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THE NEW GLOBAL DIVISION OF LABOR

What an extraordinary episode in the economic progress of man that
age was which came to an end in August, 1914! .. .'The inhabitant of
London could order by telephone, sipping his morning tea in bed, the
various products of the whole earth, in such quantity as he might see
fit, and reasonably expect their early delivery upon his doorstep.
—John Maynard Keynes, 7he Economic
Consequences of the Peace

Adam Smith could never have dreamed of the global division of labor
that is quickly coming to pass. It would take two centuries after 7he
Wealth of Nations for the global manufacturing process to be
perfected. Where the twentieth century saw the rise of the global
supply chain in manufacturing, in the twenty-first century technol-
ogy now permits the rise of a global supply chain in services.
Relying on suppliers around the world, a garage entrepreneur can
coordinate the production and delivery of a service from anywhere.
Firms can transfer processes to foreign third-party vendors, relying
on the discipline of the market rather than the discipline of

supervisory management. The search for talent has gone global,
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hurdling the barriers to labor factor mobility posed by restrictive
immigration laws.

Not only can firms find inputs anywhere, but they can find buy-
ers everywhere. Firms can offer their services directly to consumers
across the world without investing in extensive local distribution
networks. They can leverage this worldwide consumer base to achieve
economies of scale. Firms can locate their headquarters where they
might have most ready access to capital, especially venture capital,
and their servers where they can find cheap and plentiful energy.
‘They might locate their operations in a jurisdiction that provides tax
incentives to encourage job creation. Because technology now allows
firms and consumers to turn to service providers far from home,
suddenly the local information broker—from the reporter to the
auctioneer to the yenta—must now compete with suppliers across
the world.

'This organizational revolution puts pressure on law. The move-
ment from make to buy, from status to contract, will require a robust
transnational legal framework to facilitate cross-border contracts and
information flows. The risks to security and privacy as information
crisscrosses the world between consumers and service providers will
require a legal response. Rather than the Silk Road’s disputes among
merchants or modern goods traders’ disputes regarding bills of lading
and shipping documents, disputes in this new international market
for services will grow among household buyers and sellers located
across the globe, between ordinary citizens and global websites.

In this chapter, I describe this evolution in the organization of
production, arguing that we will likely see increasing cross-border
contracting between unafhliated parties as firms move internal
processes to third-party vendors. Where there are contracts, there
are eventually contractual disputes, requiring a legal infrastructure of

dispute resolution. The open-source programming that drives much
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of this trade itself relies on the enforceability of contract and prop-
erty rights across borders—supplemented by reputation and reward
systems. In the final section of this chapter, I describe the close and
mutually beneficial connection between outsourcing and open-

source production methods.

Butcher, Baker, Information Broker

“In the lone houses and very small villages which are scattered about
in so desert a country as the Highlands of Scotland, every farmer
must be butcher, baker, and brewer for his family.”’ Adam Smith
began his 1776 study of the wealth of nations by examining the divi-
sion of labor. The division of labor, he observed, depended in large
part on the size of the market, which in turn depended largely on
geography and technology. In remote locations, the absence of
extensive markets limited the division of labor. But those with better
access to means of transportation could reach larger markets, and
thereby improve efficiency: “by means of water carriage a more
extensive market is opened . .. and industry of every kind naturally
begins to subdivide and improve itself.” Specialization would
improve productivity by reducing the time wasted in transferring
among multiple tasks, increasing the dexterity of the individual
worker at a specific task, and spur the invention of machines that
perform specified functions.® Smith critiqued the reigning mercan-
tile political economy of his day, which sought to encourage exports
but discourage imports. While Smith spoke in terms of absolute
advantage and not comparative advantage, he argued that liberal
rules for both export and import would deepen the division of labor
and enrich nations.

Smith wrote at a time when the medieval age’s dusty silk

roads and wooden ships were soon to give way to the railroads and



steamships of the industrial age. Industrial revolutions in mechani-
zation, transportation, and communications technology deepened
the national and international division of labor. Technology eroded
the decisive role of geography in the organization of production.
Mass-production techniques and the modern management systems
they spawned swelled the international trade in goods.

The economic benefits of this globalization have been distrib-
uted widely—but many have also borne the pain and dislocation
that follow from global competition.* Merchandise producers
reduced their costs by shifting manufacturing to advantageous
locations, often in maquiladoras or other export-processing zones in
the developing world.® This shift led to the loss of blue-collar jobs in
the industrialized nations, the rise of sweatshops in the developing
world in some cases, and the dazzling array of affordable merchan-
dise available at the local superstore.

As economic historian Alfred Chandler describes, technological
innovation shifted not just the location of production but also its
organization. By enlarging both output and markets, the nineteenth
century’s industrial revolution required the creation of the manage-
rial hierarchies (managers who manage managers) characteristic of
the modern business enterprise.® These colossus corporations,
increasingly capitalized through the public markets, brought inside
the corporate walls functions that had historically been provided by
third parties. These corporations integrated mass production and
mass distribution within the firm and its subsidiaries, replacing the
invisible hand of the market with the visible hand of management.

'The multidivision corporation (dubbed the “M-Form” corpora-
tion) would rapidly extend itself internationally to become the mul-
tinational corporation that came to dominate the twentieth century.”
Even at the dawn of the twentieth century, some Europeans labeled

this the “American invasion” and fretted about the “Americanisation
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of the world.”® The multinational corporation would become a prin-
cipal vehicle for cross-border trade in services. Hollywood began to
recognize the global audience available for its media products.
Software enterprises, too, sought global markets. Microsoft has
subsidiaries in more than 110 countries, from Albania to Zimba-
bwe.? Financial institutions extended themselves around the world;
Citigroup today has offices in nearly a hundred countries world-
wide.”® Western telecommunications companies similarly found
opportunities for growth in the developing world. The global wave
of privatizations of government services beginning in the 1980s
increased the local presence of multinational corporations in a vari-
ety of fields from banking to telecommunications to water services.

But with the exception of finance, this cross-border trade in
services did not generally require the real-time transmission of large
volumes of data across borders.! Microsoft and Disney developed
their products in one country—typically the United States—and
then disseminated that product globally. Local subsidiaries were
simply translators and distributors. Thus, while service providers in
certain industries in the developing world faced competition from
Western corporations with local distribution channels, service pro-
viders in advanced, industrialized nations did not face a reciprocal
competition from service providers in the developing world.

Unlike merchandise, which typically can tolerate the lag between
product design and product production imposed by international
shipping, many services require a real-time exchange of information
between the service provider and its consumer. Accordingly, for the
bulk of human history, services had to be performed on-site or near-
site. The digital revolution disrupted this requirement through two
related innovations: the creation of global digital networks and the
digitization of information itself. First, the introduction of the

Internet and other high capacity transcontinental electronic data



networks made possible remote collaboration on a real-time basis,
with parties separated by continents able to share data almost as
readily as if they had adjoining cubicles.'? Second, the digitization of
information spurred its wide dissemination. The adoption of com-
puters as a tool for work meant that information was often created
originally in digital form. The World Wide Web established one
common information-sharing platform, taking advantage of both
digital networks and digitized information. Information that had
been held locally now found wide distribution. Take, for example,
the US Securities and Exchange Commission's EDGAR database,
with its immense storehouse of information about publicly traded
companies, and the Patent and Trademark Office’s databases, which
make every patent and registered trademark searchable. It was not
long ago when accessing SEC or PTO public records required
hiring a runner to photocopy files in a Washington area basement,
delivering a copy by either Federal Express or fax. With the rise of
the World Wide Web, these databases became available for free to
people across the world.” The global information platform allowed
the creation of new services, such as search engines, video and other
information-sharing depositories, and personal social networks.
Today, cross-border outsourcing includes “typists, researchers,
librarians, claims processors, proofreaders, accountants and graphic
designers.”™* Cross-border trade in services also includes engineer-
ing,” architectural services,'® legal services,!” animation, and movie
special effects.’® ‘The jobs are both “big—100-page investment
reports requiring weeks of work—and small.”” Chennai-based
“Tayaraja Marimuthu, for instance, is designing a program for [the]
wedding of Ann and John, a Texas couple proclaiming their joy in
being ‘together for life.”” (The flower arranging, alas, cannot be
outsourced cross-border, even if the flowers themselves come from

the tropics.) Today, telecommuting can occur across hemispheres. A
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Wall Street Journal article offers a vivid example of what it calls
“extreme telecommuting”: although Paolo Conconis “work is in
Europe and China, his office is a table by the pool of his villa in Bali,
Indonesia. As he goes through his mail, he sips his favorite Italian
coffee. An attendant lights his cigarette.””

Manufacturing, too, has been transformed by electronic net-
works. Even a trade as ancient as Persian carpet weaving “is guided,
these days, in part by e-mail missives on the tastes of rich customers
in the West.”? 'This is an example of the design services that are a
key input into the manufacturing process.

The Organisation for Economic Co-operation and Develop-
ment (OECD) estimates that one-fifth of all service jobs in the
developed economies will be affected by cross-border trade in ser-
vices.” This does not mean that such a large fraction of jobs will
soon be outsourced but, rather, that the terms of these positions will
change as a result of international competition. The deepening divi-
sion of labor represented by cross-border outsourcing of services
increases efficiency, just as the international division of labor in man-
ufacturing increased efficiency. An inefficient service sector func-

tions as “a prohibitive tax on the national economy.””*

By removing
this unproductive tax, trade in services should improve growth across
the world. Of course, even while many more will gain, many will
lose. The personal misfortunes that will result will be enormous.
Retraining and adjustment programs are necessary measures, but

not all countries can afford them.

Vendor or Captive? Reinterpreting “Make or Buy”
The first claim to fame of the economist Ronald Coase was his 1937
inquiry into why firms existed at all, rather than individuals who

contracted with one another in the marketplace. The question has



been translated into the query: Make (inside a firm) or buy (through
a market)? Often overlooked is that Coase placed technology at the
heart of his explanation of the determinants of the boundaries of the
firm, recognizing that technology would influence both the transac-
tions costs of marketplace contracting and the organization costs of
internal hierarchy.® In 2000, the New York Times linked the organi-
zational shift to a prediction of Coase’s theory: “Sixty years [after
Coase’s paper], transaction costs have plunged, thanks to the Inter-
net. ... As a result, companies can get complete information about
potential suppliers and business partners within a few clicks, and can
therefore set up supplier agreements or form alliances with other
companies for a fraction of what it would have cost even a decade
ago.”” Electronic data networks reduced not only the costs of mar-
ketplace transactions but also the costs of managerial hierarchies.
'The first effect—the reduction of transaction costs—tends to reduce
the size of the firm by increasing the use of the marketplace for pur-
chasing inputs into the production process. However, the second
effect—the reduction of hierarchy costs—tends to increase the size
of the firm as the costs of internalizing production inputs fall. In his
original paper, Coase was uncertain whether improvements in com-
munications technology (he offered the example of the telephone)
would put greater downward pressure on market transaction costs or
internal organization costs.”” Today, the standing view seems to be
that the greater effect has been on market transaction costs, imply-
ing an increase in third-party outsourcing.?®

Yet the choice of employing a service provider abroad does not
necessitate a turn to the market. Many Western corporations
outsource by establishing local subsidiaries rather than by employing
independent vendors. In the parlance of international businesspeo-
ple, nonchalant about the evocation of colonial rule, these are

“captives.” Restated in the language of organizational economics, the
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Western corporations that outsource through captives choose “make”
over “buy.” (Economists consider obtaining an input from a foreign
subsidiary “making,” not “buying,” the input because it is produced
in-house by a corporate arm.) The General Electric Company pio-
neered this type of outsourcing in India, in large part by accident. In
1997, as GE was establishing an Indian office to process credit
applications from Indians for a credit card joint venture with an
Indian bank, the “light went on.” “We started to think, we can do
this for the rest of the world,” says Pramod Bhasin, a former GE
Capital executive who helped create GE Capital International
Services (“Gecis”) and serves as its chief executive. Now Gecis
reviews credit card applications from New Delhi to New York. “By
the late 1990s,” the Wall Street Journal reports, “GE began turning its
attention from simply buying software from India to using the coun-
try as a base for data entry, processing credit-card applications and
other clerical tasks.” GE realized “savings on backroom operations
alone” of about $300 million a year. By 2000 the outsourcing had
deepened further, as GE established the John F. Welch Technology
Centre in Bangalore, named after its storied CEO, employing
“thousands of researchers working on everything from new refrig-
erators to jet engines.””

New institutional economists have refined Coase’s insights into
the determinants of the organization of the firm. Today economists
explain the decision to make rather than buy as turning in part on
the existence of asset specificity. Certain types of marketplace con-
tracts might be subject to post-contractual opportunistic behavior,
leading companies to bring those functions within the corporate
hierarchy. When either party invests in assets specialized to that par-
ticular contract, the counterparty can exploit that investment by
renegotiating the terms of the contract, recognizing that the party

making a specialized investment cannot readily divert its resources



to alternative productive uses.*® In cross-border outsourcing, either
the vendor or the procurer of services may face the risk of exploita-
tion: the vendor might be required to engage in extensive informa-
tion gathering about its client or create processes and systems
narrowly tailored to the client’s needs; the client, meanwhile, might
come to rely on proprietary systems owned and supported by a par-
ticular vendor. The vendor’s investment in knowledge may leave the
client vulnerable, at least in the short run, if such knowledge will be
difficult for another vendor to replicate readily in the future. At the
same time, the vendor may be vulnerable because of its extensive
asset-specific human and other capital investment in the project of
the procurer, an investment that will be amortized only over a long
term.

Firms faced with asset-specific inputs might avoid the possibil-
ity of exploitative behavior by entering into long-term contracts that
provide remedies for exploitative behavior. However, such contracts
might be quite expensive, both to write and to enforce.* This prob-
lem is compounded by the difficulty of pricing idiosyncratic inputs.
Because neither the buyer nor the seller will find it easy to predict
exactly how many resources the input will ultimately require, the
contractual price may be subject to adjustment under the contract
terms. The price escalation clause makes it difficult to distinguish
legitimate pricing adjustments due to unexpected cost increases
from behavior exploiting the counterparty’s asset-specific invest-
ments. At times, one party will accept the risk of exploitation by the
other side, a risk that it will presumably price. Reputational sanc-
tions and the withdrawal of expected future business often prove a
means to discipline exploitative behavior.

The principal alternative to contracting as a response to the
difficulties posed by asset specificity is vertical integration—that is,
buying or building the supplier instead of buying the supply. Rather
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than rely on contracts with third-party vendors, corporations might
choose to bring the function in-house. They can do so even with
inputs to be delivered across borders, typically through establishing
a local subsidiary in the foreign country. General Electric did exactly
this when it expanded its financial services operations in India.

But vertical integration increases hierarchy costs and fails to take
tull advantage of the market. Managing subsidiaries cross-border is
an especially expensive proposition. More important, keeping a func-
tion in-house reduces the opportunities for benefiting from econo-
mies of scale. Of course, a firm could create a subsidiary that serves
not just that firm but also other companies. But third-party vendors
can more readily serve multiple clients. This represents a division of
labor across firms rather than within them. The approach is the
opposite of the twentieth-century firm described by Alfred Chan-
dler, either the conglomerate that makes everything from tires to
rolls of bathroom tissue (similar only to the extent that both are cir-
cular) or the vertically integrated multidivisional firm. Contempo-
rary organization theorists see investments through public and
private markets, rather than managerial hierarchy, as the superior
mechanism in most cases for diversifying risk and investing in
opportunities in diverse markets. A stand-alone enterprise not con-
fined to one buyer finds it easier to scale up by offering its service to
multiple demanders. A diversity of demanders also increases the effi-
ciency with which that service is used, as slackened demand by a
customer here (say, as a result of regional or sectoral recession) can be
compensated by increased demand elsewhere. By providing services
to multiple companies, third-party vendors also develop specialized
expertise not readily available to a supplier for a single entity. As one
expert notes, captive centers must “derive one’s own learning, unlike
in a third-party scenario where they would have picked up best

practices from other clients and processes.”? The efficiencies of



third-party vendors hold a financial payoft: the Economist magazine
reports that captives may tend to be more expensive than indepen-
dent vendors, with costs up to 50 percent higher.*

Indeed, the pioneer in outsourcing to India, GE, has spun off its
Gecis subsidiary, selling a majority stake to US-based private equity
firms.’* The sale “allowed Gecis to begin working for companies
other than GE, including Japan’s Nissan Motor Co.”* One of the
many India-based outsourcing companies to list on the New York
Stock Exchange, WNS (Holdings) Limited, followed a similar path,
beginning life as the in-house services provider for British Airways,
until the American private equity group Warburg Pincus purchased
a majority stake. Today the company, which is incorporated in Jersey,
Channel Islands, continues to serve British Airways but also serves
Air Canada, Virgin Atlantic Airways, and numerous financial insti-
tutions.* The trend seems to be continuing. Citigroup, for example,
sold its Indian subsidiary Citigroup Global Services to Tata Consul-
tancy Services at the end of 2008 for half a billion dollars. Tata took
on the twelve thousand employees of the subsidiary and agreed to
provide services to Citigroup for the next decade. Citigroup then
sold another Indian services subsidiary to Wipro, simultaneously
agreeing to a five-year contract to outsource certain services to
Wipro. The Swiss bank UBS sold its Indian business-process
outsourcing unit to outsourcing firm Cognizant.

The decision to outsource a function through a foreign subsid-
iary rather than a third-party vendor often turns on yet other factors
beyond asset specificity or efficiency. Companies are especially wary
of turning “strategic” or “core” functions over to third-party entities.
The concern is especially evident when such functions involve
proprietary and secret information, given the fear that the foreign
vendor might appropriate such information and use it to enhance a

competitor. But some management consultants argue in a Harvard
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Business Review article that even “critical functions like engineering,
R&D, manufacturing, and marketing can—and often should—be
moved outside.”™” Even the definition of what is “strategic” and
“core” is susceptible to change over time. The history of the inte-

grated circuit chip industry reflects this dynamic:

In the 1980s, large U.S. integrated circuit chip (“chip”) design
companies began moving manufacturing of their chips to
offshore fabrication facilities (or “fabs”) that also leveraged
economies of scale to produce large volumes of chips for
many chip companies. ... The benefit for these companies
included reducing their costs to produce their chips, while
freeing up capital and time to develop newer and better
chips. Today, almost every new U.S. chip company is
“fabless”; they design their semiconductor products and turn

to offshore fabrication facilities to produce them.*

Intel remains an important exception to this rule, maintaining plants
across the world. Outsourcing production of even a company’s most
valued products is commonplace: Apple outsources its star products—
iPhone, iPod, and laptop production—to Taiwanese vendors. In 2012,
Apple’s CEO Tim Cook visited the Chinese plant where 120,000
workers employed by the Taiwanese company Foxconn build Apple’s
products.*” Apple also announced plans to renew limited manufactur-
ing in the United States. Over time, the pressure to minimize costs
may increase demand for third-party vendors with respect to services,
but only as long as issues of intellectual property, privacy, security,
and contract enforcement are adequately resolved. As outsourcing to
third-party entities deepens, we may see a reversal of the trend
famously noted by Alfred Chandler: a move from the visible hand of

management to the invisible hand of the market.



From Open Source to Outsource

Outsourcing shares much in common with open-source production
processes, an increasingly important mode of organizing production.
Harvard theorist Yochai Benkler describes what he calls “commons-
based peer production,” whereby individuals, usually working as vol-
unteers, contribute to a communal project in a “self-selected and
decentralized, rather than hierarchically assigned” manner, rewarded
principally only in reputation or in the use of the final product.
Benkler suggests that these volunteers can “beat the largest and
best-financed business enterprises in the world at their own game.”
Both outsourcing and open sourcing require that a larger task be
divisible across numerous persons who are geographically dispersed,
a division made immeasurably easier by the emergence of the Inter-
net. Both thus embody the increasing deconstruction of the firm, with
the functions of the firm disaggregated via piecemeal work per-
tormed remotely.*! In this section, I explore the relation between the
two, suggesting that outsourcing can benefit from the adoption of
open source and open standards.

Open-source production can be understood as a species of net-
work: in commons-based peer production, the person originating
the project outsources development to others around the world,
though without the command directive or purchasing conditions
typically present in a traditional outsourcing transaction. Consider
Linux, the exemplar of the peer production and open-source move-
ment. The kernel to this operating system was developed by Linus
Torvalds from his home in Finland, built atop code developed by
Richard Stallman. Since 1991, when he released his source code to
an Internet newsgroup, Torvalds has coordinated a global produc-
tion process, now from the West Coast of the United States.* The
Linux kernel today contains more than fifteen million lines of code

and powers the great bulk of the world’s top supercomputers.®
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In computer software, languages evolved to promote modular
programming, which facilitates collaboration.* Programming now
often involves extending a “library” of functions, each performing a
well-defined operation upon the receipt of specified parameters. The
rationalization of business processes, too, has increasingly standard-
ized some corporate functions.

In peer production, the ability to collaborate depends on a related
fundamental characteristic: the decision to publish the necessary
standards (and often the underlying code) for modifying or extend-
ing the given project. Opening up the source and the interfaces
enables a largely spontaneous division of labor across unaffiliated
parties. The web itself has been called “the apotheosis of open
standards.”® The web’s principal designer, Tim Berners-Lee, sought
to ensure that the programming underlying a webpage would
be publicly available (thus the feature of most desktop web
browsers that allows one to look at the page’s programming).*
'The decision of some companies to open their application program-
ming interfaces (even without necessarily revealing the underlying
code) to the world enables others to access the application’s func-
tionality and extend the application in unforeseen ways. Today a
website can mash up the mapping service offered by Google with
the photography service oftered by Flickr mixed in with Amazon’s
sales services.

One of the principal attractions of the open-source process is that
it reduces opportunistic behavior exploiting asset specificity.*’ Propri-
etary standards for any given system limit the potential market for
suppliers who might manage or extend that system. At least in the
absence of reverse engineering (which is both costly and potentially
imperfect), only the original supplier of the proprietary system or its
licensees will have the information required to modify that system.

Where a system is open source, in contrast, many suppliers can



potentially modify that system. Consider the journey of IBM,
which practically invented proprietary computing systems, to its
current embrace of open source. Its CEO, Samuel Palmisano,
now evangelizes open standards: “Everywhere, economic activity
is turning outward by embracing shared business and technology
standards that let businesses plug into truly global systems of
production.”®

Open-source projects have gone viral across borders without
paying much attention to the legal niceties usually accompanying
cross-border licensing. Yet given their global scope, open-source
projects rely on the global enforceability of licenses. They do not
limit themselves either to contributions from coders from jurisdic-
tions likely to enforce the license or to users from such jurisdictions.
Eben Moglen and Richard Stallman, the authors of one of the most
popular open-source licenses, the GNU public license (GPL),
acknowledge that version 2 of the GPL was “a license constructed by
one US layman and his lawyers, largely concerned with US law.”*
Even its current third version neither chooses governing law or
forum nor offers variations based on jurisdiction. The Creative Com-
mons licenses, by contrast, have been “ported” to more than fifty
jurisdictions. Version 3 of the GPL was, however, written with the
substantive harmonization requirements of international intellectual
property treaties in mind. The GNU license disclaims warrantees
and asserts claims over the distribution of derivative works without
reference to any particular jurisdiction’s laws.” Thus far, this failure
to consider choice of law and local property and contracting prob-
lems does not appear to have proven detrimental, perhaps because of
the disciplinary force of informal reputation sanctions in the
programming community. In drafting the third version of the
GPL, which they characterize as a “Worldwide Copyright
License,” Moglen and Stallman observed that, despite the lack of
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international foundations, the “GPL version 2 performed the task of

globalization relatively well.”!

'The economic logic of net-work—specifically, the increase in pro-
ductivity arising from a deepening division of labor—supports the
lowering of protectionist barriers against trade in services.”> But
more is required. International trade flourishes in a legal infrastruc-
ture of enforceable contracts. This is ever more urgent as firms turn
increasingly to buying over making, as they outsource production
processes to third-party vendors in alien jurisdictions. The increased
legal risks of the market mechanism operating cross-border might
be reduced through better transnational dispute resolution frame-
works. I turn to these issues in chapter 7.

Despite the efficiencies of global commerce, national borders
remain crucial. Law, after all, is defined largely at the national level.
States will be loath to abandon their law in the face of offerings
mediated by the Internet. In the coming chapters I show how the
nations of the world are reconfiguring themselves for global
e-commerce and how the law can both facilitate and regulate such
commerce. Adam Smith deplored the mercantilism of his day, which
would erect barriers to imports so that no specie left the homeland.
In this book, I argue that we must dismantle the logistical and
regulatory barriers to net-work trade while at the same time ensur-
ing that public policy objectives cannot easily be evaded through a
simple jurisdictional sleight of hand or keystroke.
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