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Abstract

This study attempts to explore the safeguarding effects of transaction- specific
investments within the context of international subcontracting partnership from a
supplier’s perspective. Specially, the study aims to answer how the suppliers
deploy the appropriate control mechanism to inhibit opportunistic behavior or induce
behaviors that promote the continuance of a relationship.

From the empirical examination, we have found that the potential value of
committing transaction- specific investments by the supplier could be realized
through inducing three possible governance mechanisms—Relation Capital, Joint
Decision-Making and Quasi- Integration. The governance mechanism can
therefore render the effects of safeguarding the transaction-specific investments
(TSls) for the supplier. At the same time, we have observing the consequence
exerted by the safeguarding control mechanism on the transaction-specific
investments. Respectively, “Relational Capital” can be used as the safeguard on
TSls to bring the consequence of diminishing the supplier’s perceived risk, whereas
“Joint Decision-Making” and "quasi integration” can be regarding as the safeguard
on TSlIs to result the consequence of enhancing the buyer’s dependence.

In other words, the pledge of supplier commitment through specialized

investments such as dedicated equipment, people, knowledge and processes



effectively changes the buyer-supplier relationship from being asymmetric
dependent to mutually dependent. We therefore suggest the suppliers can
proactively set up transaction-specific investments with the buyers; such
investments would not only signal the supplier’s commitments to maintain an
enduring relationship, but also facilitate more engagement of relational capital,

joint decision-making and quasi integration with the buyers.



Chapter 1

Introduction

1.1 Research Motivation

Over the last decades, due to its limited resources and its small in size,
Taiwan has established itself as a world-class OEM/ODM supplier source for a
variety of products in order to achieving the internationalization. It's well-known
that, for example, Pao-Chai is the largest subcontracting supplier of footwear in the
world, whereas Quanta Computer is the biggest one of notebook globally. The
subcontracting buyer-supplier business model has been the main carrier of Taiwan’s
rapid development and remain important today.

Moreover, there are more and more enterprises in Taiwan are willing to retreat
from brand management to cumulate brand image now for higher profit in the future.
Instead, these manufacturing firms switch their business focus into subcontracting
production for multinationals from the developed world. Manufacturing in this
island economy is riding on the trend to produce for foreign firms choosing to
specialize in product design while having their production outsourced. During the
past decades, outsourced manufacturing has become prevailing not only in

traditional industries, but also in high-tech industry as well.



Taiwan’s achievements would be impressive for any country; they are even more

impressive for a small island, about one-third the size of New York States. With a

population of about 23 million people, roughly half the size of South Korea, Taiwan

are confronted with the size-related disadvantages as a small nation: i). The small

domestic market places tight restrictions on the ability to function as a buffer again

heavy fluctuation in international demand. ii). It constrains the development of

sophisticated “lead users” that could stimulate innovation. iii) It also limits the

scope for technological spillovers. And iv) the limited size of the national

knowledge and capital base restricts the choice of industries in which such small

nations might successfully specialized. Taiwan’s experience however tells a

different story-- it has diversified beyond core product oriented into a variety of

related high growth market segments; it has improved its domestic production

capabilities and flexibility for the higher value-added products; and it has been able

to move beyond manufacturing, into a range of higher-end support service.

Since Taiwan OEM/ODM manufacturers today have developed the capacity to

provide a package of services across wide range of value chain activities, the

advantage has sustained their position as preferred outsourced subcontracting

suppliers to the global firms carried with brands. With the exception of marketing,

Taiwan’s OEM/ODM contractors can now perform practically all other stages of the

value chain as well as being able to shoulder the essential and significant



coordination functions.

Especially, through the vertical collaborative association with outsourcing buyers,

Taiwan manufacturers elaborate opportunities of upgrading and leveraging their

competence scope for providing integrated manufacturing services and delicating

management for the dynamic synergy creation of buyer-supplier linkages.

In international subcontracting partnership, powerful buyers often require

suppliers to make significant specific investments to improve coordination between

organizations and to enhance the buyers’ presence in the manufacturing end.

From the supplier’s perspective, these specific investments are difficult to re-deploy

elsewhere if the relationship is terminated and create a holdup problem. Hence,

the supplier had better to seek for the way to efficiently safeguard these transaction-

specific investments (TSls) through the use of the governance mechanism.

As we know, the international subcontracting relationships in organizational

networks are often characterized by considerable power asymmetries. Especially,

when the suppliers make the significant transaction-specific investments on the

cooperative relationship, they are often vulnerable to the exercise of power by more

powerful and dominant buyers. Therefore, achieving a greater understanding of

the safeguards established to protect the specific investments is an important issue

for supplier firms.



1.2 Research Questions

The study aims to answer what governance mechanism can be used to

safeguard supplier’s transaction-specific investments in international subcontracting

partnership. Also, we aims to explore how the suppliers deploy the appropriate

control mechanism to inhibit opportunistic behavior practiced by the buyers. The

eventual purpose is to establishing a mutuality of interest through engaging in

considerable coordinated actions between both parties.

1.3 Research Objectives

The brand building to create customer demand for the suppliers’ product, have

been suggested by prior research, only a small fraction of manufacturers have the

resources to adopt this course. Thus, we are able to say the subcontracting

cooperative business model between Taiwan manufacturers and overseas buyers

will still be practiced and sustained for a specific-long period of time in the future.

Our objectives of this paper are searching for crafting the governance mechanisms

which will lead the result of effectively safeguarding the transaction-specific

investments from the supplier’s perspective. We would also like to find the

consequence on the mechanisms with the expectation of achieving the effects of

diminishing supplier’s perceived risk and enhancing the buyer’s dependence.



Chapter 2.
Conceptual Framework

and Hypothesis

The research target is concerned with specificity assets investments in
international subcontracting partnerships. An international subcontracting
partnership is defined in this study as a “cooperative, repeated exchange
relationship between buyers and suppliers across borders”. (Wang, 2001)

Prior research has identified a variety of governance mechanisms that protect a
supplier making transaction-specific investments from opportunistic behavior by its
buyers (Rindfleisch & Heide 1997). These mechanisms include formal contracts
(Joskow. 1998), pledges (Anderson & Weitz. 1992), information sharing (Noordwier.
John. & Nevin, 1990), supplier verification (Heide & John. 1990), joint action and
quasi integration (Subramani & Venkatraman. 2003). However, the previous
literature is incomplete in several respects.

Firstly, prior studies are largely missing in exploring the effects on safeguarding
specific assets from the supplier’s perspective in international subcontracting
relationship; most of the literatures are focus on the buyer’s point-of —view. In this
paper, we will be more absorbed in studying the governance dimensions for Taiwan

suppliers.



Moreover, there is considerable recognition of the relation between transaction-

specific investments and the governance mechanism introduced by prior studies;

however, they are short of providing us the consequence which are exerted from the

safeguarding effects. In this paper, we will empirically concentrate on the

consequence of the control mechanism.

For the purpose of this study, we choose to use the term “transaction specific

investments (TSls, hereafter)” and further decompose the specificity into four

differential constructs, namely (1) process specificity (2) domain knowledge

specificity (3) dedicated human specificity and (4) physical-asset specificity, and

establish links among the supplier's commitments in TSIs, its engagement in capital

relation, joint actions and quasi integration, as well as the effects exerted from the

governance mechanism.  The conceptual framework is illustrated accordingly as

below (see Figure 1).

In international subcontracting relationship, powerful buyers often require

suppliers to make significant specific investments to improve coordination between

organizations. From the supplier’s perspective, these specific investments are

difficult to re-deploy elsewhere if the relationship is terminated and create a holdup

problem. This paper examines how a supplier might safeguard the specific

investments in international sub-contracting relationship. We develop the

conceptual framework, displayed in Figure 1, through an integration of transaction



cost economics and resourced-based view.
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FIGURE 1: CONCEPTUAL FRAMEWORK

2.1 Transaction-Specific Investments (TSls)

Asset specificity in TCE (Transaction Costs Economics) has been defined as

those investments for a specific transacting partner and will be of little value outside

this relationship ( Williamson 1991). TCE basically suggests that the central motive
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of structuring a vertical collaborative relationship is to seek efficiency through

economizing internal and external transaction costs, under which criteria an

appropriate governance structure for the transaction is determined. The asset

specificity involved in a transaction become a major source of friction and effective

safeguarding measures are required in order to reduce the associated (transaction)

costs.

Perceiving a firm as a repository of idiosyncratic resources, RBV (Resource-

Based View) provides a rather different view of the formation of vertical collaborative

alliances. RBV basically suggests that firms collaborate for the purpose of

combining two sets of resources in a synergistic manner (Penrose, 1959; Conner,

1991; Madhok and Tallman, 1998). In other words, a firm forms partnerships with

others in order to either gain access to the partners’ complementary resources to

build its own resources, or for making use of the partners’ similar resources to

achieve scale economies (Dussauge, Garrette, and Mitchell, 2000).

Conceptually, we bring the perspectives of inter-firm collaboration from both TCE

and RBV by arguing that this kind of investments could enhance more relation

capital, stimulate more joint initiatives and induce higher quasi integration by the

supplier. TCE focuses on the issues of efficiency in a static context of given

technology and competence and offers useful insights into the negative effects of

specialized investments in dyadic exchanges. On the other hand, the RBV
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emphasizes on the effectiveness and the value derived from complementarities of

knowledge and synergistic potential through resource combination. By

synthesizing the perspectives of the foregoing two theories, we can say that TSls

can therefore provide transaction value for, not merely incur transaction costs to, the

inter-organization collaboration.

TSIs in the present study generally refer to the unilateral commitments made by

the supplier, ranging from tangible assets (e.g. dedicated equipment and task forces)

to intangible resources (e.g. implementation of information exchange systems and

customized process) to ensure the achievement of collaboration goals. The

transaction specific investments made by suppliers are highly specialized to suit

specific customers, are of limited value in other exchanges.

Process Specificity. Process specificity focuses on the extent of process

specificity as the degree to which critical business processes of one firm are

specific to the requirements of the other firm in an inter-organizational

relationship. The specific processes include the standard operating process for

new product introduction, production and manufacturing, customer service,

inventory management and quality control. Process specificities offer a

common platform for better communication and efficient coordination, and hence

pave the way for closer cooperation between international partners.
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Domain Knowledge Specificity. Domain knowledge specificity focuses on

relationships-specific intellectual capital investments. The extent of domain

knowledge specificity is defined as the degree to which critical areas of

knowledge of a supplier firm are specific to the requirements of a buyer. The

customization of knowledge to a specific domain occurs when organizational

resources are applied to understanding patterns and rules particular to a specific

context in an inter- organizational relationship. Domain knowledge can create

collaboration- specific rents through synergistic complementarities (Madhok,

2000:279).

Dedicated Human Specificity. Dedicated human specificity focuses on a

dedicated team for a specific partner allows for more customized communication,

immediate feedback and prompt problem solving. In cooperative supplier-buyer

relationships, the higher the dedicated human specificity is, the higher the

supplier can play an active role in shaping the buyer’s decisions regarding their

products.

Physical-Asset Specificity. Physical-asset specificity focuses on the

tangible assets invested. In international subcontracting relationships, suppliers

13



often make TSIs in the form of tangible assets such as plant and machinery and

in location choices that are advantageous in working with a specific buyer

(Williamson, 1995). To achieve tighter inter-organization link with key

customers, it is critical that the supplier invests in the physical-asset specificity

which are complementary in facilitating coordination and intergrate the

information flow between partners (Kraut, Steinfield, Chan and Hoag, 1999)

2.2 Governance Mechanism on Safeguarding TSls

Recent interpretations of transaction cost economics cast cooperative inter-firm

relationships as reflecting a shift away from arm’s-length, market-based exchanges

toward closer, cooperative, non-market governance. The hand-in-glove

buyer-supplier relationships through which firms leverage resources in the supplier

network and manage ongoing accommodations to exchanges are instances of this

governance form. (Mani R. Subramani & N. Venkatraman, 2003)

The challenges to business in future years will be to shift more investment from

physical capital (plant, equipment) and intellectual capital (patents and copyrights) to

relational capital since the business enterprise nowadays has recognized the true

value of relational capital. Products and services that are standardized commodities

are most vulnerable to the buyer abandonment. With ever-greater ease, the buyer

can find and choose better deals; the profits on such commodities inevitably are
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declining. By contrast, the relational capital invested can entails a long-term
relationship between both parties under the mutual trust and complementary
association.

In this paper, we conceptualize and examine three control mechanisms
comprising in the non-market governance-- “Relational Capital”, “Joint Decision

Making” and “Quasi Integration”, which are crafted by suppliers in organizational

networks in their dealings with dominant buyers.

2.2.1. Relational Capital and TSls

Relational Capital

Relational capital refers to the level of mutual trust, respect and friendship

that arises out of close interactions, both at the individual level and at the

firm level, between partners (Kale, Singh, and Perimutter, 2000; Zaheer et

al., 1998; Dyer and Chu, 2000). Recent research support that trust can

increase transaction-specific investments (Dyer and Singh, 1998).

Relational capital brings the expectations about behavior that are partially

shared by a group of decision makers and directed toward collective or

group goals (Gibbs 1981; Macneil 1980). Also, relational capital underpins

the willingness and openness of the partners to share their knowledge with

each other (Hamel, 1991); it can be regarded as that the cumulative trust,
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experience and knowledge form the core of the relationship between the

supplier and the buyer.  The higher level of relational capital includes the

dimensions of friendship, trustworthiness and reciprocity between both

parties.

We can say the relational capital is a mechanism of mutual dependence

which lead two effect on the transaction-specific investments. On the one

hand, they increase switching costs and the size of damage in case of

hold-up. On the other hand, they increase value to the partner, making it

more captive and reducing the probability of hold-up. We therefore

propose:

Hypothesis 1. In international subcontracting relationships,

the level of transaction-specific investments (TSIs) is positively related to

the level of relational capital.

2.2.2. Joint Decision-Making and TSls

Joint Decision Making

Joint decision-making is an important behavioral element of relational

exchange to signal the closeness and interdependence between partners (Kim,

1999; Joshi and Stump, 1999). Within the context of international
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subcontracting partnership, joint decision-making established between buyers

and suppliers could be in the activity areas of product design, cost structure

analysis, delivery system, personnel training and long-term planning.

Joint decision-making reflects the degree to which a supplier and its dominant

buyer jointly make decisions about key issues in the relationship. Participation

in joint decision-making involves the pooling of information by participants

(Heide & John, 1990). Firms depart from the rigid demarcation of roles

characteristic of market exchange to the sharing roles of taking responsibility

across organizational boundaries when they engage in joint decision-making.

The higher the level of TSls, the greater the supplier’s motivation for joint

decision-making, as joint decision-making makes it possible for the supplier to

influence the buyer’s decisions in a manner that is favorable to the supplier’s

own interests (Milgrom & Roberts, 1986). The investments in TSls are used to

being the significant decision for the supplier; it's very possible that huge

financial capital and resource input are requested for supporting these

investments. Moreover, the assets are not used in supplying other buyers

whom the supplier deal with.  Due to the above two reasons, we believe the

supplier’s TSIs would not only signal their commitments to maintain an enduring

relationship, but also facilitate more joint actions engaged with the buyers,

under which knowledge exchange and organizational learning will be realized.
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We therefore propose:

Hypothesis 2. In international subcontracting relationships, the

level of transaction-specific investments (TSIs) is positively related to the

level of joint decision-making.

2.2.3. Quasi Integration and TSls

Quasi Integration

Quasi integration reflects the degree of activities linkage between a supplier

and a dominant buyer. Increasing levels of quasi integration represent that the

buyer assumes greater importance to the supplier.

With higher quasi integration, there is considerable communication and

information exchange in the relationship between both parties, and the

resources of the supplier are increasingly oriented toward serving the changing

needs of the buyer in a distinctive way (Dyer, 1996; Zajac & Olsen, 1993).

Also, it can be regarded as the supplier’s credible commitment to the buyer as it

reflects the supplier’s decision to forego alternatives and reply on the

relationship to achieve a large proportion of its revenue goals (Anderson &

Weitz, 1992).

The high level of quasi integration signals the possibility of maximizing and

18



contributing the overall value of transactions. We therefore expect greater
process specificity will indicate greater levels of supplier’s interest in working
with a particular buyer, since greater specificity assets makes it possible for the
manufacturers to differentiate themselves advantageously in a supplier- buyer
relationship. Thus, it implies that higher levels of transaction- specific
investments are related to higher levels of quasi integration. We therefore

propose:

Hypothesis 3. In international subcontracting relationships, the
level of transaction-specific investments (TSIs) is positively related to the

level of quasi integration.

2.3 The Consequence of Governance Mechanism
2.3.1. Supplier’s Perceived Risk
In buyer-supplier relationships, risk arises both from changes to products and
from changes in the environments of the exchanges. Higher risk demands
greater adaptation of the terms of an exchange and exposes the supplier’s
specialized assets to the possibility of opportunistic behavior by the buyer. We
suggest that it is interplay between the supplier’s governance dimensions of the

transaction-specific investments and the supplier’s perceived risk from the

19



association.

Under relatively high levels of relational capital, a supplier’s transaction-specific

investments are positively related to its influence over a buyer’s decisions.

Relational capital might offer strong safeguards against a buyer’s opportunistic

behavior when the supplier has input the specific assets and can effectively

diminish the supplier’s perceived risk. We therefore propose:

Hypothesis 4. In international subcontracting relationships, the

level of relational capital is negatively related to the level of the

supplier’s perceived risk.

Participation in joint decision making allows suppliers to identify opportunities

and influence actions in a manner that improves the outcomes of the deployment

of their domain knowledge in the exchange (Dyer & Singh, 1998). This

enhancement in value delivery increases the likelihood that the exchange will be

continued in the future, which effectively diminishing the supplier’s perceived risk

from the specialized assets. We therefore propose:

Hypothesis 6. In international subcontracting relationships, the

level of joint decision-making is negatively related to the level of

20



the supplier’s perceived risk.

The high level of quasi integration signals a supplier’s strong intentions of

trustworthy behavior toward its dominant buyer and that it is important in moving

the supplier and the buyer toward a close, more integrated relationship that, in

turn, safeguards the supplier’s transaction-specific investments. Also, high level

quasi integration, by increasing the buyer’s switching costs, also generates the

safeguard effect (Anderson & Weitz, 1992). Thus, it implies that higher levels of

quasi integration are related to lower levels of the supplier’s perceived risk. We

therefore propose:

Hypothesis 8. In international subcontracting relationships, the

level of quasi integration is negatively related to the level of the

supplier’s perceived risk.

2.3.2. Buyer’s Dependence

Resource dependence theory (Pfeffer & Salancik, 1978) suggests that the

extent to which a supplier is dependent on a specific buyer influences the

character of inter-organizational relationships and is thus likely to be influential in

determining the nature of governance mechanisms as well. Depending upon the
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tightness of the buyer-supplier relationship, such a vertical relationship could

evolve from recurrent to interdependent in nature (Hemmert, 1999). We

therefore would suggest the governance mechanism on TSls will influence the

level of the buyer’s dependence in an exchange.

Relational capital could be focused on the dimensions of solidarity, information

exchange, and participation (Heide and John 1992). These dimensions address

the bilateral behavioral expectations in ongoing, present-day relationships instead

of future commitment relationships. Moreover, relational capital can offer the

assistance to the supplier on maintaining the joint relationship with the buyer via

information- sharing, decision-making and goal-setting regarding all aspects of the

exchange (Dwyer and Oh 1988). We therefore propose:

Hypothesis 5. In international subcontracting relationships, the

level of relational capital is positively related to the level of the

buyer’s dependence.

The supplier’s dedicating the transaction-specific investments on joint

decision making seems to confirm the notion suggested by the previous

literature (e.g., Celly et. Al, 1999) that a supplier’s investments in specific assets

could signal its commitment to the transacting partner, which could in turn
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increase the partner’s willingness to involve the supplier in more joint initiatives.

Obviously, the consequence will lead the result of increasing the organizational

linkages on both information infrastructure, inter-organization routines which

possibly will enhance the buyer’s dependence on the supplier. We therefore

propose:

Hypothesis 7. In international subcontracting relationships, the

level of joint decision-making is positively related to the level of

the buyer’s dependence.

While the supplier has input higher level of quasi integration with the buyer,

the association is likely to be reflected in a greater share of output being

supplied to the particular partner which enhancing the level of the supplier’s

dependence. We therefore propose:

Hypothesis 9. In international subcontracting relationships, the

level of quasi integration is positively related to the level of the

buyer’s dependence.
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Chapter 3.
Research Method

3.1 Research Setting

The OEM/ODM oriented manufacturers in Taiwan are chosen as the supplier
scope for our empirical setting for couple of reason.

Firstly, due to the wave of strategic outsourcing and the urging demand of
cost-effective products, Taiwanese contract OEM/ODM suppliers has played an
prominent role of the global manufacturing providers. The competition occurs at
each horizontal stage of the supply chain and inter-firm collaboration based on
specialization has become a dominant game rule. This supplier landscape
therefore provides a rich context for accessing international subcontracting
partnerships from the supplier’s point of view.

Also, due to a high intensity of competition in the end product markets caused by
globalization, the partnerships between indigenous manufacturers and international
branded buyers are subject to a high degree of uncertainty in supply competition
and continuous price/cost reduction. The suppliers have to maintain efficient and
effective collaborations based on specific investments and capabilities, which make

our research inquiry sufficiently relevant.
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Moreover, the suppliers differ widely in their degree of the extent of relation, the

extent of joint action, as well as the extent of quasi-integration, thus providing an

appropriate setting for testing the research model.

3.2 Data Collection

We collected the required data during spring 2004 by means of questionnaires

mailed to a stratified random sample of 500 independent OEM/ODM manufacturers

in Taiwan. The sample list was compiled from : A supplier list of an International

Sourcing Center (ISC) for Taiwan.

All respondents were guaranteed anonymity; each informant was asked to

complete the entire questionnaire with reference to a self-selected foreign buyer that

is most important with regards to his or her firms. Therefore, the unit of analysis

was the individual buyer’s relationship with the supplier. Since the unit of analysis

in this study is a dyadic relationship, eight firms returned more than one questionnaire.

Follow-up phone calls were made to ensure that questionnaire from the same firm

focused on different foreign buyers. In sum, 124 completed questionnaires were

returned; six questionnaires were eliminated due to substantial missing data on key

construct items, resulting in 118 questionnaires left for analysis. This response rate

(23.6%) is much higher than that found in previous research using survey data to

examine inter-organizational relationships (e.g.,Young-Ybarra and Wiersema, 1999).
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The profile of respondent firms is sufficiently diverse in terms of industry and firm
size. Interms of industry types,52% IT and electronics, 23% machinery, 6% shoes,
and 19% others. In addition, the sample is composed of companies with annual
sales turnover ranging from NT$ 70 million to NT$ 2900 billion. The number
employees ranges from 25 to 30,000 , with an average of 3,353. What is more, of
the respondents in the study, 27% is top executives, 26% is managerial level, and

34% is general staffs.

3.3 Construct Measures

Most of the questionnaire measurements in this research are based on 7-point
Likert scales, ranging from 1= “strongly disagree” to 7="strongly agree”. We
generated multi-item scales based on previous related research and field interviews
with sales managers of some supplier firms.

Details of the constructs and the operationalizations are provided in Table 1 and

are discussed below.

Transaction-Specific Investments (TSlIs)
We measured transaction-specific investments in terms of eight indicators
capturing the specificities of process, domain knowledge, dedicated human and

physical-asset in our research context. The process specificity measured in
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terms of the extent of the dedicated workflows & routines as well as the dedicated

development & production process. Domain knowledge specificity measured in

terms of the extent of dedicated service & knowledge. Physical-asset specificity

measured in terms of the extent to which the equipment, production line, IT

software & hardware, and IT & on line information exchange were customized.

Dedicated human specificity measured in terms of the extent of the dedicated

people. All the indicators were measured on a seven-point scale from “strongly

disagree” to “strongly agree”. The Cronbach o measure of reliability for this

construct is 0.8728

Relational Capital

We measured relational capital in terms of seven indicators capturing the

relationship that comprising the elements of friendship, reciprocity, trustworthiness,

win-win relationship, growth-pursuing and long-term relationship maintenance

with the focal buyer. All the indicators were measured on a seven-point scale

from “strongly disagree” to “strongly agree”. The Cronbach a measure of

reliability for this construct is 0.8232

Joint Decision-Making
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This instruct was measured in terms of four indicators capturing the joint actions

taken with the focal buyer. The activities comprise new product launches,

long-term collaborative plan and production cost-down strategy. All the

indicators were measured on a seven-point scale from “strongly disagree” to

“strongly agree”. The Cronbach o measure of reliability for this construct is 0.8866

Quasi Integration

We measure this instruct in terms of the percentage of business amount of the

focal buyer is occupied in your yearly turnover. This indicator is consistent with

John and Weitz (1988), who view forward integration as “percentage of direct

sales to end-unser”. Quasi integration can serve as a safeguard for specific

assets by increasing the buyer’ costs of termination; comparatively, the buyer has

lower incentives to terminate the relationship with the supplier.

Perceived Risk

Perceived risk was measured with five indicators regarding that the order

might be transferred to others, the relationship might be terminated, the price

might be decreased, the free extra service might be requested and the

confidential information might be betrayed by the focal buyer. All the indicators

were measured on a seven-point scale from “strongly disagree” to “strongly
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agree”. The Cronbach o measure of reliability for this construct is 0.8726

Buyer’s Dependence
We operationalized buyer’s dependence using three indicators, tapping the
extent of the perceived dependence from the buyer. The construct include that the
buyer might get loss and encounter the difficulty of non-available alternative
resource once the supplier terminate the supply of goods.  All the indicators were
measured on a seven-point scale from “strongly disagree” to “strongly agree”. The
Cronbach o measure of reliability for this construct is 0.8790.

Table 1. Details of constructs and measures

Construct No. of items Description of the measures
Transaction-Specific 8 (I).Process Specificity
Investments (TSlIs) Please indicate the extent to which the following are what you

have supplied to the focal buyer.

(a) Dedicated workflows and routines

(b) Dedicated development and production process

(Strongly disagree—strongly agree, 7 point scales)
(I1).Domain Knowledge Specificity

Please indicate the extent to which the following are what you

have supplied to the focal buyer.

(a) Dedicated service and knowledge

(Strongly disagree—strongly agree, 7 point scales)
(ll1).Physical-Asset Specificity

Please indicate the extent to which the following are what you

have supplied to the focal buyer.

(a)Dedicated equipment

(b)Dedicated production line

(c)IT software and hardware

(d)IT and on line information exchange

(Strongly disagree—strongly agree, 7 point scales)
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(IV).Dedicated Human Specificity
Please indicate the extent to which the following are what you
have supplied to the focal buyer.
(a) Dedicated people

(Strongly disagree—strongly agree, 7 point scales)

Relational Capital

Indicate the extent to which you develop the following relationship
with your focal buyer

(a)Friendship with the focal buyer

(b)Reciprocity between partners

(c)The cheat won’t be occurred between partners
(d)Trustworthiness between partners

(e)Win-win relationship between partners

(f)Pursuit the growth together with the partner

(g)Willing to maintain long-term relationship with the partner

(Strongly disagree—strongly agree, 7 point scales)

Joint Decision Making

Indicate the extent to which you jointly plan the following activities
with your focal buyer

(a) New product launches

(b) Long-term collaborative plan

(c) Production cost-down plan

(Strongly disagree—strongly agree, 7 point scales)

Quasi Integration

What percentage of the focal buyer sales is occupied in your total

turnover last year?

Perceived Risk

Please estimate the extent to which you worry in the following
factors in relation to your subcontracting relationship with the

focal buyer

(a)The order might be transferred to other suppliers

(b)The relationship might be terminated

(c)Price decrease for current products

(d)The extra service is requested under the free-of-charge condition
(e)The confidential information will be betrayed by the focal buyer

(Strongly disagree—strongly agree, 7 point scales)

Buyer’s Dependence

The extent to which the focal buyer has experienced.

(a)The focal buyer will get big loss if you stop the supply

(b)It will be difficult for the focal buyer to find the alternative
resource if you stop the supply.

(c)You will be hard to be replaced by other competitors.

(Strongly disagree—strongly agree, 7 point scales)

Chapter 4.
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Table 2 shows the means, standard deviations, and correlations among the study
variables. We used path analysis to assess the hypothesized model relationships.
Data were analyzed using structural equations modeling with Amos 4.0 (Arbuckle &
Wothke, 1999). According to Bollen & Long (1992), researchers should compare
rival models and not just test a proposed model. In addition to our hypothesized
model, we examined four alternative models. The hypothesized model (Model 1)
has a significant chi-square (x? = 28.73, df = 6, p < .01), and the fit indices are not
quite strong enough (GFI = .92, AGFI = .73, CFl = .87, RMSEA = .18, AIC= 58.74).
Utilizing the change in chi-square test (Bentler & Chou, 1988), we compared our

hypothesized model with four nested models (see table 3).

Table 2 : Descriptive statistics and intercorrelations

Variable Means S.D. 1 2 3 4 5 6
1.Asset-specific 5.21 .82 1
investment
2. Joint decision making 5.32 .87 171
3.Quasi integration 2.83 1.30 .22 21* 1
4. Relational capital 5.52 6 .53 59** 17+ 1
5. Perceived risk 4.58 1.04 -04 .06 .03 -13+ 1
6.Buyer’s dependence 4.51 1.11 45" 45*** 31*** 36™* -.11 1

+p<.1 *p<.05 **p<.01 ***p<.0001
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In Model 2, we added the associations among the different governance
mechanism. A direct path is specified from the relational capital to the joint
decision-making and quasi-integration. The second comparison shows that Model 2
(Hypotheses + Governance Mechanism Interaction) provides a significantly better fit
than does the hypothesized model (Ax? =21.14, Adf = 2, p> .1, GF |= .98, AGFI = .88,

CFI =.97, RMSEA = .08, AIC = 41.59).

Table 3 : Nested Model Comparisons

Model x¥dfy Ax®> GFI  AGFI CFl RMSEA AIC
(Adf)

1. Hypothesized  28.73(6) .92 73 .87 18 58.74

2. Hypothesized 7.59(4) 21.14(2) .98 .88 97 .08 41.59
+Governance
Mechanism
Interaction
3. Partially 3.43(3) 25.30(3) .98 93 99 .04 39.43
mediated model
(Hypothesized +
TSI to buyer’s
Dependence)
4. Hypothesized + 2.59(2) 26.14(4) .99 92 99 .05 40.59
TSI to buyer’s
Dependence and
perceived Risk

5. Non-mediated 78.95(5) -50.22(1) .85 37 .56 .35 110.95
model

In Model 3, we specified the paths in the hypothesized model, and added a direct
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path from the asset-specific investment to the perceived buyer’s dependence. The
nested model comparison indicates that Model 3 is superior to Model 1 (Ax 2= 25.30,
Adf =3, p> .1, GF I= .98, AGFI = .93, CFIl = .99, RMSEA = .04, AIC = 39.43). In
Model 4, we estimated two direct paths from the asset-specific investment variables
to the perceived buyer’s dependence and perceived risk. The change in
chi-square test shows that Model 4 (Ax 2= 26.14, Adf = 4, p > .1, GFIl = .99, AGFI
=.92, CFl = .99, RMSEA = .05, AIC = 40.59) is significantly better than Model 1.
Model 5 tested a non-mediated model as the conceptual alternative. In this model,
the paths from asset-specific investment to relational capital, quasi-integration, and
joint decision-making were constrained to zero, but the paths from the asset-specific
investment and governance mechanism to perceived risk and perceived buyer’s
dependence were freely estimated. The change in chi-square test shows that Model
5 (Ax 2= -50.22, Adf =1, p<.01, GFI = .85, AGFI = .37, CFl = .56, RMSEA = .35, AIC
= 110.95) is significantly worse than Model 1. We used Akaike’s (1987) information
criterion (AIC) to evaluate the relative fit of our best fitting model and the alternative
model. The AIC values showed that Model 3 has a smaller value than others model,

thereby model 3 is the best fitting model.

Table4 : Completely standardized path estimates from best-fitting model
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Relational Joint

Quasi-integration Perceived Buyer’s

capital decision-making risk dependence
Asset-specific  H1 H2 H3 NE 22
investment .50 *** .50 *** 24+
Relational capital NE H4 H5
34 *** A2 -21* .04
Joint decision NE NE NE H6 H7
-making 23 * 28+
Quasi-integration NE NE NE H8 H9
A1 21
NE = path was not estimated in model.
+p<.1 *p<.05 **p<.01 ***p<.0001
Figure 2: Conceptual Framework
Governance Mechanism
4(-21%) ] ]
Antecedents Relational Capital Relationship
Outcome
. . - HS \-04) Perceived
Transaction-Specific HI(50%%) Risk
Investments (TSI’s) H6(:237)
e) Process Specificity Joml\; Dk?CIswn J7(:284)
f) Domain Knowledge > axing
Specificity H2(:50%% Buyer’s
g) Dedicated Human HS(11) Dependence
Specificity
h) Physical-Asset
Specificity H3(24+) Quasi Integration 9(21%*%)

Table 4 reports the standardized path coefficients (SPCs) for the estimated
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relationships (also reference to Figure 1). Hypothesis 1 predicted that
asset-specific investment is positively related to relational capital. Hypothesis 1 is
supported (SPCs = .50; p < .001). Hypothesis 2 suggested that asset-specific
investment is positively related to joint decision-making. The results of statistically
significant parameter estimates reported in Table 4 support this hypothesis (SPCs
= .50; p< .001). Hypothesis 3 predicted that asset-specific investment is positively
related to quasi-integration. Hypothesis 3 is not supported (SPCs = .24; p < .1).

Hypothesis 4 predicted that the relational capital is negatively related to the
perceived risk, and Hypothesis 5 predicted that the relational capital is positively
related to perceived buyer’s dependence. Hypothesis 4 is supported (SPCs =-.21; p
<.001). Hypothesis 5 is not supported (SPCs = .04; p > .10).

Hypothesis 6 predicted that joint decision-making is negatively related to the
perceived risk, and Hypothesis 7 predicted that joint decision-making is positively
related to perceived buyer’s dependence. Hypothesis 6 is not supported (SPCs
=.23; p < .1). Hypothesis 7 is not supported (SPCs =-.28; p< .1),

Hypothesis 8 predicted that quasi-integration is negatively related to the perceived
buyer’s risk, and Hypothesis 9 predicted that quasi-integration is positively related to
perceived buyer’s dependence. Hypothesis 8 is not supported (SPCs = .11; p > .10).
Hypothesis 9 is supported (SPCs = .21; p <.001).

Although not hypothesized in the study, there were two other significant path
estimates in Model 3 that are of great interest to us. The path from relational
capital to joint decision-making is statistically significant (standardized path
coefficients= .34; p <.001), and the path from asset-specific investment to perceived
buyer’s dependence is statistically significant (SPCs = .22; p < .05).

In summary, Hypotheses H1, H2, H4, and H9 are supported.

Chapter 5.
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5.1 Conclusion

As strategic outsourcing and inter-firm specialization have evolved as important

features of the modern industrial landscape (Hitt, Keats, and Demarie, 1999),

building up a value-creating subcontracting alliance by both leveraging and elevating

a partner’s interest and interdependence constitutes an indispensable element of

competitive advantages (Dyer and Singh, 1998; Madhok and Tallman, 1998).

By encompassing the perspective of inter-firm collaboration into existing TCE

(transaction cost economics) consideration on TSlIs (transaction-specific

investments), we have conceptually postulated and empirically evidenced that a

suppliers commitment in TSIs could enhance the likelihood of establishing the

foregoing three governance mechanisms—relational capital, joint action and quasi

integration. That is, when the supplier input higher transaction-specific investments,

the level of relational capital, joint decision-making, and quasi integration will

relatively be increased.

Meanwhile, with regard to the safeguarding consequence rendered by the three

governance mechanisms, we would like to conclude as below respectively:

(). Relational Capital
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“Relational Capital” can be used as the safeguard on TSls to bring the

consequence of diminishing the supplier’s perceived risk, but it might not be able to

effectively enhance the buyer’s dependence. The outcome can be interpreted that

relational capital underpins the mutual trust between the suppliers and the buyer,

the supplier therefore is easier to acquire the update information and knowledge

from the buyers which enables the supplier to reduce the perceived risk. However,

the buyer’s dependence won’t be comparatively increased because the buyer’s

main outsourcing strategy will be more focused on the competitiveness of the

suppliers and the market requirement of the products, rather than the concern of the

relationship.

(i) Joint Decision-Making

“Joint Decision-Making” can be used as the safeguard on TSlIs to result the

consequence of enhancing the buyer’s dependence, but it might also increase the

supplier’s perceived risk at the same time. The outcome can be interpreted that

joint decision-making is the signal of the closeness and interdependence between

partners, thus the buyer’s dependence will be increased. However, due to its

engaging in joint decision-making, the supplier has to not only play the role of

product provider, but also take the role of responsibility sharer across organizational

boundaries. Thus, the more responsibility the supplier undertakes, the more risk

she might perceive.
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(iii) Quasi Integration

“Quasi Integration” can be used as the safeguard on TSls to result the

consequence of enhancing the buyer’s dependence, but it might also increase the

supplier’s perceived risk at the same time. The outcome can be interpreted that

quasi integration represents the buyer possesses the greater importance to the

supplier; simultaneously, the supplier will perceive higher risk.  On the other hand,

when the supplier’s main business comes from the buyer, the buyer will have to put

more effort on watching over the supplier’s performance and operation control; once

the supplier discontinue the supply, the buyer will experience more difficulty to find

the alternative sources. Therefore, the supplier will be comparatively important to

the buyer due to the higher linkage of the activities and increase the buyer’s

dependence.

In sum, the value of the transaction is not based merely on the efficiency of

governance structure, but highly relies on the effectiveness of collaboration based

on specialized investments and knowledge sharing routines established over time.

5.2 Managerial Implications

Firstly, as our research investigation specifically takes a supplier perspective, this

set of outcomes could serve as a constructive counterpart to previous literature that

mostly focuses on a buyer’s perspective (e.g., Heide and John, 1990; Cely et al.,
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1999). As Taiwanese manufacturing suppliers are comparatively

resource-constrained in relation to their international buyers, yet are able to provide

time-to-time manufacturing service, the present results could render useful

managerial implications to their pursuit of global competitiveness.

Secondly, in the international subcontracting relationship, previous literature only

mentioned that “joint decision-making” and “quasi integration” could be the possible

control mechanism of safeguarding TSls which enhance the buyer’s dependence on

the supplier. However, the prominent new finding of this research asserts that

“relational capital” can be the determinant of the governance mechanism to be

deployed for reducing the supplier’s perceived risk from committing to TSls.

Finally, the existing literatures only analyze how specific assets in vertical

exchange relationship are safeguarded, whereas this study is conducted to examine

the consequence on the safeguards generated from the governance mechanisms.

The empirical finding proves that decreasing the supplier’s perceived risk and

increasing the buyer’s dependence are the main consequence exerted from the

safeguards. In other words, the pledge of supplier commitment through specialized

investments such as dedicated equipment, people, knowledge and processes

effectively changes the buyer-supplier relationship from being asymmetric

dependent to mutually dependent.

We therefore suggest the suppliers can proactively set up transaction-specific
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investments with the buyers; such investments would not only signal the supplier’s

commitments to maintain an enduring relationship, but also facilitate more

engagement of relational capital, joint decision-making and quasi integration with the

buyers. A far-sighted firm should make its decision not only on the current potential

risks involved with the specific investments, but also on the anticipated higher level

of interdependence and collaboration that TSIs would induce.

5.3 Limitations of the Current Research

One research limitation is the sample size. Although every effort was made to

increase the response rate, the current sample size is just barely enough for

conducting structural equation models (Baggozi and Yi, 1988). Anderson and

Gerbing (1988) suggested that a sample size between 100 and 150 is the minimum

satisfactory level when conducting structural equation models. Another limitation

rests on the one-sided self-report data used in the study. The perceptions of a

different party toward the same phenomenon can be very different. Relational

capital, for instance, may be perceived differently from buyer’s perspective. This

may leave room for future research.

5.4 Direction for Future Research
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Several future research directions are worth pursuing. First, as an initial
research attempt from the supplier’s perspective, we propose that “Relational
Capital” can diminishing the supplier’s perceived risk on transaction-specific
investments. While the present empirical outcomes imply an initial support of the
existence of this construct, future research could further explore its nature and
establish detailed content. Future research navigation on exploring the nature of
“Relational Capital” which can effectively decreasing the perceived risk is strongly
suggested.

Also, the three control mechanisms mentioned in this paper —relational capital,
joint decision-making and quasi integration may be used simultaneously to develop
efficient inter-organizational relationship. It's worthwhile to further investigate the
relationship in between. We suspect that there might be a curvilinear relation
between them and one of them might be the dominant element of the three.

Moreover, we suggest distinguish the “Supplier” from its scale and prominence
in the supplying network.  From the differentiation, we may explore if the supplier’s
size and position in the industry will bring any impact on the relationship between the

governance mechanism and the safeguarding consequence.
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