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Abstract

This paper presents a macroeconomic model where firms may endogenously outsource part of
their production process. We start from the premise that adaptation to uncertainty cannot be con-
tracted upon in the worker - employer relationship. Outsourcing decisions then balance flexibility
gains against hold-up costs of opportunistic behavior by outside contractors. In equilibrium, the
degree of outsourcing is shown to depend on the degree of product market competition, contractor’s
bargaining power, and the volatility of demand shocks. Our main result is that an increase in the
degree of outsourcing amplifies the volatility of firm sales and employment; it does not, however,
amplify aggregate uncertainty. This theory is therefore a good candidate in explaining the rise in
firm level uncertainty witnessed in the US over the past 30 years. It also provides valuable insights
on the relation between globalization and competition on the one hand, and firm level uncertainty
and job instability on the other. Finally, we bring our theory’s implications to the test. Evidence
from firm level data is shown to be largely consistent with the main implications of our theory.
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1 Introduction

It is a common view among practitioners of the firm that outsourcing improves corporate flexibility.
Because outside suppliers are given stronger incentives to adapt, vertical separation allows to follow
demand shifts more closely. This paper starts from such premises, to assess the determinants of
outsourcing and its links with firm level uncertainty. The main result of our theoretical and empirical
investigations is that outsourcing amplifies demand shocks by increasing the firm-level volatility of

sales and employment.
[figure 1 here]

An emerging literature documents the recent rise in the uncertainty of corporate environment
within industrialized economies (Comin [2000], Chaney, Gabaix and Philippon [2002]). Three stylized
facts have been established: 1/ there are signs that firm level labor demand fluctuates nowadays more
than in the past!; 2/ Firm-level volatility of sales and cash-flows has increased (see figure for evidence
on US firms)?; 3/ This rise in uncertainty is not driven by larger aggregate shocks® but rather by what
seems to be larger idiosyncratic shocks?. Our theory proposes a common explanation for all these
facts: the trend toward “externalization”, “fragmentation” or “outsourcing” of production processes.’
As a consequence, our theory also suggests how trade openness, by making outsourcing easier, may
have indirectly increased the degree of firm level uncertainty. In addition, even within relatively
closed economies, we believe our theory may provide an explanation of how increased product market

competition, or technical change enabling outsourcing, may also have contributed to the rise in firm

level uncertainty.

IThere has been an increase in the short run volatility of labor earnings (Gottschalk and Moffit [1994]) and some
authors have documented an increase in job turnover, at least for some skill groups in the US (Neumark [2000]), and for
all kinds of workers in France (Givord and Maurin [2001]). Consistently with this, workers now perceive their positions
as more insecure than ever (OECD [1997]).

2Campbell et al [2001] documents an increase in stock returns volatility over the past four decades, which they
interpret as a rising volatility in firm-level cash flows. Chaney et al. [2002] confirm this evidence by looking at firm-level
data using Compustat: They show that standard deviations of sales and employment growth rates at the firm level have
simultaneously increased during the last 3 decades, even after controlling for entry and size effects

3Several recent empirical studies even show that there has been a decline in the aggregate volatility in the US since
the mid-80s (for example see Stock and Watson [2002])

4A striking illustration of this fact is provided by Campbell and al. [2001], who decompose the volatility of stocks
return in three parts: a market, an industry, and a firm specific component. Their analysis shows that the increase in
stocks returns volatility they witness is fully accounted for by the changes in the last component. To explain this, they
end up exploring various hypotheses: a rise in idiosyncratic uncertainty of firm level cash flows seems the most plausible.

With respect to labor market evidence, Gottshalk and Moffit [1994] conclude their analysis by stating that most of the
increase in transitory variance of earnings appears to have incurred at the individual level and cannot be linked to any
macroeconomic or industry-level changes. More broadly, the literature on US wage inequality documents that a large
share (some two thirds) of the recent spread of the wage distribution is accounted for by the so-called “within-group”
part (see e.g. June et al [1993]). In other words, wage inequality has risen, even among very similar workers.

5This trend has been widely documented in the international trade literature (Feenstra [1998] for example).



Our view of outsourcing rests on two core assumptions. The first one is that firms face demand
shocks which require adaptation efforts from the workforce. The second one is that these shocks are, at
least partially, non contractible upon. It is therefore difficult for firms to enforce the ex-post efficient
level of efforts from their workers. By reliquishing ownership of intermediate inputs to subcontractors,
firms make these workers credible residual claimants on joint output, and provide them with the
proper incentives to adapt. In sum, outsourcing increases flexibility as it enables firms to switch from
ex-ante to ex-post production decisions ( see Jones and Ostroy [1984] for an analysis of flexibility
under uncertainty). However, the bilateral nature of the subcontractor-final producer relation gives
rise to a hold up problem (Grossman and Hart [1986]). In our model, firms therefore trade off the
benefits of flexibility against its costs in term of opportunism.

The equilibrium level of outsourcing is shown to depend on the degree of product market compe-
tition, final demand uncertainty, and contractor opportunism. Competition matters because, when
final demand becomes very sensitive to the price policy of the firm, any ex-post productive inefficiency
is very costly: Competition thefore exacerbates the desire for flexibility and outsourcing.

In turn, the degree of outsourcing is shown to amplify firm level uncertainty. The intuition is that
both parts of the production process are to some extent complement, such that increased flexibility
on the subcontractor’s side has to be matched with a similar increase on the other (ie. in house
production).® Hence, an interesting side product of the model is the positive relation between product
market competition and firm level uncertainty. Competition promotes outsourcing, which in turn
amplifies uncertainty. Without outsourcing, the model would predict the opposite relation.

General equilibrium analysis then brings two important insights. First, aggregate shocks to the
economy are not amplified by the degree of outsourcing - only idiosyncratic shocks are. Hence, in
our theory, outsourcing increases idiosyncratic uncertainty, but not aggregate one, consistently with
one of the stylized facts mentioned above. Second, because of hold-up inefficiencies, outsourcing is
shown to be a positive externality on firm’s profits: hence, outsourcing increases profits, and promotes
innovation. In turn, if innovation generates uncertainty - as in the model of growth through creative
destruction of Aghion and Howitt [1992] for example - then innovation promotes outsourcing. Our
model thus generates a positive feedback loop between outsourcing, creative destruction and firm level
uncertainty.

The main predictions of our model are then brought to the test on firm level data. We find a

robust positive correlation between various measure of uncertainty and our measure of outsourcing.

5The intuition closest to ours can be found in early work by Hartman [1976], who looks at the relation between the
firm’s ability to adapt to shocks and the degree of substitutability between labor - the adjustable input - and capital,
the fixed input.



In line with our result about amplification we show that firms adapt more their sales to industry-wide
demand shocks when they outsource a larger part of their production process with respect to the
industry average. Such evidence is robust to various estimation techniques, and extends to measures
of labor demand.”

This paper builds on two distinct research paths. First we build on Grossman and Hart [1986]
to model the subcontractor - client relationship. But our emphasis on flexibility and adaptation
takes us closer to a somewhat older literature on outside contracting, starting with Arrow [1975],
and Carlton [1979]. This literature’s concern however is more on uncertainty in the upstream part of
the production process, rather than in final demand volatility. Closest to our microeconomic model
is a recent paper by Matouschek and Ramezzana [2002], who study the relation between vertical
integration and market frictions. Albeit for different reasons, we share the same causal relation from
uncertainty to outsourcing, but our theory has the additionnal implication that outsourcing has itself
an impact on uncertainty. Given our macroeconomic approach, our model may also be related to
various contributions that tried to investigate the macroeconomic consequences of outsourcing. Just as
we do, Grossman and Helpman [2001,2002] provide a general equilibrium framework with endogenous
outsourcing to understand the relation between vertical separation, the extent of competition and
trade barriers. Their models rest upon very different microeconomic foundations for the choice of
outsourcing, as they do not look at the relation between outsourcing and uncertainty, which is focus
of the present paper. Closer to this issue, following intuitions of Means [1932], Basu [1995] proposed
a model where firms are clients of each other for their intermediate inputs. With fixed prices of
intermediate inputs, macroeconomic shocks are propagated and amplified to all firms through these
outsourcing relations. However in Basu’s model outsourcing is fully exogenous, and the analysis focuses
on aggregate fluctuations rather than firm level one.

Secondly, this paper contributes to the growing debate on the causes and consequences of the rise
in corporate uncertainty. This research builds on intuitions expressed two decades ago by Piore and
Sabel [1984]. Increased product market uncertainty has compelled firms to reorganize and to adopt
more flexible production technologies. Comin [2000] investigates the consequences of this evolution on
the productivity slowdown, while Thesmar and Thoenig [2000], Mobius [2000] and Aghion et al. [2001]
emphasize both product and labor market issues. Compared to these contributions, the twin novelty
of our paper is both to highlight the key role of vertical separation and to provide plausible foundations

for the rise in uncertainty. Our theory also has interesting implications on international trade. In this

"This evidence is consistent with recent results of Mulhainathan and Scharfstein [2001] from the chemical industry.
They find that non integrated firms tend to have production capacity that is more sensitive to demand shocks, though
they interprete this piece of evidence differently.



vein, a related contribution is Rodrik [1997,1998]’s analysis of the relation between globalization and
volatility. Rodrik’s concern, however, is on focused the political economy of globalization, while the
way globalization increases uncertainty is left not modelled. We believe nonetheless that our theory
usefully allows to confirm some of his intuitions.

The roadmap of this paper is fairly simple. The next section highlights the key features of the
model. Section III exhibits the most important predictions of our theory. Section IV brings the results
to the test, using French firm level data over the 1984-1999 period. Section V concludes and provides

leads for further research.

2 The Framework

We consider the case of perfect vertical specialization (Yi, [2002]): the domestic country imports
intermediate goods which are combined with goods produced domestically in order to build final
goods®. Hence, suppliers are abroad, while producers (those who make part of the product, and
assemble all intermediate inputs) are in the home country. Part of this final production is exported.

To keep the model simple we restrict our analysis to a static small open economy.

2.1 Demand

The product market is broken down into a continuum of differentiated varieties i € [0, 1]. Represen-

tative agent maximizes:

[

I 1 o1 o
Y = [/ 77y, ° di]o-1 where o > 1
0
where E(7;) = 1, Var(7;) = o2,corr(7;,7j) = 0 for i # j. These stochastic preferences’ generate
uncorrelated idiosyncratic demand shocks that will be the motivation for outsourcing: for the moment
we assume no aggregate uncertainty. There is monopolistic competition between varieties such that
demand faced by each firm is:

~ D 1
d; = mﬂp;" where the price index is: P = [/ %kp,i_"dk]l/lf‘f (1)
0

where D stands for the total expenditure dedicated to the purchase of final goods. To simplify

exposition, it is convenient to use the following notation TZ = %ﬂ‘- In a very standard way o

80ur results could be similarly obtained in a closed economy framework. However, we consider hereafter a small open
economy setup because it simplifies exposition. We also believe that the most straightforward application of our model
is the study of the links between globalization and uncertainty: This issue will be discussed in more detail later on.

®An equivalent interpretation is that varieties y; are in fact intermediate goods used to produce a final good Y. In
that case shocks 7; are technological shocks.



corresponds to the price elasticity of demand function (1): hence the larger it is, the smaller is
monopoly power of each producer i. Hereafter we consequently interpret o as the degree of competition
in the economy.

Finally foreign consumer is assumed to have a similar utility than the domestic one. Consequently:
D = D? + Df where D? is domestic spending and D7 foreign spending. As the model is static, trade
between domestic and foreign countries is balanced and the trade balance equilibrium determinates

D/ . In the whole analysis D is the numeraire.

2.2 Production

Production of good y; requires a continuum of intermediate tasks z; indexed by j € [0,1]. A share s of
these tasks can be outsourced - in the foreign country - whereas the remaining share is produced in-
house - domestically. In the following, we call s the level of outsourcing of the production process. Each
intermediate task j uses two inputs: labor (in quantity {;) and effort (quantity e;) from a supervisor.
There are two supervisors, one for in-house production, and one for outsourced production. The
supervisor in charge of outsourced tasks owns his production, while it is the entrepreneur owning the
license of good 3; that owns the output of tasks performed in house. This productive structure is

summarized in figure 2.
[Figure 2 here]

Production technology of good y; is Cobb Douglas in tasks x;:

s 1
Iny; :/ ln('y_l;vj)dj —I—/ In z;dj (2)
0 s

where v > 1 is an iceberg cost: part of the outsourced tasks is lost in the assembly process. This
cost can be interpreted either as a transportation cost or as a trade barrier. Each task x; is produced
by the supervisor in charge of production. For this purpose she hires a quantity /; of labor and

undertakes an effort e; where:
xj =% (3)

In the domestic country labor quantity L is supplied inelastically at wage w. In the foreign country
(where all suppliers are), labor is paid at an exogenous wage w*. We assume that the cost of effort is
the same in both countries and is equal in real terms to ¢ units of consumption good Y. Finally we
do not allow for occupational choice: The population of entrepreneurs and supervisors is exogenously
fixed such that there is one entrepreneur and two supervisors (one domestically, the other abroad) for

each product in the continuum [0; 1].



2.3 Modelling Organizational flexibility: Outsourcing

The use of outsourcing to manage uncertainty is well known to businessmen (for the case of IT
departments, see Lacity et al. [1995]).10 In this section, we depict a model where the benefits
of outsourcing in term of enhanced flexibility are illustrated. For this purpose, we follow a route
similar to Battigalli and Maggi [2002]. To them, contract incompletness balances two polar types
of imperfections: “discretion, meaning that the contract does not specify the parties’ behaviors with
sufficient precision; and rigidity, meaning that the parties’obligations are not sufficiently contingent
on the external state” (quoting the authors).

Equivalently, our modelling strategy implies that outsourcing contracts between a firm and its
suppliers exhibit less rigidity and more discretion than internal contracts.!! The intuition is simple.
In the presence of the uncertainty, contracts specify how in-house workers must adapt ex-post their
actions to the state of nature. But imperfections (such as costs of writing contracts, unforeseen
contingencies, absence of verifiability by an external party, etc.) make these in-house contracts exhibit
a certain degree of rigidity. In turn this rigidity creates some ex-post inefficiency as the action specified
in the contract does not necessarly fit optimaly the state of nature. In the opposite outsourcing, by
transfering ownership from the firm to outside suppliers, gives suppliers the proper incentives to choose
ex-post the optimal action even if this action was not specified ex-ante in the contract. Hence this
very process of empowerment makes the contracts between a firm and its suppliers less rigid and more
discrete.

More precisely, in our framework flexibility is an issue because there are random demand shocks
(the 7’s in equation (1)): it is therefore always better to wait for information revelation before choosing

the levels of efforts. We assume that: i/ supervisors’ efforts are observable and verifiable but cannot be

1°Tn the new economy, a well known example of this relation is given by the success of Dell in selling and shipping
personal computers to its customers (Magretta [1998]). Dell corporation is the entity that coordinates a very tight
network of part makers, that are kept very well informed about the quantities ordered and supposed dates of deliveries.
Suppliers are not owned by Dell, but the relation that binds them to the PC assembler is tight: According to Michael
Dell the gain of such an organization, which he calls ” Virtual Integration”, is a reduction in time to market, and therefore
a better adaptation to demand changes.

HNote that there are other, credible ways to rationalize the role of outsourcing in improving flexibility. An alternative,
but nearly similar, mechanism relies on product standardization and capacity constraints. Indeed when some inputs
cannot be adjusted instantaneously to demand fluctuations, vertical separation allows to transfer part of the demand
uncertainty to the subcontractor. Why would subcontracting firms accept to share part of the risk faced by final good
producers? One argument, present in a previous version of this paper, is that subcontractors can diversify their risk
by selling to various purchasing firms. Of course, for this to be true, subcontractors must produce general purpose
intermediate goods which are not specific to a particular final good firm.

This approach of the issue would be closer to the literature on vertical integration pre Grossman and Hart which states
that ”it is profitable for firms to maintain an internal supply of operation which runs at full utilization, allowing outside
suppliers to absorb fluctuations in demand” (quote from Lieberman [1991]; prominent contributions to this litterature
include Chandler [1977], Carlton [1979] and Porter [1982]).



contingent on external state (such as final output, cash-flows, etc.)!?; ii/ contracts are signed ex-ante
(before information disclosure).'> As a consequence, it is impossible for the entrepreneur to provide
incentives to in-house supervisor A for making efficient effort after T is revealed: this is an extreme
case of contractual rigidity. The only way to enforce the ex-post required level of effort is by leaving
ownership of the intermediate inputs to supervisor B and simultaneously giving her some discretion
about her desired level of effort: Endowed with the proper incentives, B therefore undertakes the
efficient ex post effort. But in that case, there is a ex-post opportunism problem as the entrepreneur
cannot commit ex-ante not to hold-up B. As a result outsourcing decisions balances rigidity and
discretion. The cost of rigidity is ex-post misallocation of efforts (with regards to demand shocks) and
the costs of discretion is ex-post opportunism (ie. hold-up).

The timing of actions is the following;:

e 1/ contracting and outsourcing: the entrepreneur signs a contract with the supervisor A spec-
ifying the required level of effort e, and the supervisor’s compensation W#4. Moreover the
entrepreneur chooses the share s of tasks to be outsourced. When this is decided, the en-
trepreneur auctions the supplier’s license to an infinity of potential supervisors: this ensures

that they pay him the expected profits of doing so.™

e 2/ Information: Uncertainty 7 about the state of the final demand is revealed to everyone

(entrepreneurs and supervisors).

e 3/ Effort: Supervisors A and B take efforts (e?)i>s,(e?)i<s. A takes into account the contract
signed in period 1, that the entrepreneur cannot amend. B accounts for the impact of her effort
on the share of profits she will obtain in period 4. Each unit of effort costs ¢ units of forgone

consumption to each of the supervisors.

e // Nash-Bargaining: After production, the entrepreneur and supervisor B bargain over the total
surplus. We assume here that there is no secondary market for already produced tasks such that

outside option is 0 if the negociation fails. Thus supervisor B gets a fraction ¢ < 1 of profits.

12This assumption is standard in the incomplete contracts literature (see e.g. Grossman and Hart [1986], Aghion and
Tirole [1994]). Grossman and Helpman [2002] provide elements of literature that could be raised to justify it, while
acknowledging the foundations of incomplete contracts are still the subject of an intense debate.

B3 This set of assumptions is crucial to get contractual rigidity. However there may be alternative kinds of justifications
for this. For example, we could argue that there are two types of efforts, ”adaptation” and ”routine”, where adaptation
effort may be less easy to verify than routine efforts (because it typically requires reaction to unknown circumstances,
very costly to specify in advance).

14This assumption, standard in the incomplete contract literature, ensures that s is chosen such that the optimal joint
surplus is maximized, and that the only tradeoff is between opportunism and incentives.



And the employment decision is made cooperatively to maximize operating profits (sales minus

labor costs).

This sequence of events pinpoints the costs and benefits of outsourcing for flexibility. On the
one hand, outsourcing allows to increase the quantity of information workers take account of while
taking their effort decision. It therefore widens the ”information set” effectively used in the production
process. This improves the degree of firm’s flexibility as defined in the theoretical literature (Jones
and Ostroy [1984]) and the fit of production to demand is going to be improved. On the other hand,
the fact that the supplier only gets a fraction ¢ of joint profits makes his residual claim smaller
than optimal. Potential opportunism from the entrepreneur reduces the supervisor’sensitivity to total
profits, which weighs on his incentives to invest. This is the hold-up cost of leaving control. The

optimal degree of outsourcing will be the result of the balance of these two effects.

3 Theoretical Results

In this section we present a sketch of the model resolution: all the details are given in appendix. We
list our results and propose some extensions.

At the firm level, the decision to outsource is a backward induction problem. At date 4 employment
(la,lp) paid at (w,w*) is chosen cooperatively to maximize global operating profits. Using demand

function (1) and production functions (2-3) joint cooperative surplus is given by:

w(T) = ma { T{[I ™ ed) =[G eg) Y77 —w(1 = )it —w'si® ) (4)

I1AB

In period 3, A makes the presignified effort e?. Supervisor B knows she can claim cpw(f) in the

bargaining stage and therefore takes effort ep such that
ra(T) = max {¢m — cPsep} (5)
e

where mp is supervisor B ’s profit. In the bargaining stage the entrepreneur gets (1 — )7 and pays
W4 to supervisor A.

At date 1 the entrepreneur sells the production license to supervisor B at a price E[WB(f)].
Moreover in-house contractible level of effort e4 and supervisor’s wage WA are chosen. In order
to satisfy her employee’s participation constraint - her outside option is set to zero, we must have:
W4 = cP(1 — s)e?. Consequently ey is set in order to maximize the entrepreneur’s surplus V(s),
given by:

V(s) = max {? [(1 —o)n(T) + WB(T)} —eP(1— s)eA} (6)

€A



3.1 Firm’s Value

The resolution of the programs (4-5-6) gives V(s), the expected value of a firm with a degree of

outsourcing s. It turns out that it takes the following simple expression:

E(Ts(s))l/z—:(s) C (o .
Vi(s) = = '(VC*)( V. H(s) e (7)

E(T) N——— hold up cost full flexibility

flexibility gain cost comparison

where £(s) = 1/(1 4+ a(c — 1).(1 — s)) is a decreasing function of s with 0 < &(s) < 1.

The four components of profits have simple interpretations, which we provide before turning to the
model resolution. In the far end of the right hand side comes the benchmark value V¢, the expected
profit of a fully integrated firm who could design complete contracts (ie. where contractible effort level

is contingent to the demand shock 7) :

ve= g U

T load

lecr

where C' = [cP/a]*w/(1 — a)]*~® stands for the domestic costs of production (cf. equations [2-3]).
The expression is the standard one under imperfect competition.

The penultimate term on the RHS of equation (7) is the "hold up cost of outsourcing”. It writes:

c 11— e(8)1/0(s
H(s) = p/=01 + 790,%]1/ (®)

which is a decreasing function in s. As s increases, the share of tasks that is subject to hold-up
inefficiency increases. Although the supervisor B’s effort level is more ”appropriate” to the demand
shock, she does not fully internalize its impact on total profits, but only on a share ¢ < 1 of them.
Hence, as the level of outsourcing, s, rises, the expected level of effort is too low on average, and
firm value decreases. As ¢ increases, this hold-up effect diminishes, as supplier effort comes closer to
optimality - ex post effort decision takes account of its effect on all profits. When ¢ = 1, the supplier
takes the whole surplus into account, and potential opportunism by the entrepreneur is not a cost
anymore (H(s) =1).

The second component in equation (7) is (C/yC*)5(e=1) = (w/w*)(1=®)s(1=0) " This corresponds
to the relative costs of domestic production compared to foreign one. And depending on the relative
level of domestic wages, as well as the extent of trading costs, it can be decreasing or increasing in s.

The first term is the most important one, since it highlights the benefits of flexibility. By virtue of

Jensen’s inequality, E(Ta(s))l/ =(%) is always an increasing function of s.'5 This property simply states

15 Assume s > s'. In this case, £(s)/e(s’) > 1. For any random variable Z, Jensen’s inequality yields :

0 0
E(:?E(s)/s(s )) > E(i)g(s)/g(s )

10



that increasing the level of outsourcing allows to stick in a better way to demand shocks : this is why
we labelled this term ”flexibility gain”. In the following, we assume that shocks have a small variance

compared to their means. In this case, using an Arrow-Pratt approximation, we get:

B (-1

g (8)

E[T]
It is decreasing in o, the variance of shocks. Although it is risk neutral, the firm dislikes risk. The
fact that some inputs cannot be adapted - this stems in our model from rigidity in efforts induced
by contractual incompleteness- makes the firm behave with respect to uncertainty like a risk averse
agent, whose "relative risk aversion” would be 1/e(s) where e(s) = 1/[1 + a(o — 1)(1 — s)].

When ¢(s) = 1, profits are insensitive to variance. But as soon as a(oc — 1)(1 — s) > 0, this ceases
to be the case. The economic interpretation highlights two important determinants of "risk aversion”
in this model. First, notice that the returns to scale of "rigid inputs” are a(1 — s) : This indeed
corresponds to in-house effort (see production function (3)) which are subject to contractual rigidity.
The more prevalent rigid inputs are the more sensitive are profits with respect to uncertainty. Second,
(0 — 1) is a measure of competition. The closer it is to zero, the more insulated the firm is from its
competitors. In this case, even facing low demand, the firm enjoys enough monopoly power to switch
lower volume into higher prices. The consumer cannot substitute the product for another one. Under
monopoly power, shocks are transmitted to the consumer, and profit fluctuations are dampened. In
the extreme case where o = 1, profits are fully insensitive to shocks, as quantities sold are zero, and
prices infinite, whatever 7. As competition becomes tougher however, substitution prevents firms from

adjusting too much their prices. Their profit are more sensitive to shocks.

3.2 Macroeconomic Equilibrium and the Determinants of outsourcing

In a first step, we are going to solve for the optimal degree of outsourcing for given macroeconomic
conditions, and then clear the markets to compute the macroeconomic equilibrium.

The entrepreneur chooses s so as to maximize V' (s) given in equation (7). The first order condition

Posit
7 D
In this case, the above inequality rewrites :

E(Ts(s))l/s(s) > E(Ts(so))l/s(so)

11



1rst

of this problem writes (after a order Taylor expansion):

Hl
(o —1)e%(5)02/2+ (0 — 1)(1 — a) log — = —=(s) 9)
flexibility gain Relative labor cost Hold-up cost

As we discussed above, vertical separation results here from a trade-off between flexibility and produc-
tion cost reduction, and the costs of opporturnism due to the bilateral nature of the subcontractor-
client relationship. Assuming for the moment the second order condition of this problem holds,
equation (9) shows that s is going to depend on w. Before going any further, we thus need to write

down the labor market equilibrium. Doing this, we get:

—.(1—a)(1-s) (10)

where the domestic wage is a decreasing function of the degree of outsourcing s. The intuition of this
effect is clear: Outsourcing reduces domestic labor demand and pushes domestic wages down.

Now that we know the wage as a function of the equilibrium level of outsourcing, we can compute
the optimal level of outsourcing from the elimination of w in equations (9) and (10):

L a-aa-9) =L (1)

alo —1)e%(5)02 /2 + (o — 1)(1 — ) log o

In general, the LHS is decreasing!® in s and the RHS is increasing in s. This equation defines an unique
equilibrium level of s. Indeed there is a strategic substitutability in this model, that goes through the
labor market clearing condition. The more firms outsource, the lower the wage on the domestic labor
market, since domestic labor is substituted for foreign labor. As wages go down, the cost advantage
of in-house production improves, and it is optimal for any given firm to outsource. This strategic
substitutability ensures uniqueness in the set of symmetric equilibria, which are the one we restrict
ourselves to.

More interesting are the comparative static properties on outsourcing that one can derive from
equation (11). We will describe them before turning to the consequences of outsourcing in the next
sections. First the flexibility term £2(s)o2 which represents the marginal flexibility benefit to outsource,
is increasing in 02. As uncertainty increases, the chance that a pre-specified effort level is inappropriate
rises, which weighs on expected profits. As no other term in (11) depends on uncertainty, one can
unambiguously conclude that an exogenous rise in idiosyncratic uncertainty increases the equilibrium

level of outsourcing.

8The condition on the parameter values for the LHS of (11) to be decreasing in s is:
Plo—1)o2<1—a

which is always fullfilled for standard and realistic values of the parameters, e.g. « = 1/3, 0 =5, o, small.

12



Secondly, s is decreasing when trading costs 7 increase. Logically, as iceberg costs increase, the
relative cost of outsourcing increases. Very obviously in this model, declining trade barriers or trans-
porting costs are going to foster the reliance of outsourcing among domestic firms. Similarly, though
this is less obvious to show, the level of outsourcing increases as ¢ gets close to 1.17 Indeed, as the
bargaining power of outside contractors increases, they internalize a larger share of total benefits when
making their adjustment decisions. This brings ex post effort levels closer to optimality, and therefore
weighs on the unit cost effect of ex post hold-up problems. H'(s)/H(s), the marginal cost to outsource
is reduced, and s increases. Hence, a closer cooperation - commitment by the entrepreneur to leave a
large share of the profits to its contractor - increase reliance on outsourcing. This result has little to
do with uncertainty, but is the by-product of the auction process on licence fees that takes place in
period 1 (see section above). Were the entrepreneur able to commit not to exert his ownership right
in the end - threaten to leave the relation, the relation with the contractor would be more fruitful. He
would reap the benefits of outsourcing (incentives) as well as those of integration (no opportunistic
behavior), very much in the spirit of Michael Dell’s ”virtual integration”, which is based on mutual
commitment in the relationship from both parties.

The most interesting comparative statics exercise is related to competition . We may show that
the overall net effect of competition on outsourcing is positive for standard values of the parameters':
Hence an increase in competitive pressure magnifies outsourcing. As several counterbalancing effects
are at work, it is worthwhile to discuss them separately: i/ There is first an equilibrium effect of
competition onto outsourcing; competition increases aggregate output and therefore employment -
the standard argument that monopolies produce too little; This puts upward pressure on domestic
wages which increases the relative cost advantage of outsourcing; Through factor market competition
outsourcing is therefore increasing in ¢. ii/ an increase in competition makes firms more sensitive
to their cost level: hence the (¢ — 1) term in front of log~y and logw/w*; As competition increase,

the v trading cost is heavier to bear, which discourages outsourcing; iii/ (¢ — 1) increases marginal

Y Formally, this stems from the fact that —H’(s)/H(s) takes the following form :

T
1+

log(1+x) —

which is increasing in x.
BTotally differentiating equation (11) with respect to s and o shows that ds/do > 0 when the following condition on
the parameters is fullfilled:

2r 2 1—@1 11—«
o7+ 2 g0 <

02 —o

This inequality is true for standard and realistic values of the underlying parameters, e.g. a =1/3, 0 =5, ¢ =1/2 and
o, small.
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costs to outsource, through the hold-up cost term. Again, this is similar to the effect just described in
transport and labor costs; contractor opportunism increases unit costs, and since competition makes
a firm more sensitive to units costs, it increases the apparent cost of outsourcing, and reduces the
optimal degree of outsourcing; iv/ The last (and most interesting) effect applies to the flexibility term
which takes a U shape with respect to competition o; It first decreases, as competition reduces profits
all together, and therefore the gains to outsource; When s > 1 — 1/a(o — 1) however, the firm’s
profits become so sensitive to shocks that outsourcing becomes a profitable thing to do; In this model,
outsourcing allows firms to adapt quantities more to demand shocks, and keep their prices close to
their optimal monopoly price; This effect always dominate if «, the returns to efforts, is not too large
compared to that of labor; In this case, firms want to outsource because of the flexibility in quantities

it brings to them.

3.3 Outsourcing Amplifies Firm Level Uncertainty

Now that we have discussed the determinants of outsourcing, let us turn to its impact. As we have seen,
outsourcing improves flexibility in the sense that it enables to incorporate in the decision of production
the realization of the demand shock 7. As a direct consequence we expect the firms’production to be
more sensitive to demand shocks when outsourcing is more prevalent. Indeed using (4-7) we can
compute for each firm ¢ its level of labor demand ZNiA and operating profits!® 7;:

75()

Jo 757 dj

= c—11
4 = . .E.(l—a).(l—s)

(12)

_ 1 7’:;,5(3)

T = . 13
oe(0) folﬂE(S)dj (13)

As we know that there is no aggregate uncertainty, the wage w is deterministic (see equation (10)).

What would be the effect of outsourcing on firm level uncertainty ? First, outsourcing may have
an impact on the level of each of the variables (lNl-A, 7;). In this case, it would automatically increase
its variance, as would any size enhancing effect. What is more specific to outsourcing here is that it
increases variance - of labor demand, profits, sales - for a given level of activity. To shave off such
level effects for employment and profits, let us compute the ratio of variance to squared mean: It is
equivalent at a first order of approximation to the variance of the logarithm. Hence using (12-13) we

get:

var log lf‘ =wvarlogm; = E((S))2UCLT log T (14)
+

1976 keep notations as light as possible, we stick here to joint profits 7;, where the results we present are not different
for entrepreneurial or contractors profits taken separately, net or gross of effort costs.
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From the above equation we notice two things. The first one is that firm level uncertainty increases,
even after accounting for size effects. Labor demand, cash flows variance increase as firm outsource
more even if firms do not grow. We have viewed in the preceding section that outsourcing responds
positively to exogenous uncertainty. The point now is that outsourcing feedbacks and actually amplifies
firm level uncertainty. This is, we believe, one of the key results of this paper. The intuition behind
it is fairly straightforward. For a share s of tasks, supply becomes more elastic to shocks, because
outsourcing, by strenghtening incentives, improves flexibility. As tasks are not perfect substitutes to
each others, increased variance in some tasks commands increased variability in the remaining ones.
But, as supervisory effort remains rigid for in-house tasks, there has to be some increased volatility
in its substitute, which is here labor. Amplification here is precisely about the increased variability of
the in-house segment of production, that is not outsourced itself.?°

Another result of this section concerns the impact of outsourcing on the firm’s pricing policy. To

discuss it, we start computing the ratios of variance to squared mean for prices and quantities; At the

first order of approximation, they are equal to:

2
varlog p; ~ <i(1 — 5(&)))) varlogT (15)
1 2
var log y; ~ <a — (UE((JSF)) - 1)) varlog T (16)

As the level of outsourcing rises, firms uses smoother prices, and more varying quantities. The logic
of outsourcing is that firms rely less and less on inputs subject to contractual rigidity such that their
ex-post costs of production depend less and less on quantities sold: consequently, they can adjust in
an easier way their quantities to demand shocks without incurring ex-post productive inefficiencies.
Hence outsourcing induces a switch from price volatility towards quantity volatility?!.

A possible increased reliance of firms on outsourcing is therefore a good candidate to explain the
rise in firm level uncertainty documented in the introduction. This model explicitly addresses the
rise in cash flows volatility (as documented by Campbell et al. [2001]), in sales volatility (Chaney
et al. [2002]) and in labor returns volatility (Gottshalk and Moffit [1994]), who both occured at the
idiosyncratic level. To be fair, our model does not have any predictions on the idiosyncratic volatility
of wages, because workers are free to move from one firm to the other. We believe nonetheless that

adding reallocation costs - like search frictions, or firm specific human capital - would yield this kind of

20 All it requires to show up in the equations is some degree of complementarity between tasks x; in production function
(2). Only perfect substitutes fully cancel the effect.

21 An alternative way for understanding this result is to notice that under complete flexibility (s = 1) firms charge a
constant mark-up =% over costs of production.
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prediction??. What matters ultimately is that labor demand itself becomes more uncertain: whether
this translates in wage or employment variance depends on labor market institutions.

These results allow to rationalize the relation between globalization and insecurity. For Rodrik
[1997], the key to the political economy of globalization is the uncertainty it creates. Accordingly this is
one of the reasons why more open economies have larger governments. These larger government provide
voters with the safety nets necessary to make the turbulences of globalization bearable. Globalization
brings wealth and uncertainty: willing to enjoy the first as consumers, voters demand to be sheltered
from the second as employees (see also Rodrik [1998]). What Rodrik seems to have in mind however
is aggregate uncertainty, as modelled by terms of trade shocks. These shocks are large, and open
economies are more sensitive to them. The problem with this approach is that as industrialized
economies opened to trade, their aggregate fluctuations should have increased, which does not seem to
be the case - at least for the US (Stock and Watson [2002]). Does that mean that globalization cannot
create employment insecurity 7 Our model provides a way of reconciling globalization and insecurity.
As transportation costs or barriers to trade v decline, firms outsource more, which allows them to stick
to demand changes in a better way; Thus idiosyncratic uncertainty increases (see equations (14-16)).

We are conscious, however, that our theory does not focus on trade openness per se but rather
on the outsourcing process which is a consequence of it. All the same, the diffusion of Information
Technologies has decreased some of the traditional costs of outsourcing. The coordination of suppliers
is made easier through quick transmission and processing of orders, even for customized products.
Dell - again - has heavily and successfully relied on IT develop its well oiled, responsive, network
of suppliers and transporters. In our model, the ”IT effect” corresponds to a decline in +, as for
globalization. We will be able to say a little bit more than this on technology: section 3.5 is going to
propose a richer model of the interaction between innovation, trade and outsourcing.

What about the effect of competition on uncertainty in our model ? Two counterbalancing effects
are at work. The first one negatively links competition and uncertainty and results from a standard

argument in an imperfect competition setup. Going back to equation (14), a salient fact is that, for a

22For example the model could be modified in the following way. Consider that: (i) workers must acquire some human
capital otherwise their market value is zero (ii) this human capital is specific to a particular firm (iii) the human capital
investment takes time and must be decided before information disclosure.

The labor market is then broken in as many pieces as there are firms. Assuming firms do not notice that they are
monopsonies, all firms hire at period 1 the same amount of workers L and using (12) we get that wages are now firm
specific and equal to:

_ ~ e(s)
gt =21 L (10— ——
Jo 7

o L’

Hence var logwf* = 