectual property protection and faster response times. MBL mountain
bikes include two main components: (a) a front suspension fork and (b) a frame.

(a) Front suspension fork: Production of a uniquely single-sided front suspension fork is core to
MBL’s manufacturing capabilities. In a decision supported by senior management, MBL has
invested US$ 5 million in this type of front suspension fork. Mountain bikes with the front suspension
fork can make MBL stay ahead in technological advancements and provide a competitive

precision, and smooth travel.

(b) Frame: Mountain bike frame consists of the main body structure (other than the front suspension
fork) that is designed and moulded differently to suit different customer requirements. MBL designs
a standard frame for its products.
+ Conventional material is used for MBL mountain bike frame. Competitors use the same
material.
e Hardtail mountain bikes do not feature a rear suspension. This design is commonly used in
the market.
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CONDITION 4: Prior Investment in Non-Core Competency and Low Asset Specificity

As a product manager, it is your responsibility to evaluate whether to outsource production function
relating to the mountain bikes or keep it internal within the organisation. Benefits of outsourcing
include cost saving, economies of scale and access to expertise. Benefits of internal production
include full internal control, intellectual property protection and faster response times. MBL mountain
bikes include two main components: (a) a front suspension fork and (b) a frame.

(a) Front suspension fork: Production of a two-sided front suspension fork is secondary (not core)
to MBL’s key capabilities. In a decision supported by senior management, MBL has invested $US
5 million in this type of front suspension fork. Mountain bikes with this front suspension fork has no
particularly distinguishing innovations and features. It will not give MBL a notable edge over
its competitors in the market.

(b) Frame: Mountain bike frame consists of the main body structure (other than the front suspension
fork) that is designed and moulded differently to suit different customer requirements. MBL designs
a standard frame for its products.
¢ Conventional material is used for MBL mountain bike frame. Competitors use the same
material.
¢ Hardtail mountain bikes do not feature a rear suspension. This design is commonly used in
the market.

18



References

Asatiani, A., Penttinen, E., and Kumar, A. (2019), “Uncovering the nature of the relationship
between outsourcing motivations and the degree of outsourcing: An empirical study on Finnish
small and medium-sized enterprises”, Journal of Information Technology, VVol. 34 No.1, pp.39—
58. https://doi.org/10.1177/0268396218816255

Dabhilkar, M. (2011), “Trade-offs in make-buy decisions”, Journal of Purchasing and Supply
Management, VVol. 17 No. 3, pp.158-166. https://doi.org/10.1016/j.pursup.2011.04.002

De Vita, G., and Tekaya, A, (2015). “Hotel outsourcing under asset specificity: The good, the
bad and the ugly”, Tourism Management, Vol. 47, pp.97-106.
https://doi.org/10.1016/j.tourman.2014.09.012

Dekkers, R. (2000), “Decision models for outsourcing and core competencies in
manufacturing”, International Journal of Production Research, Vol. 38 No. 17, pp.4085-4096.
https://doi.org/10.1080/00207540050204948

Dwyer, F. R., and Oh, S. (1988), “A transaction cost perspective on vertical contractual
structure and interchannel competitive strategies”, Journal of Marketing, VVol. 52 No. 2, pp.21-
34. https://doi.org/10.1177/002224298805200202

Eisenhardt, K. M. (1989), “Agency theory: An assessment and review”, Academy of
Management Review, Vol. 14 No. 1, pp.57—-74. https://doi.org/10.5465/amr.1989.4279003

Everaert, P., Sarens, G., and Rommel, J. (2010), “Using transaction cost economics to explain
outsourcing of accounting”, Small Business Economics, Vol. 35 No. 1, pp.93-112.
https://doi.org/10.1007/s11187-008-9149-3

Friedman, D., Pommerenke, K., Lukose, R., Milam, G., and Huberman, B. A. (2007),
“Searching for the sunk cost fallacy”, Experimental Economics, Vol. 10 No. 1, pp.79-104.
https://doi.org/10.1007/s10683-006-9134-0

19


https://doi.org/10.1177/0268396218816255
https://doi.org/10.1016/j.pursup.2011.04.002
https://doi.org/10.1016/j.tourman.2014.09.012
https://doi.org/10.1016/j.tourman.2014.09.012
https://doi.org/10.1080/00207540050204948
https://doi.org/10.1177/002224298805200202
https://doi.org/10.5465/amr.1989.4279003
https://doi.org/10.1007/s11187-008-9149-3
https://doi.org/10.1007/s10683-006-9134-0

Gewald, H., and Dibbern, J. (2009), “Risks and benefits of business process outsourcing: A
study of transaction services in the German banking industry”, Information & Management,
Vol. 46 No. 4, pp.249-257. https://doi.org/10.1016/j.im.2009.03.002

Gilley, K. M., and Rasheed, A. (2000), “Making more by doing less: An analysis of outsourcing
and its effects on firm performance”, Journal of Management, VVol. 26 No. 4, pp.763—790.
https://doi.org/10.1177/014920630002600408

Gottfredson, M., Puryear, R., and Phillips, S. (2005), “Strategic sourcing: From periphery to
the core”, Harvard Business Review, Vol. 83 No. 2, pp.132-139.
https://europepmc.org/article/med/15724581

Hafeez, K., Zhang, Y. B., and Malak, N. (2002), “Core competence for sustainable competitive
advantage: A structured methodology for identifying core competence”, IEEE Transactions on
Engineering Management, VVol. 49 No. 1, pp.28-35. https://doi.org/10.1109/17.985745

Hafeez, K., Malak, N., and Zhang, Y. B. (2007), “Outsourcing non-core assets and competences
of a firm using analytic hierarchy process”, Computers & Operations Research, Vol. 34 No.
12, pp.3592—-3608. https://doi.org/10.1016/j.cor.2006.01.004

Hennart, J.-F. (1989), “Can the “new forms of investment” substitute for the “old forms?” A
transaction costs perspective”, Journal of International Business Studies, Vol. 20 No. 2,
pp.211-234. https://doi.org/10.1057/palgrave.jibs.8490369

Jabbour, L. (2013), “Market thickness, sunk costs, productivity, and the outsourcing decision:
An empirical analysis of manufacturing firms in France”, Canadian Journal of Economics, Vol.
46 No. 1, pp.103-134. https://doi.org/10.1111/caje.12007

Jiang, B., Belohlav, J. A., and Young, S. T. (2007), “Outsourcing impact on manufacturing
firms’ value: Evidence from Japan”, Journal of Operations Management, Vol. 25 No. 4,
pp.885-900. https://doi.org/10.1016/j.jom.2006.12.002

20


https://doi.org/10.1016/j.im.2009.03.002
https://doi.org/10.1177/014920630002600408
https://europepmc.org/article/med/15724581
https://doi.org/10.1109/17.985745
https://doi.org/10.1016/j.cor.2006.01.004
https://doi.org/10.1057/palgrave.jibs.8490358
https://doi.org/10.1057/palgrave.jibs.8490358
https://doi.org/10.1111/caje.12007
https://doi.org/10.1016/j.jom.2006.12.002

John, G., and Weitz, B. A. (1988), “Forward integration into distribution: An empirical test of
transaction cost analysis”, Journal of Law, Economics & Organization, Vol. 4 No. 2, pp.337-
355. https://doi.org/10.1093/oxfordjournals.jle0.a036955

Klein, P. G. (2005), “The make-or-buy decision: Lessons from empirical studies. Menard, C.
and Shirley M. M. (Eds.), Handbook of New Institutional Economics, Springer, New York, NY,
pp.435-464. https://doi.org/10.1007/0-387-25092-1_18

Kremic, T., Icmeli Tukel, O., and Rom, W. O. (2006), “Outsourcing decision support: A survey
of benefits, risks, and decision factors”, Supply Chain Management: An International Journal,
Vol. 11 No. 6, pp.467—482. https://doi.org/10.1108/13598540610703864

Leiblein, M. J., and Miller, D. J. (2003), “An empirical examination of transaction- and firm-
level influences on the vertical boundaries of the firm”, Strategic Management Journal, Vol.
24 No. 9, pp.839-859. https://doi.org/10.1002/smj.340

Libby, R., Bloomfield, R., and Nelson, M. W. (2002), “Experimental research in financial
accounting”, Accounting, Organizations and Society, Vol. 27 No. 8, pp.775-810.
https://doi.org/10.1016/S0361-3682(01)00011-3

Lonsdale, C. (2001), “Locked-in to supplier dominance: On the dangers of asset specificity for
the outsourcing decision”, Journal of Supply Chain Management, Vol. 37 No. 2, pp.22-27.
https://doi.org/10.1111/].1745-493X.2001.tb00096.x

Manez, J. A., Rochina-Barrachina, M. E., Sanchis, A., and Sanchis, J. A. (2009), “The role of
sunk costs in the decision to invest in R&D”, The Journal of Industrial Economics, VVol. 57 No.
4, pp.712-735. https://doi.org/10.1111/j.1467-6451.2009.00398.x

Prahalad, C. K., and Hamel, G. (1990), “The core competence of the corporation”, Harvard
Business Review, Vol. 68 No. 3, pp.79-91. https://hbr.org/1990/05/the-core-competence-of-

the-corporation

21


https://doi.org/10.1093/oxfordjournals.jleo.a036955
https://doi.org/10.1007/0-387-25092-1_18
https://doi.org/10.1108/13598540610703864
https://doi.org/10.1002/smj.340
https://doi.org/10.1016/S0361-3682(01)00011-3
https://doi.org/10.1111/j.1745-493X.2001.tb00096.x
https://doi.org/10.1111/j.1467-6451.2009.00398.x
https://hbr.org/1990/05/the-core-competence-of-the-corporation
https://hbr.org/1990/05/the-core-competence-of-the-corporation

Premuroso, R. F., Skantz, T. R., and Bhattacharya, S. (2012), “Disclosure of outsourcing in the
annual report: Causes and market returns effects”, International Journal of Accounting
Information Systems, Vol. 13 No. 4, pp.382—-402. https://doi.org/10.1016/j.accinf.2012.05.001

Quinn, J. B. (1999), “Strategic outsourcing: Leveraging knowledge capabilities”, Sloan
Management Review, Vol. 40 No. 4, pp.9-21. https://sloanreview.mit.edu/article/strategic-

outsourcing-leveraging-knowledge-capabilities/

Roodhooft, F., and Warlop, L. (1999), “On the role of sunk costs and asset specificity in
outsourcing decisions: A research note”, Accounting, Organizations and Society, VVol. 24 No.
4, pp.363-369. https://doi.org/10.1016/S0361-3682(98)00069-5

Smith, J. A., Morris, J., and Ezzamel, M. (2005), “Organisational change, outsourcing and the
impact on management accounting”, The British Accounting Review, Vol. 37 No. 4, pp.415—
441. https://doi.org/10.1016/j.bar.2005.07.004

Viswanathan, M., Mukherji, P., Narasimhan, O., and Chandy, R. (2021), “The performance
impact of core-component outsourcing: Insights from the LCD TV industry”, Journal of
Marketing Research, Vol. 58 No. 4, pp.801-826. https://doi.org/10.1177/00222437211010766

Watjatrakul, B. (2005), “Determinants of IS sourcing decisions: A comparative study of
transaction cost theory versus the resource-based view”, The Journal of Strategic Information
Systems, Vol. 14 No. 4, pp.389-415. https://doi.org/10.1016/j.jsis.2005.05.001

Whitten, D., and Wakefield, R. L. (2006), “Measuring switching costs in IT outsourcing
services”, The Journal of Strategic Information Systems, Vol. 15 No. 3, pp.219-248.
https://doi.org/10.1016/j.jsis.2005.11.002

Williamson, O.E. (1985), The Economic Institutions of Capitalism, Free Press, New York, NY.

Zirpoli, F., and Becker, M.C. (2011), “What happens when you outsource too much”, MIT Sloan
Management Review, Vol. 52 No. 2, pp.59-64. https://sloanreview.mit.edu/article/what-
happens-when-you-outsource-too-much/

22


https://doi.org/10.1016/j.accinf.2012.05.001
https://sloanreview.mit.edu/article/strategic-outsourcing-leveraging-knowledge-capabilities/
https://sloanreview.mit.edu/article/strategic-outsourcing-leveraging-knowledge-capabilities/
https://doi.org/10.1016/S0361-3682(98)00069-5
https://doi.org/10.1016/j.bar.2005.07.004
https://doi.org/10.1177/00222437211010766
https://doi.org/10.1016/j.jsis.2005.05.001
https://doi.org/10.1016/j.jsis.2005.11.002
https://sloanreview.mit.edu/article/what-happens-when-you-outsource-too-much/
https://sloanreview.mit.edu/article/what-happens-when-you-outsource-too-much/

Table 1: Descriptive statistics and ANOVA for Likelihood of Outsourcing

Panel A: Descriptive Statistics for Likelihood of Outsourcing?
Sunk Costs in

Sunk Costs in

Row means
Core competency Non-core competency
. 1.96° 6.14 3.87
High Asset
Spgciﬁcity [0.82] [0.83] [2.26]
(n=26) (n=22) (n=48)
1.68 5.77 3.54
gg‘e"’mﬁiff; [0.65] [0.95] [2.20]
(n=31) (n=26) (n=57)
1.81 5.94 3.70
Column Means [0.74] [0.91] [2.22]
(n=57) (n=48) (n =105)
Panel B: ANOVA
Factor SS df Mean Square F p-value
Type of 441.924 1 441.924 666.761 0.000
Competency
Level of Asset 2.743 1 2.743 4.138 0.045
Specificity
Type of
Competency =
Level of Asset 0.045 1 0.045 0.067 0.796
Specificity
Error 66.942 101 0.663

2 ikelihood of outsourcing are measured by participants’ responses to the likelihood of outsourcing
the production of the suspension fork of the mountain bike. The participants are provided with a 7-
Likert scale to answer the question.
b Cells contain mean [standard deviation] and (number of observations).
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Table 2: Descriptive statistics and ANOVA for Likelihood of Outsourcing

Panel A: Descriptive Statistics for Likelihood of Outsourcing?

Sunk Costs in Sunk Costs in
Row means
Core competency Non-core competency
. 2.46" 1.55 2.04
g'gziﬁ;st“ [1.42] [1.14] [1.37]
P y (n = 26) (n = 22) (n = 48)
5.90 5.54 5.74
gg‘e"’céﬁg [1.04] [0.95] [1.01]
(n=31) (n=26) (n=57)
4.33 3.71 4.05
Column Means [2.12] [2.26] [2.19]
(n=57) (n=48) (n =105)
Panel B: ANOVA
Factor SS df Mean Square F p-value
Type of 10.609 1 10.609 8.051 0.005
Competency
Level of Asset 357.451 1 357.451 271.270 0.000
Specificity
Type of
Competency =
Level of Asset 1.966 1 1.966 1.492 0.225
Specificity
Error 133.087 101 1.318

2 ikelihood of outsourcing are measured by participants’ responses to the likelihood of outsourcing
the production of the frame of the mountain bike. The participants are provided with a 7-Likert scale
to answer the question.

b Cells contain mean [standard deviation] and (number of observations).
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Table 3: Descriptive statistics and ANOVA for Likelihood of Outsourcing

Panel A: Descriptive Statistics for Likelihood of Outsourcing?

Sunk Costs in Sunk Costs in
Row means
Core competency Non-core competency
. 1.85P 2.50 2.15
High Asset [0.88] [1.74] [1.37]
Specificity
(n =26) (n=22) (n=48)
2.94 5.46 4.09
gg‘e"’céﬁg [1.32] [1.21] [1.79]
(n=31) (n=26) (n=57)
2.44 410 3.20
Column Means [1.25] [2.09] [1.87]
(n=57) (n=48) (n =105)
Panel B: ANOVA
Factor SS df Mean Square F p-value
ype of 65.391 1 65.391 38574 0.000
ompetency
Level of Asset 106.117 1 106.117 62.508 0.000
Specificity
Type of
Competency > 22,667 1 22,667 13.371 0.000
Level of Asset
Specificity
Error 171.217 101 1.695

2 ikelihood of outsourcing are measured by participants’ responses to the likelihood of outsourcing
the production of both suspension fork and frame simultaneously of the mountain bike. The participants
are provided with a 7-Likert scale to answer the question.

b Cells contain mean [standard deviation] and (number of observations).
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Figure 1: Interaction Effect of Competency and Asset Specificity
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