Global Sourcing:  Know When to Do It

Done properly and for the right reasons, global sourcing can add significant benefits to your bottom line.

As companies seek to improve their profit margins, many have turned to global sourcing as a means of reducing their Cost of Goods Sold.  However, sourcing your costs abroad is not always the right route to take.  For some, either producing the supply inputs themselves or working with domestic, rather than overseas suppliers, may in fact be the smarter option.

While global sourcing is a foregone conclusion for many people, there are ample reasons to do things the “old-fashioned way”, that is, producing the supplies in-house and/or with domestic suppliers.  

If an input to your final product is a critical source of sustainable competitive advantage, or you have demonstrated superior competence in producing this input yourself, or there is significant risk to quality and customer service to do it any other way, then producing the input in-house domestically may be the best option.  By producing the input yourself, you have more oversight of the production processes and can better ensure the protection of valuable intellectual property.

Even if for whatever reason your company doesn’t want to do things the old-fashioned way, there are still good arguments for going abroad without outsourcing production.

In certain cases, companies may want to pursue an in-house operation abroad, something typically called “off-shoring.”  Opening an overseas operation may be appropriate if a company needs supervision of the product input, yet needs to reduce costs.  When the local expertise has lower costs than the equivalent domestic input, and companies are willing to commit to an operation for a reasonable period of time, this off-shoring may be the best strategic move.  Additional benefits include closer proximity to some markets and easier product ‘localization’, plus diversification of risk by adding new sources of production. 

A third approach is to out-source domestically.  When the product or activity does not require extensive oversight and there are limited savings in procurement abroad, outsourcing domestically may be the best option.  When a company’s principle customers are located domestically, the reduced supply chain and logistics costs make this an even more attractive option.  There of course needs to be cost-effective local services available.

Lastly, we come to the procurement strategy that is sometimes mistaken for all of the possibilities that comprise global sourcing.  When is it appropriate to both off-shore and out-source? This approach should be taken when an activity or product is not mission critical, proven suppliers are available abroad, internal improvement efforts have been exhausted, and there is a low competitive risk. Figure 1 summarizes these sourcing alternatives.
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The element of risk has appeared a number of times in this discussion.  A case can be made that ‘risk’, in all its forms, is the major decision element in global sourcing.  Consider political risk.  The figure below summarizes political and economic stability for various countries in 2002 and 2003.  Our knowledge of world events tells us that as early as the following year (2004), some of the trends in stability had already reversed; in some cases for the better, and in some for the worse.

FIG. 2 
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Product complexity is another important characteristic that must be factored into the global sourcing decision.  Relatively simple products sourced locally present minimal problems, but control of the supply chain becomes more difficult (and more important) as the source is moved away from the buyer.  

Products of higher complexity require strict control of specifications regardless of the location from which they are sourced.  As the source is moved away from the buyer, the combination of supply chain control and product quality control can produce some real headaches.  This is summarized in the figure below.
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Being a large company is not a precondition for ‘going global’.  Small and medium-sized companies who have decided that they will benefit from global sourcing can partner with established global players in order to achieve their objectives, or use matchmaking services like those offered by Alibaba.com in China.

People typically look at global sourcing for their business and think, “don’t source domestically”, and “produce as little as possible in-house” (i.e. outsource as much as possible).  This all or nothing approach ignores the possibility that a company could still produce something in-house, although at an overseas location, or that one can outsource a supply cost domestically.  

In other words, global sourcing is all of the above.  It’s being flexible to the dynamics of one’s business and finding a balance of the three main product characteristics: cost, quality and customer service. Global sourcing can provide significant rewards, but these rewards cannot be reaped without confronting and overcoming new challenges.

Two unanticipated outcomes of the move to global sourcing help us to appreciate the dynamism of this exciting commercial environment.  The first is that global sourcing actually provides domestic suppliers with a competitive advantage that derives from cultural compatibility with the buyers and from closeness to domestic markets.  These advantages have come to be recognized by buyers who originally abandoned domestic suppliers for pricing reasons, only to be disappointed by product quality and timeliness to market.  Domestic suppliers have come to recognize that, while they may be able to command somewhat of a ‘proximity premium’, they must price more keenly in order to remain competitive.  The second is that, as a result of improved pricing that comes from leaner operations, the best of the domestic suppliers turn into global suppliers as well.
From the buyers’ perspective then, ‘global sourcing’ means that no supplier is excluded because of geography:  all qualified suppliers have an ‘equal shot’ at the business.  As more business is awarded on the basis of providing the best balance of quality, service, and cost, all of us as consumers benefit.
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