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Foreword

“Welcome to the age of constant alarm bells where surprise is all and no one can predict what will happen 
tomorrow”1. When Ridderstråle and Bordström wrote this back in 2002, little did they know that, less 
than a decade later, business managers would be wondering daily whether there would be a tomorrow, let 
alone how it would look. Nowadays, industry news bulletins sound like war dispatches. Many are scared 
to turn on the nightly news, just in case another company has hit the road. At times like this, businesses 
have to be prepared for anything that might happen. And, if you are dealing with Information Technol-
ogy (IT) outsourcing, that is the best reason why you should read this book: Measuring IT Outsourcing 
Performance prepares you to proactively design and manage your IT outsourcing venture. 

The book is packed with relevant notions, tips and knowledge which will increase your awareness 
of the typical risks and challenges and will enable you to avoid falling into the most dangerous pitfalls. 
Solli-Sæther and Gottschalk even devised a maturity model that, in itself, can be used instantaneously 
as a roadmap to success: a series of stages that you should follow to make your business evolve and 
grow hand-in-hand with your outsourcing partners. 

I should probably say at this point that, in a true outsourcing spirit, at first I thought I should ask 
somebody else to write this foreword for me. Then I realised that was probably not what the authors 
had in mind when they invited me to do this! So, I sat down at the desk of my hotel room, turned on my 
computer, accessed my Software-As-A-Service provider’s platform, opened Microsoft Word, created a 
new “Foreword.docx” file and saved it to my quota on our IT supplier’s server situated in a remote office 
location somewhere in Scotland. And there I was, ready to go! How’s that for IT outsourcing? 

As Editor-in-Chief of Strategic Outsourcing, An International Journal (SOIJ), I have been fortunate to 
be at the heart of the outsourcing scientific community, working with some of the world’s most esteemed 
outsourcing experts. Over the past few years, I have seen this topic rise to the top of both scientists’ 
and executives’ agendas. In its first year alone, SOIJ generated over 7400 article downloads worldwide, 
clear evidence of the interest in this area. One of Volume 1’s closing articles2 identified the top 10 most 
urgent outsourcing research questions. One was the need to better address the challenges inherent with 
managing outsourcing performance. And then Solli-Sæther and Gottschalk’s book appeared. Timely, 
to say the least! 

Working with executives from various sectors responsible for sourcing and outsourcing projects, I 
have seen firsthand the virtues and shortcomings of existing knowledge and theories, when applied in 
the real world. Traditional tools for performance measurement seem inadequate when applied to out-
sourcing projects and as a result, many scholar and practitioners question the real success rate of these 
initiatives. Today’s global financial crisis, however, is increasingly holding executives accountable for 
every decision, more than ever before. Consequently, all projects are scrutinised through the lenses of 
return on investment, cost/benefits and efficiency measures. There is no other way to put it: measuring and 
managing outsourcing performance is something we will need to become much better at in the future! 



viii  

Managing IT Outsourcing Performance offers the nuts and bolts of managing outsourcing relationships 
while providing critically relevant insight from industrial case studies which demonstrate that what ap-
pears simple in theory may become extremely complex in reality. Whether you work with IT outsourcing 
or simply want to be “educated” on the subject, the balanced approach of presenting scientific theories 
side by side with practical experience makes the value of this book stand out shouting.

Solli-Sæther and Gottschalk start from the basics, offering a detailed yet easy to follow run-through 
of the seminal theories often used to explain how to answer the crucial “make or buy” question. Then, 
they build their argument all the way up to the complex stuff, providing several useful clues about how 
to manage global outsourcing relationships under the pressure of ever more demanding stakeholders. 
Their book looks at outsourcing from the perspective of the client-supplier relationship, suggesting how 
to measure and manage its performance to create a win-win environment. 

Building and managing business today feels at times like playing the Hasbro’s Jenga game, the one 
where you play with a tower made up of layers of wooden bricks and you need to take as many bricks 
as possible apart and place them to the top of the tower trying to go as high as possible: your company 
will become stronger if you can recognise what processes you can let go; it will lose its equilibrium, 
falling into pieces at the slightest mistake or trembling, as you let these processes go; and it won’t be 
the ‘tallest tower’ in the market unless you have an idea of how to design and manage the structure of 
your network.

If IT is your Jenga’s Tower or simply one of its wooden bricks, and if you want to be Hasbro’ tallest, 
Darwin’s fittest or Ridderstråle’s and Bordström’s funkiest business in the industry, this book gives you 
the rules of the game. 

Friedman once said: “It’s all about combining the best of what computers can do with the best of what 
humans can do, and the constantly reintegrating the new best practices the humans are innovating back 
into the system to make the whole – the machines and the people- that much more productive”3.

Read this book and be prepared!

EndnotEs

1 Ridderstråle, J., Bordström, K., (2002). Funky Business. Upper Saddle River, NJ: FT Prentice 
Hall

2 Busi, M., McIvor, R. (2008). Setting the outsourcing research agenda: the top-10 most urgent 
outsourcing areas. Strategic Outsourcing, an International Journal, 1(3), 185-197.

3 Friedman, T. (2005). The world is Flat. New York: Penguin Books.

Dr. Marco Busi 
Editor-in-Chief, 
Strategic Outsourcing an International Journal
CEO and Director of Research, 
Carisma RCT Ltd., www.carismarct.com 
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Preface

Information technology outsourcing – the practice of transferring IT assets, leases, staff, and management 
responsibility for delivery of services from internal IT functions to third party vendors – has become an 
undeniable trend. In recent years, private and public sector organizations worldwide have outsourced 
significant portions of their IT functions to service providers onshore and offshore (e.g., Lewin & Peeters, 
2006; Solli-Sæther & Gottschalk, 2007). Examples can be found in major organizations such as Scandi-
navian Airlines Systems, ABB, and Rolls-Royce. In a business perspective, outsourcing is motivated by 
the promise of strategic, financial, and technological benefits. The success of outsourcing, then, should 
be assessed in terms of attainment of these benefits (Lee, Miranda, & Kim, 2004). In a user perspective, 
outsourcing success is the level of quality of offered services.

This book is about managing IT outsourcing performance, focusing on relationship management, 
value creation and measurements. In addition to organizational and management issues, a number of other 
important topics and areas are covered in this book to shed light and generate new insights into the way 
forward for IT outsourcing. For example, value configurations may differ between outsourcing parties, 
creating challenges in connecting primary and secondary activities of client and vendor organizations

This book offers a comprehensive literature review of IT outsourcing based research. It provides 
methods, tools, and metrics for relationship management and for value creation and performance mea-
surement. In order to understand the inherent complexities and the underlying constructs of relationship 
and performance management, three internationally based outsourcing relationships are presented. 

The mission of this book is to:

• Identify outsourcing opportunities and threats.
• Provide an overview of organizational and management theories and practices of IT outsourcing.
• Demonstrate that a holistic approach to IT outsourcing is needed that recognizes and emphasizes 

the combination of several critical success factors. The theory-based factors presented have both 
divergent and convergent implications for management.

• Define stages of growth model for IT outsourcing, which can be used by companies to learn the 
path to improved relationships. By identifying development stages, scholars and practitioners have 
a framework within which they can diagnose the current situation and plan for future improvements 
in their outsourcing relationship.

• Emphasize the important role of knowledge for inter-organizational learning and innovation. An 
outsourcing arrangement between vendor and client seems dependent of knowledge transfer. With 
the changing business environments, the locus of value creation is no longer within the boundaries 
of a single firm, but occurs instead at the nexus of relationships between the parties. Outsourcing 
can add to the enterprise using unique organizational resources of both tangible and intangible 
nature.
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• Classify company activities into value configurations for outsourcing. As people in the strategy 
field already know, the contingent approach to strategy implies that value chains, value shops, and 
value networks have very different value creation logic.

• Provide a model for strategic planning for outsourcing initiatives. The Y-model describes the cur-
rent situation and the desired situation, thereby evaluating a gap between current and desired that 
should be reduced and closed by means of a new strategy. 

• Provide an understanding of how a client company can benefit from outsourcing by explaining 
vendor value proposition, and further, explain how to manage the vendor relationship with an 
advantageous benefit/cost ratio. This includes a method for development and examples of how to 
measure IT outsourcing performance. 

• Identify frameworks for outsourcing governance to establish effective relationships. A number of 
important issues are presented in this book, enabling the reader to select an appropriate management 
control system for the outsourcing relationship. This is important as responsibilities of management 
change after an outsourcing decision.

The generalizability of the findings in this book to the entire IT outsourcing market might be found 
problematic by some readers. We as authors have mainly used case studies in the European area and sur-
veys in the Norwegian area, and we have used those studies to generalize it to entire outsourcing market. 
Some readers may have a problem with that, primarily because outsourcing is a global business practice. 
As we are very well aware, companies and governments engage in global outsourcing relationships. 

The target audience for this book includes (but is not limited to):

• Graduate students, MSc, early researcher, and first year PhD, in management information systems, 
who will need to get an overview of research conducted in this area.

• Undergraduate students in systems development, who should learn about the intricacies of not only 
technical aspects of IT outsourcing, but also organizational and managerial aspects as well. 

• Information systems designers, developers and programmers in public and private software orga-
nizations, who want to think in the big picture of IT outsourcing as they might get affected by an 
outsourcing arrangement.

• Project managers in IT projects, who will typically get involved when companies are outsourcing 
information systems and technology.

• CIOs and IT managers, who are responsible for outsourcing project, and later, for the success of 
the outsourcing arrangement.

IntroductIon to chaptErs

This book is concerned with opportunities and threats managing IT outsourcing performance. It shows how 
companies can handle the complex business process of outsourcing by addressing issues such as critical 
success factors, stages of growth in outsourcing maturity, knowledge transfer between client and vendor. 
This book shows that understanding of costs, benefits and risks, influence IT outsourcing performance. 
Further, this book suggests performance measurements and a model for outsourcing governance.

First, Chapter 1 starts out by defining and describing IT outsourcing. Based on a conceptual under-
standing of this important business process, we present a sourcing universe, and we discuss some key 
aspects of the important outsourcing decision. 
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Based on outsourcing definitions explored in the first chapter, Chapter 2 identifies eleven theoretical 
perspectives for IT outsourcing. The primary purpose is to guide readers in understanding outsourcing 
projects according to attributes like outsourcing focus, goals and objectives, unit of analysis, outsourcing 
philosophy, and critical success factors.

Chapter 3 builds on Chapter 2 by developing eleven critical success factors in IT outsourcing, one for 
each theory. The theory-based factors have both divergent and convergent implications for management 
of IT outsourcing relationship, which require a contingent approach to outsourcing decision-making.

Chapter 4 introduces the concept of value configurations. A value configuration is the way an orga-
nization creates value for its stakeholders and clients. Three alternative value configurations exist for 
organizations. First, the value chain is a value configuration for sequential operations producing goods 
and services. Next, the value shop is a problem solving entity working in a cyclical fashion. Finally, the 
value network is connecting parties that exchange with each other. A company’s value configuration may 
serve as a determinant and predictor for the extent of outsourcing. IT is not just another resource that 
should be managed like any other resource. Managing successful IT outsourcing implies that managers 
understand the specifics of any IT outsourcing candidate. Management has to understand the variety of 
IT activities, predict future needs, and understand IT economics. Furthermore, management has to iden-
tify sourcing options and analyze opportunities and threats associated with each of them. Such analysis 
should take place within the framework of strategic IT planning.

Chapter 5 introduces the evolutionary perspective of stages of growth models for IT outsourcing 
relationships. Such models are helpful to determine where an organization is, where it came from, and 
in what direction it is moving in terms of outsourcing relationship maturity. Stages of growth imply 
that there is a cumulative improvement over time, where continuous struggle and successes are more 
important than paradigm shifts.

In managing IT outsourcing performance it is important to understand costs, benefits, and risks as 
presented in Chapter 6. We discuss production and transaction economics, hidden costs and contract 
termination costs, and we will also take a look at benefits and risk behavior.

Chapter 7 discusses the importance of knowledge transfer in IT outsourcing relationships, both from 
a client, vendor, and relationship perspective.

In Chapter 8, we discuss the important issue of measuring IT outsourcing performance. In this 
chapter the vendor’s value proposition is presented because outsourcing outcomes are dependent on the 
vendor’s ability to create value for both parties in the relationship. A method for developing quantitative 
performance measurements is presented, and there are examples of scales measuring service quality, 
satisfaction, and the overall success of the relationship. 

Building a governance model for successful management of IT outsourcing relationship in Chapter 
9, we synthesize several of the perspectives discussed in previous chapters.

Finally, Chapter 10 is presenting an internationally based IT outsourcing case study in order to under-
stand the inherent complexities and the underlying constructs of managing IT outsourcing relationships 
and the performance of these relationships.

This book has three sections. The first section, Chapters 1 and 2, provides background material to 
understand and analyze the phenomenon of IT outsourcing. This section covers topics such as outsourc-
ing definitions, sourcing universe, opportunities (Chapter 1), and IT outsourcing theories (Chapter 2). 
The second section presents key topics in relationship management, value creation and measurement, 
as illustrated by Chapter 3 – 8 in the Figure 1. Managing IT outsourcing performance starts with a deci-
sion to outsource. To succeed in a relationship companies have to understand the critical success factors 
(Chapter 3), the stages of growth of the relationship (chapter 5), and how to transfer knowledge between 
the parties involved (Chapter 7). Measuring IT outsourcing performance (Chapter 8) is based on a thor-
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ough understanding of value creation (Chapter 4), and costs, benefits, and risks (Chapter 6). The second 
section of this book serves as foundation for the third section proposing an outsourcing governance model 
in Chapter 9, and finally for understanding of real world outsourcing cases in Chapter 10. 

rEfErEncEs

Lee, J.-N., Miranda, S. M., & Kim, Y.-M. (2004). IT Outsourcing Strategies: Universalistic, Contingency, 
and Configurational Explanations of Success. Information Systems Research, 15(2), 110-131.

Lewin, A. Y., & Peeters, C. (2006). Offshoring Work: Business Hype or the Onset of Fundamental 
Transformation? Long Range Planning, 39(3), 221-239.

Solli-Sæther, H., & Gottschalk, P. (2007). Rapport fra Outsourcingsundersøkelsen 2007 (National Sur-
vey). Oslo: Norwegian School of Management.
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Chapter 1

Outsourcing Opportunities

In this chapter on outsourcing opportunities, a common conceptual understanding of important issues of 
the business practice of our interest is established. First, we take a look at how researchers have defined the 
term outsourcing. An updated outsourcing definition will serve as a common platform for understanding 
the sourcing universe presented in the following section. Next, we describe in more detail the building 
blocks of the sourcing universe – insourcing, information technology (IT) and information systems (IS) 
outsourcing, business process outsourcing, transformational outsourcing, and global outsourcing. At the 
end of the chapter, we discuss some key aspects of the important outsourcing decision.

outsourcIng dEfInItIons

If a firm does not want to use its internal resources to build or operate information systems, it can hire an 
external organization that specializes in providing these services to do the work. The process of turning 
over an organization’s computer center operations, telecommunications networks, and/or applications 
development to external vendors is called outsourcing (Laudon & Laudon, 2005).

DOI: 10.4018/978-1-60566-796-6.ch001
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Loh and Venkatraman (1992a) define IT outsourcing as the significant contribution by external ven-
dors in the physical and/or human resources associated with the entire or specific components of the IT 
infrastructure in the user organization. Vendors may contribute computer assets for the user from outside 
the organization. Alternatively, the ownership of certain computer assets of the user may be transferred 
to the vendor. Similarly, vendors may utilize their personnel to provide the required services, or the 
vendor may employ existing staff of the user. In their research, they attempted to explain the degree of 
IT outsourcing by using cost structures and economic performance. They found that the degree of IT 
outsourcing is positively related to both business and IT cost structures, and negatively related to IT 
performance. IT outsourcing was framed as a make-versus-buy decision, where contractual modes differ 
in the domain of influence within the corporation (Loh & Venkatraman, 1992a, 1992b).

Lacity, Willcocks, and Feeny (1996) define outsourcing to dismantle internal IT departments by 
transferring IT employees, facilities, hardware leases, and software licenses to third-party vendors. 
Hirschheim and Lacity (2000) define information technology outsourcing as the practice of transferring 
IT assets, leases, staff, and management responsibility for delivery of services from internal IT function 
to third-party vendors.

In research by Grover, Teng, and Cheon (1998), they define outsourcing of IS functions as the 
organizational decision to turn over part or all of an organization’s IS functions to external service 
provider(s) in order for an organization to be able to achieve its goals. This decision-making approach 
is interesting because it focuses on an early stage of a long process. Resource-based theory and resource-
dependence theory from the field of strategic management and transaction cost theory and agency theory 
from economics are used in order to describe its implications for outsourcing research and practice. The 
definition includes decisions about how to arrange external IT services. Using several theoretical per-
spectives of outsourcing, they presume that organizations attempt to make these decisions in their best 
interests. Similarly, Grover, Cheon, and Teng (1996) define outsourcing as involving a significant use 
of resources – either technological and/or human resources – external to the organizational hierarchy 
in the management of information technology.

Hu, Saunders, and Gebelt (1997) define information systems outsourcing as a business practice in 
which a company contracts out all or part of its information systems operations to one or more outside 
suppliers. Here we find that outsourcing is a practical issue that also has a significant impact on busi-
ness organization. Even though outsourcing is a business practice, for IS executives acquiring outside 
services is an important strategic issue confronting their organizations. Thus, their theoretical perspective 
is strategic decision-making. In their research they have identified sources of influence in the adoption 
decision. One significant influence is the combined effects of external media, vendor pressure, and 
internal communications at the personal level among managers.

Outsourcing can be defined as turning over all or part of an organizational activity to an outside vendor 
(Barthélemy, 2003). Here outsourcing is the purchasing, from outside the organization, of IT services 
needed to perform business functions. According to Langfield-Smith and Smith (2003), outsourcing is 
the contracting of any service or activity to a third party. Both definitions are concerned with the inter-
firm relationship, and the authors pay attention to how to deal with uncertainty and risk encompassed 
in outsourcing. Where Barthélemy is concerned with management expertise as a predictor of success or 
failure, Langfield-Smith and Smith are concerned with the design of management control systems.

Outsourcing is a phenomenon in which a user organization (client) transfers property or decision 
rights over information technology infrastructure to an external (vendor) organization (Levina & Ross, 
2003). By using this definition, Levina and Ross direct their research at how vendors can deliver financial 
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and managerial benefits to their clients that outweigh contracting costs and risks. But instead of using 
traditional economic theories, they apply the concept of complementarity in organizational design as 
well as the core competency argument in outsourcing and theories of client-vendor relationships. They 
explain variability in outsourcing outcomes by using relationship factors as predictors.

In this book we will use the definition proposed by Kern and Willcocks (2002), who define outsourc-
ing as a process whereby an organization decides to contract-out or sell the firm’s IT assets, people and/
or activities to a third party supplier, who in exchange provides and manages these assets and services 
for an agreed fee over an agreed time period. They focus on the key elements of the exchange and the 
relationship between different stakeholder groups. They recognize the influence of the environment and 
the atmosphere in which the interaction takes place. In their process-oriented approach, they are using 
Håkansson’s (1982) interaction model to explain the client-vendor relationship of IT outsourcing.

Although Lacity and Willcocks (2000b) did not explicitly provide a definition of outsourcing, it seems 
that they are in line with this process-oriented approach. They introduced a relationship framework that 
focuses on relationship stakeholders, relationship types, and six phases (scooping, evaluation, negotia-
tion, transition, middle, and mature phase) and activities related to these phases. In this perspective, IT 
outsourcing is viewed as a longitudinal process involving several stakeholder groups.

In Table 1, some of the definitions used in the research literature on IT outsourcing is listed. We 
find that many of the researchers did not define outsourcing. Among those who did, we have seen that 
definitions vary, both according to outsourcing perspective and according to theoretical perspective. In 
Chapter 2 will go further in the discussion of theoretical perspectives on IT outsourcing.

a sourcIng unIvErsE

The suggested sourcing universe in Figure 1 recognizes that a range of assets can be outsourced in order 
to satisfy business objectives. Assets can refer to hardware, software, people, and processes, each of which 
can be separately examined. As the extent of assets outsourced increases, there will be an increasing 
need for cooperation between the outsourcing parties, because of increasing uncertainty. In the case of 
insourcing, the client company retains responsibility for the delivery of all IT service, bringing vendor 
resources in only to supplement internally managed teams. External delivery of services is relatively 
easy to manage and control, because the amount is not very high. In outsourcing, the responsibility for 
delivery of services, such as infrastructure operation and management, systems development and support, 
business process design and operation, and organizational change, is transferred to an external vendor. 
This external vendor can even be located overseas. As the complexity of these services increases, so 
does the uncertainty. And thus, the need for management control systems and trust in the outsourcing 
relationship increases. Characteristics of the transaction, environment and parties involved, can be used 
in the design of control systems (Langfield-Smith & Smith, 2003).

The term outsourcing can be studied further by using the opposite term of insourcing. Hirschheim and 
Lacity (2000), define insourcing as “the practice of evaluating the outsourcing option, but confirming 
the continued use of internal IT resources to achieve the same objectives of outsourcing.” They studied 
six decision factors: decision scope, decision sponsor, evaluation process, year of decision, size of the 
organization, and decision outcome. Their research contributes to the IT sourcing research base by pro-
viding evidence that companies need not necessarily turn to outsourcing to improve IT performance. 
While outsourcing may be a preferred option for some organizations for various reasons, such as return-
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ing to core competencies or focusing IT staff on more business-oriented IT activities, Hirscheim and 
Lacity (2000) show that if cost reduction is the major objective, IT managers can oftentimes replicate a 
vendor’s cost reduction tactics. Insourcing success, however, is predicated on a number of key issues, 
including aligning perceptions of and agendas for IT.

Lacity, Willcocks, and Feeny (1996) define total insourcing as the management and provision of at 
least 80 percent of the IT budget internally after evaluating the IT service market. The common ele-
ment of the two definitions seems to be that customers evaluate the external IT services market before 
a sourcing decision takes place.

IT outsourcing has been defined as “a process whereby an organization decides to contract-out or 
sell the firm’s IT assets, people and/or activities to a third party supplier, who in exchange provides and 
manages these assets and services for an agreed fee over an agreed time period” (Kern & Willcocks, 
2002). If the costs represent more than 80% of the IT budget, this is called total outsourcing (Lacity et 
al., 1996). When the decision is to source selected IT functions from external provider(s), while still 
providing between 20% and 80% of the IT budget internally, this is called selective outsourcing. The 
vendor(s) becomes responsible for delivering the result of the selectively outsourced IT activities, while 

Table 1. Examples of outsourcing definitions in the research literature 

Literature reference Outsourcing perspective Theoretical 
perspective

Determinants of practice in IT outsourcing

Barthélemy (2003) Turning over all or part of an 
organizational activity to an 
outside vendor

Management theory Lacking management expertise underlies most failed 
outsourcing efforts

Grover, Teng and Cheon 
(1998)

Turning over IS functions to 
external service provider(s)

Strategic decision-mak-
ing, economic theory

External services like applications development 
and maintenance, systems operations, networks and 
telecom management

Hirschheim and Lacity 
(2000)

Transferring IT assets, leases, 
staff and management responsi-
bility to third-party vendors

Decision-making the-
ory

Companies most likely outsource on a large scale 
when they are in poor financial conditions, have 
poor IT functions, or have IT functions with little 
status within the organization

Hu, Saunders Gebelt 
(1997)

Contract out all or part of its in-
formation systems operations

Decision-making the-
ory

Combined effects of external media, vendor pres-
sure, and internal communications at the personal 
level among managers

Kern and Willcocks 
(2002)

Contract out or sell to a third 
party supplier

Interaction theory The elements of the interaction approach (services, 
information, financial, social), the parties involved, 
the environment, the atmosphere

Lacity and Willcocks 
(2000b)

Transfer to suppliers Relational theory Relationship stakeholders, relationship types, rela-
tionship phases and related activities

Lacity, Willcocks and 
Feeny (1996)

Dismantle internal IT depart-
ments by transferring to third-
party vendors

Economic theory Critical factors such as degree of technological 
maturity and degree of technology integration

Langfield-Smith and 
Smith (2003)

Contracting of any service or 
activity to a third party

Transaction cost theory, 
agency theory

Characteristics of the transaction, transaction envi-
ronment and parties

Levina and Ross (2003) Transfer property and decision 
rights to an external organiza-
tion

Client-vendor relation-
ship

Vendor efficiency is based on complementarities 
in organizational design, core competencies, and 
relationship management structures.

Loh and Venkatraman 
(1992a)

Contribution by external ven-
dors

Neoclassical econom-
ics, procurement ac-
tivities

Business and IT cost structures, IT performance
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the customer remains responsible for delivering the result of the insourced activities. Traditional out-
sourcing is depicted by the customer having a one-to-one relationship with large IT service companies 
(e.g., IBM, EDS, CSC). This is the domain of very large companies due to the fact that both set-up and 
maintenance costs are expensive. Unlike traditional outsourcing, business application outsourcing offered 
by application service providers (ASPs) is targeted for the small and medium enterprises (SMEs). This 
is typically a one-to-many model, where an application will be offered to numerous customers across 
different sites. The emerging technologies coupled with economies of skills (rather than scale) make the 
ASP model a viable and affordable option for SMEs (Currie & Seltsikas, 2001).

BusInEss applIcatIon outsourcIng

Dramatically reduced network cost due to the Internet and virtual private networks, the ever increasing 
supply of bandwidth, and advances in the security of Internet based transactions have led to the emer-
gence of application service providers (ASPs), a new category of IT service firms. ASP can be defined 
as “an organization that manages and delivers application capabilities to multiple entities from a data 
center across a wide area network.” User organizations can get access to software applications from one 
or more ASPs over the Internet for a subscription fee (Susarla, Barua, & Whinston, 2003).

In a typical business, we find several information systems applications. For example, Weill and Vitale 
(1999) identified an applications portfolio of 18 systems in a manufacturing business: budgeting, capital 
projects, customer complaints, debtors, general ledger, freight cost management, fixed assets, human 
resource management, inventory, market data, multi-plant accounting, office support, payroll management, 
pricing & sales, purchasing, sales forecasting, product safety system, and trading accounts management. 
These systems support tasks in peoples’ jobs. For example, all systems help planning, investigating, 
coordinating, evaluating, supervising, staffing, negotiating, and representing to a varying extent.

Figure 1. A sourcing universe
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User organizations can get access to software applications from one or more ASPs over the Internet 
for a subscription fee. A key selling point for ASP services involves a shorter time period required to 
implement new software applications. For businesses plagued by high turnover of information technol-
ogy staff, inadequate organizational resources to maintain and upgrade existing IT applications, and 
large capital requirements for major IT implementation projects, the ASP business model could be an 
attractive alternative with its off-the-shelf IT applications subscription approach. Sophisticated ASPs 
have gone as far as offering enterprise resource planning, electronic commerce, and supply chain ap-
plications, which may involve integration with existing information systems in a user organization 
(Susarla et al., 2003).

While the ASP model has the potential to fundamentally change the manner in which IT services 
are provided to user firms, to date ASPs have had a limited success in signing up customers. Moreover, 
several customers of ASPs are unsatisfied with their service, which questions the viability of the ASP 
business model and selection of ASP as an enter strategy for IT outsourcing. Evidence points also to the 
fact that ASPs themselves have to rework their service strategies in response to market demand. It has 
been long recognized that market success depends on designing services to match customer needs and 
that customer satisfaction has a positive impact on market share and profitability. Satisfied customers 
are more likely to engage in positive word of mouth, thus lowering the cost of attracting new customers. 
Satisfaction based on successful exploration and exploitation of the vendor value proposition plays an 
important role in building other important assets for the firm. A focus on satisfaction is important for 
ASPs if they have to retain existing customers as well as attract new customers (Susarla et al., 2003).

This calls for an assessment of the determinants of client satisfaction with ASP and evaluation of the 
effectiveness of the ASP mode of service delivery over the Internet. Susarla et al. (2003) analyzed the 
determinants of satisfaction in ASP service provision. Their analyzes shows that the satisfaction with 
an ASP is negatively affected by the disconfirmation effect, but positively influenced by the perceived 
provider performance and prior systems integration, which is a measure of integration of organizational 
systems prior to using ASP services. Disconfirmation is the negative discrepancy between expectation 
and performance.

Further, perceived provider performance is positively influenced by the functional capability of the 
ASP and the quality assurance by the ASP, but negatively influenced by the prior systems integration. 
These findings suggest that, to be successful, ASPs must strive to reduce the disconfirmation effect 
faced by adopting organizations and to enhance the perceived quality of their solution, possibly through 
partnerships with leading IT vendors. Further, ASPs must improve the integration of their offerings with 
existing applications in user organizations, which may require alliances with IT firms that specialize 
in integration services. From a client perspective, an enter strategy of ASP selection may thus focus on 
integration with existing IT, performance delivery, and standards of software capability.

From a vendor perspective, the findings of Susarla et al (2003) indicate a need for ASPs to facilitate 
integration with existing IT in client organizations, ensure superior performance delivery, emphasize 
rigorous enforcement of service agreements, and ensure that their application meets standards of software 
capability. Their finding that ASPs are not evaluated on some of the prior experiences of the organiza-
tions is favorable to vendors, since it suggests that firms that are Internet savvy or that have a strong IT 
department are not going to have unreasonably high expectations from the ASPs.

A related area of exploration is an analysis of how organizational users form expectations about an 
ASP’s services. The literature on outsourcing posits that the trade press, discussion with peers, consultants’ 
forecasts, and the business strategy pursued by the company can contribute to the formation of expecta-
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tions in the outsourcing context. As the IT outsourcing literature has documented, management defines 
the scope of the outsourcing and the sourcing criteria, while the IT department can provide insights on 
the technological reasons for outsourcing and judge the success of the outsourcing project in terms of 
performance outcomes that are met. Expectations that need to be realized in the outsourcing context may 
reflect the consensus among the different stakeholders in the organization (Susarla et al., 2003).

BusInEss procEss outsourcIng

Business processing outsourcing is typically the outsourcing of a company’s non-core or back-office 
business processes. Usually those processes are IT enabled (or should be IT enabled) and hence can be 
transformed by the use of a new or improved technology platform. The appeal of business process out-
sourcing is that it therefore attempts to involve a new support services model involving cost effective, 
scaleable, efficient services (Honess, 2003). The growth in demand for process outsourcing has also 
seen an expansion in the range of services being provided by suppliers. Processes typically outsourced 
include finance and accounting, procurement, human resources, contact centers, and other administra-
tive functions. According to Feeny, Lacity, and Willcocks, (2005), successful outsourcing of back-office 
business functions requires the client to identify which competencies to assess, to undertake careful 
evaluation of supplier strengths, and to remain involved in the business processes.

Enterprise restructuring is expected to provide fertile ground for outsourcing in the business process 
outsourcing market segment. Some companies turn to outsourcing to foster change management during 
consolidation and integration. Consolidation, mergers and acquisitions result in integration needs for 
back-office processes, which are often met by outsourcing. Divested companies need to grow entire 
back-office functions from scratch and look to external services providers to provide this process-
management capability. Business process outsourcing includes enterprise services (human resources, 
finance and accounting, payment services, and administration), supply management (buying processes, 
storing processes, and moving processes), demand management processes (customer selection, customer 
acquisition, customer retention, and customer extension), and operations. A typical business process 
outsourcing contract includes discrete project-based IT services, ongoing IT management services and 
general process management (Gartner, 2004).

Business process outsourcing often fills human resources (HR) practitioners with fear, but handled 
properly it can help the HR function become more efficient and strategic. Of all the business-related 
acronyms that are filtering through to the corporate consciousness, BPO – business process outsourcing 
– is certainly one that appears to be raising interest. Business process outsourcing, although often seen as 
the next evolutionary step in IT outsourcing, is also very different from it. BPO is about delegating the 
ownership, administration and operation of a process to a specialist third party in order to solve a busi-
ness problem. And because BPO is about delivering outcomes – higher performing business processes 
– it aims to raise a client company’s shareholder value (Strategic HR Review, 2004).

Business processes within a company can be broken down into three categories: core; business criti-
cal non-core; and finally non-core, non-critical. Core processes are seldom outsourced, because they are 
the very essence of the business and the area that requires the most investment. Critical and non-critical 
non-core processes may be suited for outsourcing to a third party supplier who will invest in them on the 
company’s behalf. Process management has the highest expected growth rate in outsourcing. Business 
processing outsourcing is typically the outsourcing of a company’s non-core or back-office business 
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processes. Usually those processes are IT enabled (or should be IT enabled) and hence can be transformed 
by the use of a new or improved technology platform. The appeal of business process outsourcing is 
that it therefore attempts to involve a new support services model involving cost effective, scaleable, 
efficient services. The growth in demand for process outsourcing has also seen an expansion in the range 
of services being provided by suppliers. Processes typically outsourced include finance and accounting, 
procurement, human resources, and real estate (Honess, 2003).

transformatIonal outsourcIng

According to Linder (2004), the concept of transformational outsourcing is an emerging practice, where 
companies are looking outside for help for more fundamental reasons – to facilitate rapid organizational 
change, to launch new strategies and to reshape company boundaries. In doing so, they are engaging in 
transformational outsourcing: “partnering with another company to achieve a rapid, substantial and sus-
tainable improvement in enterprise-level performance.” Transformational outsourcing places the power to 
bring new capabilities to the organization squarely in the hands of executives who have and value those 
capabilities. In other words, the outsourcing partner provides a management team that is experienced in 
the capability that the organization seeking change needs. And those executives are empowered by the 
outsourcing process to implement the practices they bring with them.

Given the potential headaches of managing IT, it is tempting to hand the job over to someone else. 
Indeed, outsourcing once appeared to be a simple solution to management frustrations, and senior man-
agement teams at many companies negotiated contracts with large service providers to run their entire 
IT functions. At a minimum, these providers were often able to provide IT capabilities for a lower cost 
and with fewer hassles than the companies had been able to themselves. But many of these outsourcing 
arrangements resulted in dissatisfaction, particularly as a company’s business needs changed. Service 
providers, with their standard offerings and detailed contracts, provided IT capabilities that were not 
flexible enough to meet changing requirements, and they often seemed slow to respond to problems. 
Furthermore, a relationship with a supplier often required substantial investments of money and time, 
which entrenched that supplier in the company’s strategic planning and business processes. The com-
pany then became particularly vulnerable if the supplier failed to meet its contractual obligations (Ross 
& Weill, 2002).

Problems arose because senior managers, in choosing to outsource the IT function, were also outsourc-
ing responsibility for one or more of the crucial decisions they should have been making themselves. 
Companies often hired outside providers because they were dissatisfied with the performance of their 
own IT departments – but that dissatisfaction was primarily the result of their own lack of involvement. 
In light of this track record, bigger companies, at least, are deciding to keep their main IT capabilities 
in-house. But many engage in selective outsourcing. Good candidates for this are commodity services – 
such as telecommunications, in which there are several competing suppliers and specifications are easy 
to set – and services involving technologies with which the company lacks expertise. Unlike decisions 
to outsource the entire IT function, selective outsourcing decisions are usually best left to the IT unit – 
assuming that senior management has taken responsibility for overall strategy.

Beaumont and Costa (2002) studied information technology outsourcing in Australia. They found 
that close to 40% of Australian organizations outsource one or more IT applications. Large organiza-
tions tended to outsource more than small ones. The three most important reasons for outsourcing were 
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access to skills, improved quality and focus on core business. Four factors contributed to successful 
outsourcing: a tight contract, a partnership, a change process, and the IT manager’s role changing from 
managing projects and operations to acquiring and managing the internal and external resources required 
to do the organization’s IT work.

The traditional way of thinking in IT outsourcing is to move the current IT function out of the orga-
nization and let another organization handle it. There is no strategic thinking behind it, except the idea 
of solving a problem, saving some money or improving a function by means of some undefined solu-
tions. The new way of thinking is to make IT outsourcing part of a strategic transformation of the IT 
function, where new tasks and roles are implemented to replace old tasks and roles. A classic example 
of this new way of thinking was the transformation of the IT function at British Petroleum (BP) in the 
1990s. The IT function went through a fundamental transformation consisting of the following changes 
(Cross, Earl, & Sampler, 1997):

• From systems provider to infrastructure planner. The mission of the IT function shifted from de-
veloping systems to overseeing technical integrity and pursuing value creation and cost reduction 
opportunities through information sharing.

• From monopoly supplier to mixed sourcing. In 1991, outsourcing of operations, telecommunica-
tions, systems development, and IT maintenance began, as BP recognized that it was not essential 
that these were carried out in-house. Some local sites already had experience in facilities manage-
ment, and, as contracts came up for renewal, lessons were recorded and a worldwide outsourcing 
program implemented.

• From business standards to industry standards. IT managers have long been concerned about 
coordinating various types of computing and communication equipment. However, throughout 
most of the research on IT infrastructure, the focus has been directed at creating and managing 
the internal infrastructure. Therefore, BP spearheaded a unique initiative to help create an external 
software market by being one of the early advocates and founding members of the Petrotechnical 
Open Software Corporation, which was joined by a number of oil companies such as Elf, Mobil, 
Statoil and Texaco.

• From decentralized bias to centralized top sight. The senior management team realized that the 
major benefit of centralized management of IT is not budget authority, but is in setting standards 
for infrastructure. While some IT resources still remain in the local businesses, it is the job of the 
top IT management team to provide the global perspective for infrastructure planning and cost 
control, which is here called top sight.

• From systems analysts to business consultants. A new skill set was defined for IT personnel. The 
new skill set has an equal balance between business, technical, and people skills. Such a radical 
change in the skill set of IT staff has been supported by a number of human resource initiatives 
such as skills testing, self-assessment, and personal development planning.

• From craftsmen to project managers. IT personnel no longer approach their job as craftsmen, 
viewing each job as a unique, customized process. Their task has switched to that of project 
managers, integrating and coordinating stakeholders involved in providing IT applications and 
operations.

• From large function to lean teams. Team orientation was stimulated in different ways. For ex-
ample, staff was moved around the world to create global not local loyalties. A team building and 
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team-working program was introduced stressing the use of multifunctional teams and diluting the 
functional focus.

The IT budget was reduced from 360 million dollars in 1989 to 132 million in 1995 after this trans-
formation. IT personnel were reduced from 1400 persons to 150 persons in these six years. Hence, a 
large portion of the reduced IT budget went to external outsourcing vendors. As this pioneering case of 
IT outsourcing illustrates, outsourcing can be more than a tool for cutting costs and improving organi-
zational focus. Increasingly, it is a means of acquiring new capabilities and bringing about fundamental 
strategic and structural change.

According to Linder (2004), the concept of transformational outsourcing is an emerging practice, where 
companies are looking outside for help for more fundamental reasons – to facilitate rapid organizational 
change, to launch new strategies and to reshape company boundaries. In doing so, they are engaging 
in transformational outsourcing: partnering with another company to achieve a rapid, substantial and 
sustainable improvement in enterprise-level performance.

Transformational outsourcing places the power to bring new capabilities to the organization squarely 
in the hands of executives who have and value those capabilities. In other words, the outsourcing partner 
provides a management team that is experienced in the capability that the organization seeking change 
needs. And those executives are empowered by the outsourcing process to implement the practices they 
bring with them. Not all transformational outsourcing initiatives are alike. Linder (2004) identified 
four broad categories from her research on twenty companies that have attempted the practice. The four 
categories are:

startups (outsource to rapidly scale up a new business)• 
pathway to growth (outsource to fix a key process that stands in the way of growth)• 
change catalyst (outsource to signal broad change and focus on adding value)• 
radical renewal (outsource to improve core operating capabilities radically)• 

As executives get more experience with outsourcing, they are learning the tool’s potential and begin-
ning to wield it for more strategic purposes. Some will use it to shape and reshape their business models. 
Instead of massive, sweeping changes, many organizations will master the ability to use outsourcing to 
make continuous incremental improvements. But while the potential benefits are incontrovertible, the art 
of joining organizations with unique capabilities is extremely challenging and requires visionary leaders 
with strong hearts and a large capacity for hard work. By combining the tool’s execution effectiveness 
with their own growing skills in partnering, leaders who display those characteristics will have a practi-
cal and realistic road map at their disposal for building strategic flexibility.

Transformational outsourcing is an emerging practice, but the track record of companies that have 
engaged in it is impressive. In Linder’s study of 20 companies, 17 of them have been in place long enough 
to show results. Of that group, 13 have achieved dramatic, organization-level impact. To the extent that 
other companies can replicate such success, transformational outsourcing may become a more effective 
way of improving performance than major internal change initiatives, mergers and acquisitions, or joint 
ventures (Linder, 2004).

The key issue is new capabilities. In undertaking an internal initiative, a company has concluded 
that it lacks an important set of skills – otherwise it would not be seeking transformation. But it often 
proves too time-consuming to develop the skills internally. In a mergers-and-acquisition scenario, the 
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company acquires the capabilities it lacks, but cultural clashes often interfere with its ability to use them 
effectively. An acquiring company seldom, for example, puts executives from the acquired company in 
charge of its own organization in order to learn from them. Similar cultural impediments make it unlikely 
that a company will transform itself with the expertise it gains in a joint venture. But transformational 
outsourcing places the power to bring new capabilities to the organization squarely in the hands of ex-
ecutives who have and value those capabilities. The outsourcing partner provides a management team 
that is experienced in the capability that the organization seeking change needs. And those executives 
are empowered by the outsourcing process to implement the practices they bring with them.

Transformational outsourcing is concerned with bringing new capabilities to the organization through 
important sets of skills. These skills can be found in knowledge work, and knowledge management emerges 
as an important discipline in transformational outsourcing. Executives have to lead a transformational 
outsourcing initiative much differently from the way they would manage conventional outsourcing.

gloBal outsourcIng

Since the mid-1990s global outsourcing – sometimes called offshoring – has been a fast growing aspect 
of the world economy. Venkatraman (2004) has defined the term offshoring as “the practice among 
U.S. and European companies to migrating business processes to India, the Philippines, Ireland, China 
and elsewhere to lower costs without significantly sacrificing quality.” The strategic benefits for firms 
can be portrayed as a means to reduce costs, improve asset efficiency, and increase profits. Criticisms 
of outsourcing have often been in the areas of changing employment patterns, globalization of labor 
force, and its effects on individuals and organizations (Clott, 2004). For most companies, coordinating 
a far-flung network of business processes presents new challenges, e.g., security, culture and knowledge 
transfer. For global outsourcing the role of transaction costs is almost as significant as production costs 
(Qu & Brocklehurst, 2003).

The traditional outsourcing model implies a one-to-one relationship between client and supplier. 
Håkanson’s (1982) Interaction Approach has been used as a basic framework describing the relationship 
between client and supplier. This model is previously used by outsourcing researchers (e.g., Lacity & 
Willcocks, 2000a; Kern & Willcocks, 2002) to described different aspects of the outsourcing relation-
ship. As global outsourcing grows (Lewin & Peeters, 2006), several international service suppliers have 
established service centers or delivery centers overseas or in low cost countries. Today, we see a trend 
towards a global outsourcing model, as shown in Figure 2, where global vendor companies contract 
clients locally and produce services from their delivery centers in low cost countries. In this way sup-
pliers get access to high qualified personnel at a low costs.

Based on experiences gathered from offshore projects at a global service supplier, we have identi-
fied some good practices and success factors using global outsourcing models with offshore delivery 
centers. The global service supplier has established large delivery centers in India and in Eastern Europe. 
Their motivation is to maintain margins in increasingly competitive markets and to get access to skilled 
resources. From the supplier’s perspective, the key success factors of offshoring with global delivery 
centers can be summarized as follows:

• Planning and project management are foundations to offshoring success. When preparing off-
shoring, planning should be a priority. Typical problems are: no clear idea about distribution of 
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services, lack of expectation management towards client and team members, lack of communi-
cation plan or strategy, no plan for knowledge transfer. This may lead to dissatisfaction, misun-
derstandings, loss of important information, insufficient understanding of services and business. 
Planning should cover aspects such as: roles and responsibility onshore and offshore, team struc-
ture, the scope of work, key data and deliverables, what tools and language to use, infrastructure 
and resources needed, monitoring and control tools, issue management and project risk manage-
ment, time and expense reporting, training needs, and schedules.

• Use proven good practices and methods, and carefully select right leadership onshore and off-
shore. Many projects have started offshoring without involving experienced resources, and they 
are spending time making templates and processes that already exists. Therefore, many projects 
have to learn by the same mistakes. It is important to utilize the knowledge and experience already 
in the organization. Initially, there is often a resistance towards offshoring among certain groups 
of stakeholders. The responsible for offshoring should be able to overcome this initial resistance 
by motivating clients and talk to them about opportunities.

• Do not underestimate the importance of personal relationships. The approach to creating personal 
relationships between onshore and offshore team may be challenge, e.g. in terms of culture, time, 
language, and geographical differences. The need for face-to-face meetings still exists and many 
people find it easier to talk and collaborate with someone over the phone if you have met.

• Offshoring demands high focus on expectation management. Expectation management towards 
the client, on all levels, is important to ensure adaptation to new processes and language require-
ments. Early offshoring projects developed a “cowboy style”, but offshoring means introducing 
formal processes and communication. Even if formalities are accepted at higher management 
levels, the vendor may experience day-to-day problems adopting formalities to lower levels in the 
client organization.

• Carefully plan knowledge transfer – especially on functional and business process knowledge. 
There is great difference between projects who spent time in planning knowledge transfer, and 
those who did not. Planning of knowledge transfer leads to efficient mobilization of offshore team, 
and makes offshore team more independent and motivated. When no plan for knowledge transfer 
exists some of the aspects of the application are uncovered (especially functional understanding 
tends to be weak). As a result of this the offshore resources becomes dependent on support form 
onshore team.

• Early offshore involvement increases responsibility and motivation. Involving delivery center as 
early as possible promotes ownership and understanding. At the same time it gives delivery center 
time to gather resources and set up the infrastructure needed. This prevents time leg interpreting 
plans made onsite. Early involvement may also prevent loss of valuable information.

Figure 2. Client and vendor outsourcing model with delivery center
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• Offshoring increases the need for clear and specific communication. Clear routines for communi-
cation should be established. Feedback improves collaboration and is important to obtain agreed 
upon deliveries. Communication is also about control over decisions being made. A communi-
cation plan must be stated in a formal document and must include: formal two-way feedback 
sessions, norms of how to control the flow of information between teams, meeting and reporting 
schedules, identification of team members on both sides, how to handle special risks or issues. 
Cultural differences make communication more challenging.

Outsourcing, whether it is with a local or a global partner, is a form of strategic alliance that has 
increased in popularity over the past decade. However, there is a level of risk associated with alliances, 
compared to in-house activities. Aspects that cause high risk include the difficulties inherent in gaining 
cooperation with partners who have different objectives, and the potential for opportunistic exploitation 
of the dependence relationship that exists between partners. Appropriate governance structures, includ-
ing management control systems and the development of trust, may work to reduce risk and decrease 
failure (Langfield-Smith & Smith, 2003). In Table 2, we have examined the global outsourcing model 
using the framework developed by Langfield-Smith and Smith (2003). Designing governance structures 
in situations that span traditional organizational boundaries, including strategic alliances with suppli-
ers, or outsourcing, one should consider characteristics of the transaction, the parties involved, and the 
environment. In addition, almost every control system involves some degree of trust that the individuals 
of concern will do what is best for the organization without any, or with only incomplete, monitoring 
of actions or results.

Client global outsourcing is demanding regarding specification of services and control of services 
delivered, and in terms of information, financial and social exchange. For long-term successful rela-
tionships knowledge transfer is an important issue. Client companies may have a challenge migrating 
business processes directly to a supplier overseas. An interesting global outsourcing model is coming 
up, contracting a global service supplier with delivery centers overseas. The global service supplier 
must handle the difficulties of changing environment and atmosphere of working together from different 
cultures, time, languages and geographical regions.

From a client perspective, one can go directly to a supplier in a low cost country meeting challenges 
such as contracting, specification and verification of services, and day-to-day communication. In building 
of trust, two key issues seems to be the transfer of knowledge about application and business processes, 
and the cultural, lingual, time, and geographical barriers when trying to build personal relationship with 
the offshore team. When contracting a local, but global service supplier with delivery centers abroad, 
some of these challenges of control and trust can be resolved more easily. The onshore team is respon-
sible for handling most issues with offshore team. Although this, the importance of knowledge transfer 
still doesn’t disappear. To successfully deliver services, both offshore and onshore team needs functional 
understanding of client business processes.

outsourcIng dEcIsIon

How should firms organize their enterprise-wide activities related to the acquisition, deployment, and 
management of information technology? During the 1980s, IT professionals devoted considerable at-
tention to this issue, primarily debating the virtues of centralized, decentralized, and federal modes of 
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governance. Throughout the 1980s and 1990s, IT researchers anticipated and followed these debates, 
eventually reaching considerable consensus regarding the influence of different contingency factors on 
an enterprise’s choice of a particular governance mode (Sambamurthy & Zmud, 2000).

Today, however, there are increasing signs that this accumulated wisdom might be inadequate in 
shaping appropriate insights for contemporary practice. The traditional governance logic has been turned 
upside down by utilizing other mechanisms, such as sourcing arrangements, strategic alliances, roles, 
teams, processes, and informal relationships, as the primary vehicles through which business executives 
orchestrate their IT organizational architectures.

Today’s IT organization must grapple with the unrelenting challenges associated with: acquiring cur-
rent technical knowledge; attracting, retaining, motivating, and leveraging an IT workforce; distilling 
the confusion amid a proliferation in IT products, services, and vendors; and, contracting and managing 
a variety of relationships involved with selective outsourcing. Increasingly, the providers of IT products 
and services are being viewed as both arms-length suppliers of cost-effective technology and as vibrant 
business partners with an unlimited potential to enhance a firm’s IT and business capabilities. IT pro-
curement has moved from being operational to tactical to strategic, amidst networks of alliances with 
IT vendors, consultants, and third party service providers being built and managed in order to leverage 
their associated assets, competencies, and knowledge.

The decision to outsource or insource enterprise-wide activities related to the acquisition, deploy-
ment, and management of IT represents one of the more complex choices facing a firm’s managers. On 
the one hand, insourcing requires management to commit significant resources to a course of action, 
the effects of which may be costly to reverse, while forgoing numerous advantages associated with the 
marketplace. On the other hand, insourcing may be required for a firm to accumulate resources neces-
sary to generate or maintain a competitive advantage.

The complexity of this decision is demonstrated in research conducted by Leiblein, Reuer, and 

Table 2. Control mechanisms and trust in global outsourcing relationships 

Offshoring model Transaction, actors, and 
environmental characteristics

Control mechanisms Trust

Client – supplier in low 
cost country

• Resistance against offshoring 
can result in potential opportuni-
ties not taken 
• Starting offshoring without 
involving experienced resources 
• Time consuming planning 
process – gather resources and 
setting up infrastructure needed 
• Expectation management to en-
sure new processes and language 
requirements

• Contracting with offshore sup-
plier needs special skills 
• Formal verification processes 
needed 
• Increases the need for clear and 
specific communication, meeting 
and reporting schedules

• Knowledge transfer enables trust in 
offshore supplier 
• Building personal relationship 
meets barriers such as culture, lan-
guage, time, geographical locations 
differences

Client – global supplier 
with delivery center in 
low cost country

• Overcomes initial resistance 
because of local contract 
• Utilizing offshore experience 
and knowledge from other 
projects 
• Involve delivery center to 
reduce costs and get access to 
qualified personnel 
• Introducing formal processes 
and routines

• Supplier onshore team involved 
to improve collaboration and giv-
ing the best deliveries 
• Supplier onshore team is 
responsible for the result; and for 
knowledge transfer 
• Supplier onshore team ensures 
control, resource utilization, and 
ownership

• Trust is based on relationship with 
supplier onshore team 
• Communication between supplier 
onshore and offshore team necessary 
making the collaboration work
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Dalsace (2002). They examined the relationship between governance choice and technological perfor-
mance. In contrast to popular arguments suggesting that insourcing or outsourcing will lead to superior 
technological performance, they found that governance decisions per se do not significantly influence 
technological performance directly. Rather, observed differences in the performance of transactions 
governed by different organizational forms are driven by factors underlying governance choice. While 
the increasing rapidity of technological change and the increasing dispersion of knowledge suggest an 
increased role for outsourcing in the economy, the relationship between governance choice and perfor-
mance is dependent on the distribution of relevant capabilities and the degree to which performance is 
driven by autonomous or systemic innovation.

Empirical evidence suggests that carefully crafted outsourcing strategies increase the overall perfor-
mance of the firm. Outsourcing is generally considered as a very powerful tool to cut costs and improve 
performance. Through outsourcing, firms can take advantage of the best outside vendors and restructure 
entrenched departments that are reluctant to change. Outsourcing can also help focus on the core busi-
ness. Since building core competencies and serving customer needs are critical to firm success, anything 
that detracts from this focus may be considered for outsourcing (Barthélemy, 2003).

conclusIon

In this chapter we have defined outsourcing as “a process whereby an organization decides to contract-out 
or sell the firm’s IT assets, people and/or activities to a third party supplier, who in exchange provides 
and manages these assets and services for an agreed fee over an agreed time period” (Kern & Will-
cocks, 2002). An outsourcing relationship consists of a vendor (supplier) and a client (customer). The 
vendor is a firm that has the required technology in terms of hardware, software and services. This firm 
is sometimes called the source firm (Steensma & Corley, 2001) and sometimes called the outsourcer 
(Beamount & Costa, 2002). The client is a firm that desires the technology. This firm is sometimes called 
the sourcing firm or outsourcee.

The client company’s decision to outsource technology, systems, and/or business processes to a ven-
dor onshore or offshore is influenced by a number of factors. Later in this book we will discuss factors 
such as production economies, transaction economies, technological uncertainty, functional complexity, 
transaction specific investments, supplier presence, slack resources, and criticality of IT.
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Chapter 2

Theoretical Foundations

IT outsourcing as a theoretical as well as practical discipline is based on several other concepts and dis-
ciplines, as well as the relations between them – such as international business, marketing, psychology, 
technology management, strategic management, project management, knowledge management, finance, 
economy, organizations, traditional management, political science, and the behavioral sciences. Even 
though IT outsourcing is a practical issue in the end, organizational and management theories can be 
applied to enlighten the emerging business practices of outsourcing.

In this chapter, eleven organizational and management theories are presented according to attributes 
like outsourcing focus, aim, the unit of analysis, outsourcing philosophy, and critical success factors. A 
comparison of theories is presented in Table 1 and a comprehensive literature review of IT outsourcing 
based research is presented at the end of the chapter. The primary purpose of the chapter is to strengthen 
the theoretical understanding of IT outsourcing. This approach is adapted from Earl (2001). No claims 
are made that any one theory outperforms others. Each represents a particular theoretical orientation and 
a different form of organizational intervention of IT outsourcing. The theories are not mutually exclusive, 
and two or more of them can be applied to the same outsourcing arrangement. Application of different 
theories in a practical decision-making situation can lead to different outcomes.

DOI: 10.4018/978-1-60566-796-6.ch002
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nEo-classIcal EconomIc thEory

focus, aim, unit of analysis

Neo-classical economic theory regards every business organization as a production function (William-
son, 1981), where their motivation is driven by profit maximization. This means that companies offer 
products and services to the market where they have a cost or production advantage. They rely on the 
marketplace where they have disadvantages. Neo-classical economic theory posits that firms outsource 
IT to attain cost advantages from assumed economies of scale and scope possessed by vendors (Ang & 
Straub, 1998).

In neo-classical economic theory, outsourcing may arise in two ways. First, outsourcing may arise 
through the substitution of external purchases for internal activities. In this way, it can be viewed as a 
discontinuation of internal production (whether it be production of goods or services) and an initiation 
of procurement from outside suppliers. To the extent this type of outsourcing reduces a firm’s involve-
ment in successive stages of production substitution-based outsourcing may be viewed as vertical 
disintegration. This seems to be the most commonly understood type of outsourcing. Outsourcing may 
also occur through abstention. Outsourcing need not be limited to those activities that are shifted to 
external suppliers. On the contrary, outsourcing may also arise when a firm purchases goods or services 
from outside organizations even when those goods or services have not been completed in-house in the 
past. In neo-classical economic terms, Gilley and Rasheed (2000) posed the question, “Making more by 
doing less?” Their study empirically examined the extent to which outsourcing of both peripheral and 
near-core tasks influenced the firm’s financial and non-financial performance. In addition, the potential 
moderating effects of firm strategy and the environment on the outsourcing-performance relationship 
were examined. Results indicate that both firm strategy and environmental dynamism moderated the 
relationship between outsourcing and performance, whereas there was no significant direct effect of 
outsourcing on firm performance.

In neo-classical economic theory, both the distribution of income and the composition of output 
are endogenously and simultaneously determined by a general equilibrium of supply and demand. The 
underlying data on the supply side are parametrically given resource inputs and a given technology of 
production for transforming inputs into outputs; on the demand side, the data are specified in terms of 
a given distribution of ownership of inputs and a given pattern of preferences for final outputs (Gram, 
2003).

contribution to the understanding of It outsourcing

Companies will justify their sourcing strategy based on evaluating possibilities for production cost 
savings. Thus, the question of whether or not to outsource, is a question whether the marketplace can 
produce products and services at a lower price than internal production. In the context of IT outsourc-
ing, a company will keep its IT-function internally if this has production cost advantages, and it will 
outsource when the marketplace can offer production cost savings. However, defining outsourcing 
simply in terms of procurement activities does not capture the true strategic nature of the issues (Gilley 
& Rasheed, 2000). IT outsourcing is not only a purchasing decision – all firms purchase elements of 
their operations. This is done to achieve economic, technological, and strategic advantages. However, 
the economies of scale and scope argument would predict that outsourcing has little to offer to larger 
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firms, because they can generate economies of scale and scope internally by reproducing methods used 
by vendors. As documented by Levina and Ross (2003), there are other reasons for large firms to move 
into outsourcing, e.g. the vendor’s efficiency is based on the economic benefits derived from the ability 
to develop a complementary set of core competencies.

transactIon cost thEory

focus, aim, unit of analysis

According to Henisz and Williamson (1999), transaction cost economics is a comparative contractual 
approach to economic organization in which the action resides in the details of transactions on the one 
hand and governance on the other. Given that all complex contracts are unavoidably incomplete (by 
reason of bounded rationality) and that contract as mere promise, unsupported by credible commitments, 
is not self-enforcing (by reason of opportunism), the question is which transactions should be organized 
how. Much of the predictive content of transaction cost economics works through the discriminating 
alignment hypothesis, according to which transactions, which differ in their attributes, are aligned with 
governance structures, which differ in their costs and competencies, so as to effect a (mainly) transac-
tion cost economizing result. Implementing this requires that transactions, governance structures, and 
transaction cost economizing all be described.

Transaction cost economics concurs that the transaction is the basic unit of analysis and regards gov-
ernance as the means by which order is accomplished in a relation in which potential conflict threatens 
to undo or upset opportunities to realize mutual gains (Henisz & Williamson, 1999). The problem of 
conflict on which transaction cost economics originally focused is that of bilateral dependency. The or-
ganization of transactions that are supported by generic investments is easy: classical market contracting 
works well because each party can go its own way with minimal cost to the other. Specific investments 
are where the problems arise.

Williamson (1979) identified three types of transactions according to specificity. Non-specific trans-
actions have low asset specificity and are associated with the acquisition of commodities. Idiosyncratic 
transactions have high specificity. Mixed transactions have elements of both commodity and customiza-
tion. Transaction specificity can be viewed alongside transaction frequency, a second major construct of 
transaction cost economics, which distinguishes occasional from recurrent transactions. Two frequency 
categories multiplied by three specificity types produces six discrete transaction types. It can be argued 
that the market is better for all but transactions, which are both recurrent and idiosyncratic. The third 
major determinant of transaction costs is uncertainty, compounded by the bounded rationality of humans 
and often associated with the complexity of the product to be acquired.

Uncertainty is recognized as a major determinant of transaction costs. It is compounded by the bounded 
rationality of humans and is often associated with the complexity of the product acquired. Given the 
cognitive limits of human actors, complex contracts, such as IT outsourcing contracts, are unavoidably 
incomplete. Contractual incompleteness poses problems when paired with the condition of opportunism 
– which manifests itself as adverse selection, moral hazard, shirking, sub-goal pursuit, and other forms 
of strategic behavior. Because human actors will not reliably disclose true conditions upon request or 
self-fulfill all promises, contract as mere promise, unsupported by credible commitments, will not be 
self-enforcing (Williamson, 2000).
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contribution to the understanding of It outsourcing

In transaction cost economics, firms are hypothesized to take sourcing decisions to minimize the sum of 
production and transaction costs (Anderson, Glenn, & Sedatole, 2000). If transaction costs offset produc-
tion cost advantages of the external supplier, the firm subsumes the activity – an outcome termed vertical 
integration or insourcing. Otherwise, it can be argued that the market is better for all transactions. The 
consistency of the empirical results seems startling in the light of two problems with this outsourcing 
philosophy. First, production and transaction costs are rarely neatly separable. Second, decision-makers 
are likely to be affected by wealth effects associated with sourcing, and thus unlikely to make decisions 
that strictly maximize firm profit (Anderson et al., 2000). Researchers have found that production cost 
differences seem more influential in sourcing decisions than transaction cost differences (e.g., Ang & 
Straub, 1998).

The transaction cost economics presumption is that economic actors attempt to forecast the potential 
for opportunism as a function of unfolding circumstances, and then take preventive actions in transactions 
where opportunism is likely to be high. Opportunism is an explanatory mechanism, not readily observable, 
and typically empirically untested. However, it is important because it has potential for enormous impact 
on economic performance (Jap, 2001). Opportunism is self-interest seeking with guile, and includes 
overt behavior such as lying, cheating and stealing, as well as subtle behavior such as dishonoring an 
implicit contract, shirking, failing to fulfill promises, and obligations. It is the equivalent of bad faith, 
the implication being that the party who is opportunistic is not trustworthy. In an outsourcing setting, 
opportunism may involve misrepresentations, unresponsiveness, unreasonable demands, and lying. The 
notion of opportunism is what differentiates transaction cost theory from alternative conceptualizations of 
the firm, such as agency theory, relational exchange theory, or resource-based view. Trying to minimize 
settings in which opportunistic behavior is likely becomes a critical success factor in IT outsourcing.

contractual thEory

focus, aim, unit of analysis

An outsourcing contract provides a legally bound, institutional framework in which each party’s rights, 
duties, and responsibilities are codified and the goals, policies, and strategies underlying the arrange-
ment are specified. Every outsourcing contract has the purpose of facilitating exchange and preventing 
opportunism. Appropriate contractual arrangements can attenuate the leeway for opportunism, prohibit 
moral hazards in a cooperative relationship, and protect each party’s proprietary knowledge. A com-
plete contract reduces the uncertainty faced by organizational decision-makers and the risks stemming 
from opportunism on the part of one or more contracting parties. It provides a safeguard against ex post 
performance problems by restraining each party’s ability to pursue private goals at the expense of com-
mon benefits. An incomplete contract may bring about ambiguity, which creates a breeding ground for 
shirking responsibility and shifting blame, raises the likelihood of conflict, and hinders the ability to 
coordinate activities, utilize resources, and implement strategies (Luo, 2002).

Outsourcing contracts are relational contracts characterized by long durations of interpartner de-
pendency and enormous unanticipated contingencies in an uncertain environment. Outsourcing often 
involves highly idiosyncratic assets that give rise to high coordination costs and appropriation concerns. 
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The optimal contract completeness simultaneously requires opportunism mitigation and adaptation pro-
motion. Transaction cost economics scholars commonly point to three categories of exchange hazards 
that necessitate contractual safeguards (or vertical integration): asset specificity, measurement difficulty, 
and uncertainty. Asset specificity emerges when sourcing relationships require significant relationship-
specific investments in physical and/or human assets. The presence of these specific assets transform 
an exchange from a world of classical contracting into a world of neo-classical contracting in which the 
identity of parties is irrelevant into a world of neo-classical contracting in which the identity of exchange 
partners is of critical importance. For example, an information technology outsourcing provider may 
need to customize service offerings to the client’s work setting. Similarly, the client may need to develop 
a unique understanding of the provider’s procedures, approach, and language to effectively utilize their 
services. Difficulty in measuring the performance of exchange partners also generates market hazards. 
Markets succeed when they can effectively link rewards to productivity – that is, they can measure 
productivity and pay for it accordingly. Uncertainty, a third hazard, also challenges an exchange by 
requiring the parties to adapt to problems raised from unforeseeable changes. High levels of uncertainty 
in conjunction with measurement difficulty or asset specificity render contracting even more hazardous. 
This encourages more complex contracts (Poppo & Zenger, 2002).

However, a contract alone is insufficient to guide outsourcing arrangements. Cooperation is also 
needed. Cooperation is an improvement process through mutual forbearance in the allocation of re-
sources, such that one party is made better off and no one is worse off than it would otherwise be. 
Cooperation is a necessary complement that overcomes long-term contracts’ constraints in adaptation 
and execution and becomes an important vehicle that nourishes continuity and flexibility when change 
and conflict arise (Luo, 2002). Similar to Luo’s argument that contract and cooperation are not substi-
tutes but complements, Poppo and Zenger (2002) argue that contracts and relational governance are not 
substitutes but complements. They found that relational exchange arrangements supported by trust are 
commonly viewed as substitutes for complex contracts in interorganizational exchange, and that many 
argue that formal contracts actually undermine trust and thereby encourage the opportunistic behavior 
they are designed to discourage.

contribution to the understanding of It outsourcing

Kern and Willcocks (2000) have investigated contracts in IT outsourcing. The contract in outsourcing 
has been described as a mechanism that establishes the balance of power between the client and vendor. 
Contracts essentially have to be as airtight as possible, because research has shown that vendors tend 
to refer to it as their chief source of obligation. Vendors however would prefer to see the contract as a 
working document, giving them flexibility to suggest improvements and new services. This is the inter-
est of most vendor companies, for their goal is one of profit margins. An IT outsourcing contract tends 
to be more complicated than other business contracts, resembling as it does a hybrid between an asset 
purchase and sale agreement, and a sale/leaseback agreement, in that there is a sale of assets or transfer 
of operations, transfer of employees, and a lease back to the customer of the information technology 
services that were divested. This legal complexity is evident in the detail and in the time typically invested 
in negotiating agreement. Third-party legal experts have for quite some time emphasized the need for a 
comprehensive contract, not only because it is their livelihood, but also because it basically becomes a 
reference point specifying how the client and vendor relate. Kern and Willcocks (2000) identified three 
common dimensions that can be a useful typology for analyzing control in IT: focus of control (directed 
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at whom or what), measures of control (degree of control), and process of control (means of enforcing 
control). Using this typology as an underlying guide, Kern and Willcocks presented a post-contract 
management agenda as the focus of control. The greatest challenge that client companies face following 
the signing of the contract is the achievement and the enforcement of agreed terms. To accomplish the 
management agenda, an effective communication and operations structure has to be established in each 
organization and between both parties.

agEncy thEory

focus, aim, unit of analysis

Agency theory has broadened the risk-sharing literature to include the agency problem that occurs when 
cooperating parties have different goals and division of labor. The cooperating parties are engaged in 
an agency relationship defined as a contract under which one or more persons (the principal(s)) engage 
another person (agent) to perform some service on their behalf which involves delegating some deci-
sion making authority to the agent (Jensen & Meckling, 1976). Agency theory describes the relationship 
between the two parties using the metaphor of a contract. In an IT outsourcing relationship this is a 
client-vendor relationship and an outsourcing contract.

According to Eisenhardt (1985), agency theory is concerned with resolving two problems that can 
occur in agency relationships. The first is the agency problem that arises when the desires or goals of the 
principal and agent conflict and it is difficult or expensive for the principal to verify what the agent is 
actually doing. The second is the problem of risk sharing that arises when the principal and agent have 
different risk preferences. These problems are well known in IT outsourcing. An example might be that 
the client organization wants to reduce its IT costs, while the vendor organization wants to maximize 
profits. The agency problem arises when the two parties do not share productivity gains. The risk-sharing 
problem might be the result of different attitudes towards the use of new technologies. Because the unit 
of analysis is the contract governing the relationship between the two parties, the focus of the theory is 
on determining the most efficient contract governing the principal-agent relationship given assumptions 
about people (e.g., self-interest, bounded rationality, risk aversion), organizations (e.g., goal conflict 
of members), and information (e.g., information is a commodity which can be purchased). Thus the 
question becomes: Is a behavior-oriented contract more efficient than an outcome-oriented contract? 
Outsourcing contracts are to a great extent tied up to service level agreements, where the outcome of 
the service is the focal point.

The agency theory is applicable when describing client-vendor relationships in IT outsourcing 
arrangements. Typically, the client organization (principal) transfers property rights to the vendor 
organization (agent). In the context of IT, assets transferred might be infrastructure, systems and docu-
mentation, and employees. For a certain amount of money, the vendor organization provides services 
to the client organization. This implies a change in legal relationships, and IT services are carried out 
using a more formal transaction process. The status of personal relationships also changes, from that 
of a manager and a subordinate, to that of a client-manager and a vendor. According to agency theory, 
control mechanisms also change, from that of behavioral control, to that of outcome-based control. If 
both parties to the relationship are trying to maximize their utility, there is good reason to believe that 
the vendor organization will not always act in the best interests of the client. Monitoring and bonding 
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activities in reducing agency costs include auditing, formal control systems, budget restrictions, and the 
establishment of incentive compensation systems which serve to more closely identify the manager’s 
interests with those of the outside equity holder.

contribution to the understanding of It outsourcing

The original impetus for the development of agency theory was large corporations’ separation of control 
from ownership. Thus, its focus was never on organizational boundaries, as with transaction cost theory. 
Agency theory’s primary interest is not the decision to source via the hierarchy or via the market. Al-
though all contractual arrangements contain important elements of agency, agency theory is essentially 
concerned with the delegation of work by the principal to the agent via a contract, whether or not they are 
both within the same organization. However, agency and transaction cost theories share several concepts, 
such as opportunism, uncertainty and bounded rationality, and there is a rough correspondence between 
transaction cost economics’ hierarchies and markets and agency theory’s behavior-based contracts and 
outcome-based contracts. The technological and business complexity of IT means that there may be a 
critical success factor for the principal in choosing a suitable agent and in monitoring the agent’s work. 
Only the agent knows how hard he is working, and that can be especially important in multilateral con-
tracting where one agent acts for several principals. This is often the case in IT outsourcing because of 
the market dominance of one (or a few) large firm(s). Given the difficulties of behavior-based contracts 
suggested by agency theory, it is reasonable to assume that the overwhelming majority of clients would 
insist on outcome-based contracts when acquiring IT products and services. Such a strategy can only 
succeed if the client can confidently specify current and future requirements. But accurate predictions by 
the client may not always be in the vendor’s interests, since vendor account managers often are rewarded 
according to contract profitability, which is principally achieved through charging the client extra for 
anything that is not in the contract.

According to Hancox and Hackney (2000), the choice of contract type depends on the agency costs, 
which include the principal’s effort in assessing the agent’s performance and the agent’s efforts in as-
suring the principal of his commitment. Agency theory holds that human beings act through self-interest 
and therefore, as contracting parties, they may have divergent goals. An important aspect of the theory is 
that both principal and agent wish to avoid risk when dealing with each other. The principal may prefer 
to place risk with the agent via an outcome-based contract, whereas the agent may prefer to avoid risk 
by having a behavior-based contract. Outcome-based contracts are claimed to reduce agent opportun-
ism because the rewards of both agent and principal depend on the same actions. Behavior-based con-
tracts need the principal to have sufficient information to identify two possible dangers: first, whether 
there is adverse selection (the agent does not possess the skills he claims); second, moral hazard – the 
agent is shirking. Sourcing via the hierarchy may reduce the overall risk, but agency costs also exist in 
hierarchies. Problems between agents and principals are greater in complex organizations with many 
managerial layers.
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thEory of fIrm BoundarIEs

focus, aim, unit of analysis

There has been renewed debate on the determinants of firm boundaries and their implications for per-
formance. According to Schilling and Steensma (2002), the widely accepted framework of transaction 
cost economics has come under scrutiny as a comprehensive theory for firm scale and scope. At the 
heart of this debate is whether the underlying mechanism determining firm boundaries is a fear of op-
portunism (as posited by transaction cost economics), a quest for sustainable advantage (as posed by 
resource-based view theorists and others), a desire for risk-reducing flexibility (as has recently gained 
increased attention in work on options), or a combination of factors. Although perspectives on firm 
boundaries such as transaction costs or the resource-based view are based on fundamentally different 
motivations for pursuing hierarchical control over market contracts, they rely on common resource or 
context attributes as antecedents.

contribution to the understanding of It outsourcing

Schilling and Steensma (2002) explored how various attributes of technology to be sourced influence 
the governance mode chosen, and the intermediate mechanisms by which they do so. They found that 
uniqueness and difficulty of imitation are significantly related to the perceived potential for sustainable 
advantage. They also found that technological dynamism and difficulty of imitation are significantly 
related to the perceived threat of opportunism. In turn, consistent with a transaction cost perspective, 
the threat of opportunism increases the probability of outsourcing. Schilling and Steensma’s findings 
suggest that the resource-based view, transaction cost economics, and an options perspective may play 
complementary roles in explaining firm technology-sourcing decisions. Firms may pursue resources that 
are unique or inimitable because of their potential to create a sustainable competitive advantage, but the 
uniqueness and inimitability may also create a potential for opportunism. The potential for opportunism 
and the degree of uncertainty associated with the technological resources then heavily influence the 
governance mode chosen. In sum, the results imply that the resource-based view explains why a firm 
pursues particular resources rather than others, but transaction costs and an options perspective better 
explain the governance mode undertaken for accessing the resources once they are chosen. Therefore, 
the theory of firm boundaries claims that resource-based view, transaction costs, and options perspectives 
each explain only a portion of managerial motivation for decisions on firm boundaries. The rationale 
supporting the choices firms make regarding technology sourcing is multidimensional; firms are not 
only seeking potential sources of competitive advantage, but are also seeking to avoid opportunism and 
to preserve or create flexibility (Schilling & Steensma, 2002).

According to Garicano and Hubbard (2003), some theorists have proposed that firms’ boundaries 
reflect the division of labor across individuals. Whether a set of tasks is organized within one or multiple 
firms depends on the extent to which individuals specialize. While the particular trade-offs these theories 
emphasize differ from each other, together they represent a departure from the earlier literature: there 
is far less emphasis on specificity and far greater emphasis on issues related to the division of labor 
such as specialization and job design. This class of theories is important because it has the potential to 
explain firms’ boundaries in a wide range of contexts where specificity is unlikely to have an important 
effect on individuals’ incentives.
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thEory of corE compEtEncIEs

focus, aim, unit of analysis

According to Prahalad and Hamel (1990), core competencies are the collective learning in the organiza-
tion, especially how to coordinate diverse production skills and integrate multiple streams of technologies. 
Since core competence is about harmonizing streams of technology, it is also about the organization 
of work and the delivery of value. The force of core competence is felt as decisively in services as in 
manufacturing. Core competence does not diminish with use. Unlike physical assets, which do deteriorate 
over time, competencies are enhanced as they are applied and shared. But competencies still need to be 
nurtured and protected; knowledge fades if it is not used. Competencies are the glue that binds existing 
businesses. They are also the engines for new business development. At least three tests can be applied 
to identify core competencies in a company. First, a core competence provides potential access to a wide 
variety of markets. Second, a core competence should make a significant contribution to the perceived 
customer benefits of the end product. Finally, a core competence should be difficult for competitors to 
imitate. The tangible link between identified core competencies and end products is what Prahalad and 
Hamel (1990) call core products – the embodiments of one or more core competencies. Core products 
are the components or subassemblies that actually contribute to the value of the end products. Core 
competencies are sometimes called firm-specific competence, resource deployments, invisible assets 
and distinctive competencies.

Quinn (1999) argues that core competencies are not products or “those things we do relatively well.” 
They are those activities, usually intellectually based service activities or systems, that the company 
performs better than any other enterprise. They are the sets of skills and systems that a company does 
at best-in-the-world levels and through which a company creates uniquely high value for customers. 
Developing best-in-the-world capabilities is crucial in designing a core competency strategy. Unless the 
company is best-in-the-world at an activity it is someone else’s core competency. The company gives up 
competitive edge by not buying that skill from a best-in-the-world source. Activities which are none-core 
should be outsourced to best-in-world suppliers.

contribution to the understanding of It outsourcing

Core competencies theory suggests activities should be performed either in-house or by suppliers. Activi-
ties, which are not core competencies, should be considered for outsourcing with best-in-world suppli-
ers. Some non-core activities may have to be retained in house if they are part of a defensive posture to 
protect competitive advantage. Employees in non-core functions (even if not facing outsourcing) may 
feel excluded by the organization because they are a non-dominant discipline. An organization may view 
IT itself as a core competence. It seems that most successful companies have a good understanding of 
IT’s potential. However, some organizations outsource IT even though they see IT as core and delivering 
competitive advantage. This may be because IT can be considered core at the corporate level, but some 
of its aspects, at lower levels, might be commodities. Thus the complexity of IT, and it’s (at least in part) 
core nature, may make the contracting out of IT a particularly challenging exercise. The ability to define 
IT requirements and to monitor their delivery by third parties may be some of the core IT competencies 
that any organization must have if it is to outsource IT successfully. It can even be argued that the very 
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acts of specifying and managing supply contracts can themselves give competitive advantage. It is critical 
that client organizations are able to define their needs and manage services from their vendors.

Since most supplier markets are imperfect, Quinn and Hilmer (1994) recommended that managers 
must answer three key questions about any activity considered for outsourcing. First, what is the potential 
for obtaining competitive advantage in this activity, taking account of transaction costs? Second, what is 
the potential vulnerability that could arise from market failure if the activity is outsourced? Third, what 
can we do to alleviate our vulnerability by structuring arrangements with suppliers to provide appropri-
ate controls yet provide for necessary flexibilities in demand? When the potentials for both competitive 
edge and strategic vulnerability are high, the company needs a high degree of control, usually entailing 
the activity internally or through joint ownership arrangements or tight long-term contracts.

The belief that outsourcing of IT is only appropriate when IT is not considered a core function of the 
firm’s industry was not held by executives interviewed by McLellan, Marcolin, and Beamish (1995). 
Core activities were defined by a firm’s management as those that provided the competitive capabilities 
that lead to competitive advantage. This definition implies that a core activity is central to the competi-
tive nature of the industry. The executives involved in outsourcing relationships clearly viewed the IT 
function as central to their competitiveness within the banking industry, yet the firms still choose to 
outsource much if not all of the IT activities.

Hancox and Hackney (2000) interviewed IT managers to find support for the core competencies theory 
in IT outsourcing. Contrary to vendors’ marketing material and much of the literature on IT outsourcing, 
concentration on core competencies did not appear to be a strong motive for IT outsourcing among the 
sample organizations. No organization from either private or public sector had systematically examined 
its activities to identify core and non-core functions. Most organizations seemed to share the view of IT 
as a mix of core and non-core activities.

rEsourcE-BasEd thEory

focus, aim, unit of analysis

The central tenet in resource-based theory is that unique organizational resources of both tangible and 
intangible nature are the real source of competitive advantage. With resource-based theory, organizations 
are viewed as a collection of resources that are heterogeneously distributed within and across industries. 
Accordingly, what makes the performance of an organization distinctive is the unique blend of the re-
sources it possesses. A firm’s resources include not only its physical assets such as plant and location but 
also its competencies. The ability to leverage distinctive internal and external competencies relative to 
environmental situations ultimately affects the performance of the business. The resource-based theory 
is a useful perspective in strategic management. Research on the competitive implications of such firm 
resources as knowledge, learning, culture, teamwork, and human capital, was given a significant boost 
by resource-based theory – a theory that indicated it was these kinds of resources that were most likely 
to be sources of sustainable competitive advantage for firms (Barney, 2001).

The essence of the resource-based theory of the firm lies in its emphasis on the internal resources 
available to the firm, rather than on the external opportunities and threats dictated by industry condi-
tions. Firms are considered to be highly heterogeneous, and the bundles of resources available to each 
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firm are different. This is both because firms have different initial resource endowments and because 
managerial decisions affect resource accumulation and the direction of firm growth as well as resource 
utilization (Løwendahl, 2000).

Firms’ resource endowments, particularly intangible resources, are difficult to change except over 
the long term. For example, although human resources may be mobile to some extent, capabilities may 
not be valuable for all firms or even for their competitors. Some capabilities are based on firm-specific 
knowledge, and others are valuable when integrated with additional individual capabilities and specific 
firm resources. Therefore, intangible resources are more likely than tangible resources to produce a 
competitive advantage. In particular, intangible firm-specific resources, such as knowledge, allow firms 
to add value to incoming factors of production (Hitt, Bierman, Shumizu, & Kochhar, 2001).

Transformational outsourcing, as indicated by Linder (2004), is an emerging practice to bring new 
capabilities to the organization. Resources are required to bring new capabilities, and resources bringing 
new capabilities can be found in an outsourcing vendor. In this context we apply the knowledge-based 
view of the firm that has established itself as an important perspective in strategic management. This 
perspective builds on the resource-based theory of the firm. According to the resource-based theory of 
the firm, performance differences across firms can be attributed to the variance in the firms’ resources 
and capabilities. Resources that are valuable, unique, and difficult to imitate can provide the basis for 
firms’ competitive advantages. In turn, these competitive advantages produce positive returns.

contribution to the understanding of It outsourcing

The value generation potential of an outsourcing relationship consists of three factors: client characteristics, 
the vendor-client relationship, and vendor characteristics. A key client characteristic is an understanding 
of how to manage resources that a firm does not own. A key in the vendor-client relationship is formal 
(contractual) aspect of the relationship. The third factor shaping the outsourcing value proposition is the 
vendor’s own capabilities. From an outsourcing vendor’s perspective, there are many potential opportu-
nities and benefits for the client. These opportunities and benefits can be derived from the IT outsourc-
ing vendor’s value proposition. Important vendor characteristics include capabilities such as technical 
competence, understanding the customer’s business, and relationship management. Levina and Ross 
(2003) stressed the importance of vendor characteristics in terms of the vendor value proposition. The 
concepts of complementarities and competencies explain that outsourcing vendors can increase produc-
tivity and reduce costs on client projects by applying a set of complementary application management 
competencies. They identified three complementary vendor competencies: IT personnel development, 
methodology development and dissemination, and customer relationship management.

Although it is generally accepted that IT is critical for information-intensive firms, not all members 
of top management teams attach the same degree of criticality to IT. Perceptions of the CIOs and CEOs 
of IT importance tend to be misaligned. While CIOs recognize IT as vital to an organization’s strategy, 
CEOs with little background in IT tend to regard IS services as back-room operations, an expense to 
be controlled rather than a strategic investment to be capitalized. Generally, CEOs’ perceptions of IT 
criticality are as important as, if not more important than, those of the CIOs’ with respect to IS sourcing 
decisions because IS investments represent a significant financial outlay for corporations. Sometimes 
management policies and direction of IT use are dictated by the CEOs’ psychological involvement and 
participation in IS. Thus, we would expect that the greater the perceived criticality of IT to the firm, the 
less likely the firm will outsource its IS services (Ang, 1993).
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partnErshIp and allIancE thEory

focus, aim, unit of analysis

Alliances are broadly defined as collaborative efforts between two or more firms in which the firms pool 
their resources in an effort to achieve mutually compatible goals that they could not achieve easily alone 
(Heide & John, 1992; Lambe, Spekman, & Hunt, 2002). Resources here are defined as any tangible 
or intangible entity available for use by a firm to compete in its marketplace. When interfirm business 
relationships are collaborative, rather than adversarial in nature, a variety of types of these relationships 
may be classified as alliances, for example outsourcing.

According to Lambe, Spekman, and Hunt (2002), the popularity of alliances is growing. Alliances 
account for anywhere from 6 percent to 25 percent of the market value of the typical company. Yet, al-
liance success remains elusive. Studies find that as many as 70 percent of alliances are not successful. 
Thus, an important question for researchers and practicing managers is what makes alliances succeed? 
Lambe et al. (2002) argue that alliance competence contributes to alliance success, both directly and 
through acquisition and creation of resources. Using survey data gathered from 145 alliances, empirical 
tests provide support for the posited explanation of alliance success. They found alliance competence 
has three facets, labeled alliance experience, alliance manager development capability and partner iden-
tification propensity. Furthermore, consistent with competence-based theory and resource-advantage 
theory conceptualizations of a competence (a higher order resource that is a distinct combination of 
lower order resources), the researchers proposed that these three facets are the three lower order re-
sources that collectively comprise the higher order resource of an alliance competence. That is, more of 
each of these three lower order resources will contribute to increasing a firm’s competence in finding, 
developing, and managing alliances. Alliance experience is a resource that can be leveraged across an 
organization because it contributes to knowledge about how to manage and use alliances. Alliance man-
ager development capability enables firms to plan and navigate the mechanisms of an alliance so that 
roles and responsibilities are clearly articulated and agreed upon. In addition, these managers have the 
ability to review continually the fit of the alliance to the changing environment to make modifications 
as necessary. Partner identification propensity enables firms to systematically and proactively scan for 
and identify partners that have the complementary resources that are needed to develop a relationship 
portfolio or mix that complements existing competencies and enables them to occupy positions of 
competitive advantage.

Furthermore, Lambe et al. (2002) posited that two specific types of resources affect alliance success: 
idiosyncratic and complementary resources. In terms of resource-advantage theory, complementary 
resources may be thought of as lower order resources that are brought to the alliance and idiosyncratic 
resources as the higher order resources that are developed by the alliance through the process of com-
bining the complementary resources of the partner firms. Idiosyncratic resources are resources that are 
developed during the life of the alliance, are unique to the alliance, and facilitate the combining of the 
distinct lower order resources contributed by the partner firms. Idiosyncratic resources may be tangible, 
such as computers and cables, or intangible, such as developing a methodology or a process together. 
Similarly, some researchers refer to idiosyncratic investments or assets.

Das and Teng (2002b) studied how alliance conditions change over the different stages of alliance 
development to understand the development processes of strategic alliances such as an IT outsourcing 
relationship. They defined three stages in the alliance development process – formation, operation, and 
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outcome stage. In the formation stage partner firms approach each other and negotiate the alliance. Partner 
firms then carry out the agreement and set up the alliance by committing various types of resources. The 
alliance is initiated and put into operation. Alliances will be formed only under certain conditions. These 
conditions include a relatively high level of collective strengths, a low level of interpartner conflicts, 
and a high level of interdependencies. Not only is the formation stage directly influenced by alliance 
conditions, the transition from the formation stage to the operation stage is also dictated by the same 
alliance conditions variables. During the operation stage, partner firms collaborate and implement all 
agreements of the alliance. The alliance will likely grow rapidly in size during this stage, somewhat 
akin to the growth stage of organizational life cycles. Other than the growth route, an alliance may also 
be reformed and/or terminated at this stage. During the outcome stage, alliance performance becomes 
tangible and can, thus, be evaluated with some certainty. There are four possible outcomes for an alli-
ance at this stage – stabilization, reformation, decline, and termination. A combination of outcomes is 
also possible, such as a termination after reformation. Alliance reformation and alliance termination do 
not necessarily signal alliance failure. Reformation and termination may be the best option under cer-
tain circumstances, such as the achievement of pre-set alliance objectives. Alliance condition variables 
continue to play a decisive role in the outcome stage. The particular alliance outcome will depend on 
the condition of the alliance.

Das and Teng (2003) discussed partner analysis and alliance performance. An important stream of 
research in the alliance literature is about partner selection. It emphasizes the desirability of a match 
between the partners, mainly in terms of their resource profiles. The approach is consistent with the 
resource-based theory of the firm, which suggests that competitors are defined by their resources profiles. 
They found a lack of agreement concerning alliance performance. This lack of agreement reflects an 
underlying conceptual puzzle: what does effective alliance performance mean? There are two distinct 
loci of alliance performance in the literature: the alliance itself and the partners forming the alliance. 
On the one hand, when alliances are viewed as separate entities, alliance performance is the success of 
these separate entities – in terms of, say, profitability or growth rate. On the other hand, because partner 
firms use alliances to achieve certain strategic objectives, alliance performance ought to be measured 
in terms of the aggregated results for the partner firms.

contribution to the understanding of It outsourcing

Applying partnership and alliance theory client and vendor companies may pool their resources to achieve 
mutually compatible goals in an IT outsourcing relationship. Partnership has frequently been noted as 
a major feature of IT outsourcing. Partnership can reduce the risk of inadequate contractual provision, 
which may be comforting for clients about to outsource a complex and high-cost activity such as IT. 
However, in the relationship between vendor and client the latter may be over dependent on the former, 
and goals are not necessarily shared. A client may be more comfortable if it knows the vendor already. 
In partner selection, cultural compatibility is vital and shared values and objectives inform all stages of 
the partnership development process.

Hancox and Hackney (2000) interviewed IT managers to find support for the partnership theory in 
IT outsourcing. They found that few organizations claim to be in a strategic partnership with their IT 
suppliers. Partnership was more likely to be claimed in the area of systems development, where vendors 
needed to have a greater understanding of the organization, than in outsourcing of operations and IT 
infrastructure support.
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rElatIonal ExchangE thEory

focus, aim, unit of analysis

Relational exchange can be defined as an interactive process where commitments are made, outcomes 
are observed, and further investments made, if outcomes meet or exceed expectations (Rokkan & Haug-
land, 2002). Based on previous interactions as well as expectations about the future, a mutual orienta-
tion develops resulting in a common language and mutual knowledge. The exchange is embedded in 
a normative structure that determines the functioning of the system. Patterns of behavior are taken for 
granted. The actors share common expectations about expected and accepted behavior, and collective 
interests are incorporated into the preferences and belief structures of the actors.

According to Lambe, Spekman and Hunt (2000), norms are important in relational exchange because 
they provide the governance rules of the game. These rules depend on the game, which from an ex-
change perspective has been described as either discrete or relational. Discrete exchange norms contain 
expectations about an individualistic or competitive interaction between exchange partners. The indi-
vidual parties are expected to remain autonomous and pursue strategies aimed at the attainment of their 
individual goals. Pure discrete exchange is consistent with the underlying assumptions of neo-classical 
economic theory. In contrast, relational exchange norms are based on the expectation of mutuality of 
interest, essentially prescribing stewardship behavior, and are designed to enhance the well being of the 
relationship as a whole. In the evolutionary model of relational exchange, relational norm development 
takes place during an extended period of time through many interactions between the partners (Lambe 
et al., 2000). According to this theory, the key to determining how efficiently contract governance is 
carried out lies in the relational norms between the transacting parties.

Many classifications of norms have been proposed, but no one is regarded as dominant. Heide and 
John (1992) have proposed that relational norms are a higher order construct consisting of three dimen-
sions: flexibility, information exchange, and solidarity. Flexibility, defines a bilateral expectation of 
the willingness to make adaptations as circumstances change. Information exchange defines a bilateral 
expectation that parties will proactively provide information useful to the partner. Solidarity defines 
a bilateral expectation that a high value is placed on the relationship. It prescribes behaviors directed 
specifically towards relationship maintenance.

contribution to the understanding of It outsourcing

Norms create expectations of behavior and imply a certain action and are shared by the actors. In long-
term IT outsourcing relationships these norms might as well be formalized and included in contract 
between the parties. It is believed that society shares a number of common norms that make it necessary 
for contracts to contain certain features but not necessary to include statements about others. Yet norms 
vary a great deal between and within societies as is illustrated by international contracts where a for-
eigner’s requirements as to what should go into a contract will often surprise us, but what we would not 
consider necessary to include may surprise them. Artz and Brush (2000) examined supplier relationships 
that were governed by relational contracts, and they found support for the relational exchange theory. 
By altering the behavioral orientation of the alliance, relational norms lowered exchange costs.

Kern and Blois (2002) considered the role of norms within networks by describing how BP Explo-
ration outsourced its information technology function. This outsourcing venture led to the formation 
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of a consortium of vendors, but the attempt was found to have failed. Kern and Blois suggested that 
central to the failure of the consortium was the issue of norms. In the case of BP Exploration, three 
problems arose. First, the consortium’s members, though competitors, were expected to work closely 
with each other as the senior partner on some sites and as the junior partner on others. Yet neither BP 
Exploration nor any member of the consortium recognized in advance that the norms that they usually 
applied in their relationships with their clients would not be applicable to this situation. Consequently, 
their staff was working with norms that were at best not appropriate to the new situation and at worst 
made for difficulties. For example, a company’s norms do not normally encourage the acceptance of 
flexibility, information exchange and solidarity in contacts with competitors, all of which are needed if 
sound relationships are to be developed between organizations. Second, BP Exploration’s line managers 
conducted their relationships with the consortium members as if they were buying a commodity service. 
Yet a major reason for outsourcing was BP Exploration’s desire to obtain a state of the art IT service. Its 
behavior towards the consortium was therefore based on norms that were inappropriate, relative to its 
stated objectives. The third problem was that one of the vendors was not familiar with European modes 
of operations and had a horrendous job trying to adapt to a non-US culture. Many factors led to BP Ex-
ploration being a less than successful experiment in outsourcing. However, a major contribution was a 
failure to recognize the need for establishing norms of behavior that were appropriate to the consortium 
form of organization (Kern & Blois, 2002).

socIal ExchangE thEory

focus, aim, unit of analysis

Social exchange theory was initially developed to examine interpersonal exchanges that are not purely 
economic. Several sociologists are responsible for the early development of this theory. These theorists 
view people’s social behavior in terms of exchanges of resources. The need for social exchange is cre-
ated by the scarcity of resources, prompting actors to engage one another to obtain valuable inputs. 
According to Das and Teng (2002a), social exchange can be defined as voluntary actions of individuals 
who are motivated by return they are expected to bring and typically, in fact, bring from others. Social 
exchange can be viewed as an ongoing reciprocal process in which actions are contingent on rewarding 
reactions from others. There are important differences between social exchanges and economic exchanges. 
Social exchanges may or may not involve extrinsic benefits with objective economic value. In contrast 
to economic exchanges, the benefits from social exchanges often are not contracted explicitly, and it is 
voluntary to provide benefits. As a result, exchange partners are uncertain as to whether they will receive 
benefits. Thus social exchange theory focuses on the social relations among the actors that shape the 
exchange of resources and benefits. While its origins are at the individual level, social exchange theory 
has been extended to organizational and interorganizational levels (Das & Teng, 2002a).

Social exchange theory postulates that exchange interactions involve economic and/or social out-
comes. Over time, each party in the exchange relationship compares the social and economic outcomes 
from these interactions to those that are available from exchange alternatives, which determines their 
dependence on the exchange relationship. Positive economic and social outcomes over time increase 
the partners’ trust of each other and commitment to maintaining the exchange relationship. Positive ex-
change interactions over time also produce relational exchange norms that govern the exchange partners’ 
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interactions. Implicit in these postulates, the four foundational premises of social exchange theory are: 
(1) exchange interactions result in economic and/or social outcomes, (2) these outcomes are compared 
over time to other exchange alternatives to determine dependence on the exchange relationship, (3) 
positive outcomes over time increase firms’ trust of their trading partner(s) and their commitment to the 
exchange relationship, and (4) positive exchange interactions over time produce relational exchange 
norms that govern the exchange relationship (Lambe, Wittmann, & Spekman, 2001).

contribution to the understanding of It outsourcing

According to social exchange theory, satisfaction plays an integral role in relationships. Satisfaction in 
IT outsourcing relationships can be defined in terms of performance satisfaction, which is the level in 
which a transaction meets expectations of the partner’s product and non-product attributes. Satisfaction 
can be the result from evaluating all aspects of a working relationship (not only the service level agree-
ments). In such, satisfaction can be the overall approval of the success of the outsourcing relationship.

Firms, who receive benefits that meet or exceed their expectations and are equal to or superior to 
outcomes available from alternatives, are likely to maintain and expand the relationship. Satisfaction 
serves as a measure of a firm’s view of the outcomes of the relationship. While it may not capture a 
partner’s estimation of available alternatives, it does provide insight into a relationship’s overall perfor-
mance (Lambe et al., 2001).

stakEholdEr thEory

focus, aim, unit of analysis

The stakeholder approach to strategic management was introduced by Freeman (1984). According to 
Freeman a stakeholder is any group or individual who can affect, or is affected by, the achievement of 
a corporation’s purpose. Stakeholders include employees, customers, suppliers, stockholders, banks, 
environmentalists, government and other groups who can help or hurt the corporation. For each category 
of stakeholder groups can be broken down into several useful smaller categories. Freeman’s focus was to 
show how executives could use the stakeholder approach to manage their organization more effectively. 
In instrumental stakeholder theory, the role of management is seen as achieving a balance between 
the interests of all stakeholders. For each major strategic issue we must think through the effects on a 
number of stakeholders, and therefore, we need processes that take into account the concerns of many 
groups. It is argued that maintaining an appropriate balance between the interests of all stakeholder 
groups is the only way to ensure survival of the firm and the attainment of other performance goals. 
The normative condition is that managers must provide economic and other returns to stakeholders in 
order to continue engaging in wealth creating activities by virtue of the critical resources stakeholders 
provide to the firm.

Stakeholder theory is justified on the basis that firms have responsibilities to stakeholders for moral 
reasons, and that there is no priority of one set of interests over another. Upholding four principles: 1) 
honouring agreements, 2) avoiding lying, 3) respecting the autonomy of others, and 4) avoiding harm 
to others, are a necessary precondition for efficient working. And thus, stakeholder theories of the firm 
establish economic relationships within a general context of moral management.
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According to Phillips, Freeman, and Wicks (2003), it is commonly asserted that the stakeholder 
theory implies that all stakeholders must be treated equally irrespective of the fact that some obviously 
contribute more than others to the organization. Prescriptions of equality have been inferred from dis-
cussions of balancing stakeholder interests and are in direct conflict with the advice of some experts on 
organizational design and reward systems. However, corporations should attempt to distribute the benefits 
of their activities as equally as possible among stakeholders in light of their respective contributions, 
costs, and risks. This interpretation of balance is called meritocracy, where benefits are distributed on 
the basis of relative contribution to the organization.

Stakeholder theory is a managerial conception of organizational strategy and ethics. The central idea 
is that an organization’s success is dependent on how well it manages the relationships with key groups 
such as customers, employees, suppliers, communities, financiers, and others that can affect the realization 
of its purpose. The manager’s job is to keep the support of all of these groups, balancing their interests, 
while making the organization a place where stakeholder interests can be maximized over time. The 
identification of stakeholder groups is currently among the central debates in the scholarly and popular 
press (Freeman & Phillips, 2002).

contribution to the understanding of It outsourcing

Contrary to the traditional understanding of the principal-agent relationship used in several IT outsourc-
ing studies, a stakeholder orientation will include at least two new dimensions: 1) balancing interests of 
a number of stakeholders, and 2) the interpretation of the four moral principles that underlie stakeholder 
theory. Neglecting these dimensions, firms will have less satisfied stakeholders, and will show financial 
performance that is consistently below industry average (Shankman, 1999).

As indicated by some of the reviewed literature above, a stakeholder is defined and used differently 
in finance (issue of CEO responsibility to shareholders or stakeholders), law (requires ownership), and 
gaming (person who holds the bets). The term is also used and accepted by IT outsourcing practitio-
ners and researchers, e.g. Lacity and Willcocks (2000a) who define a stakeholder as a group of people 
with aligned interests. According to Lacity and Willcocks, there are four distinct client IT stakeholder 
groups and three distinct vendor IT stakeholder groups. The groups identified are client senior business 
managers, client senior IT managers, client IT staff, client IT users, and vendor senior managers, vendor 
account managers, vendor IT staff. An additional group is the subcontractors. All stakeholder groups are 
presumed to have significant differences in expectations and goals regarding IT outsourcing. Thus, it is 
reasonable to propose that upholding the interest of these different stakeholder groups with the principles 
of moral management will affect the success of IT outsourcing.

rEvIEw of It outsourcIng BasEd rEsEarch

An extensive review of IT outsourcing based research has been conducted (see Table 2). Starting with 
major IS/IT journals, promising articles were followed back to their origin, whether based in articles, 
books, or dissertations. Previous research has investigated why companies outsource (e.g., Ang & Cum-
mings, 1997; Lacity & Hirschheim, 1993), how companies manage outsourcing contracts (e.g., Elitzur 
& Wensley, 1998), and how to manage an IT outsourcing relationship (e.g., Kern & Willcocks, 2002; 
Kern, 1999). A few researchers have focused on individual level challenges in IT outsourcing (Ho, Ang, 
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Table 2. Review of IT Outsourcing based research 

Title/ authors Research method Scope of the research Key conclusions/ findings

“Determinants of information 
technology outsourcing: a 
cross-sectional analysis” (Loh 
& Venkatraman, 1992a)

Survey of 57 US firms Degree of IT outsourcing ex-
plained by cost structures and 
economic performance

The degree of IT outsourcing is posi-
tively related to both business and IT cost 
structures, and negatively related to IT 
performance.

“Diffusion of information tech-
nology outsourcing: influence 
sources and the Kodak effect” 
(Loh & Venkatraman, 1992b)

Survey of 60 IT outsourc-
ing contracts

Influence sources in the diffusion 
of IT outsourcing

Adoption of IT outsourcing is motivated 
more by internal influence than by external 
influence amongst the user organizations.

“The etiology of information 
systems outsourcing” (Ang, 
1993)

Survey of 226 US 
banks

Development of a theoretical 
model of IS outsourcing synthe-
sizing economic, managerial-
behavioral, and institutional 
factors

The study found that external production 
cost advantages in the service provider 
markets motivates outsourcing of IS in both 
large and small banks). Large banks were 
affected by internal institutional influences 
of unbundling support services, while small 
banks were affected by the level of transac-
tion cost present in outsourcing arrange-
ments, as well as the external institutional 
influences.

“The information systems out-
sourcing bandwagon” (Lacity 
& Hirschheim, 1993)

Case studies of 14 com-
panies that faced out-
sourcing decisions

Outcome and scope of outsourc-
ing decisions

Practical advice for negotiating contracts 
and suggests that IT outsourcing does not 
always lead to cost reductions.

“Offshore systems develop-
ment” (Ravichandran & Ahmed, 
1993)

Conceptual Examine offshore computing of 
complex system projects

A decision framework for offshore systems 
development addresses: a) the suitability of a 
project for offshore development, and b) the 
selection of the specific offshore site.

“Strategic outsourcing” (Quinn 
& Hilmer, 1994)

Conceptual, supported 
by several business ex-
amples

Ways to determine core compe-
tencies and which activities are 
better performed externally.

Companies can substantially leverage their 
resources by: 1) developing a few well-
selected core competencies of significance 
to customers, 2) focusing investment and 
management attention on them, and 3) stra-
tegically outsource many other activities.

“How to manage an IT out-
sourcing alliance” (McFarlan 
& Nolan, 1995)

Case research When to outsource and how to 
structure and manage the rela-
tionship

What determines success or failure is man-
aging the relationship less as a contract and 
more as a strategic alliance.

“Financial and strategic motiva-
tions behind IS outsourcing” 
(McLellan et al., 1995)

Seven case studies in the 
banking industry

Why and how managers outsource 
IS functions considered ‘core’ to 
the success of the business

Firms were undertaking outsourcing to 
change organizational boundaries, to re-
structure, to mitigate technological risks and 
uncertainty, to access emerging technology, 
to manage IS department, and to business 
and IT strategy.

“Domestic and global outsourc-
ing practices of America-s most 
effective IS users” (Sobol & 
Apte, 1995)

Conceptual Offshore outsourcing of software 
development

Proposes a framework that links projects 
and sites, which also includes environmental 
agents whose actions affect resource avail-
ability at the sites. Agents identified are 
firms, governments, infrastructure provid-
ers, business environment, and international 
organizations.

“Decision to outsource informa-
tion systems functions: testing a 
strategy-theoretic discrepancy 
model” (Teng, Cheon, & Gro-
ver, 1995)

Sample of 188 com-
panies

Decision to outsource informa-
tion systems

Decision to outsource is based on gap 
between actual and desired level of IS 
resource performance; manifested in the 
form of gaps in information quality and IS 
support quality.

continued on following page
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Title/ authors Research method Scope of the research Key conclusions/ findings

“IT outsourcing relationships: 
an exploratory study of inter-
organizational control mecha-
nisms” (Davis, 1996)

Exploratory case studies 
into two IT outsourcing 
relationships – Xerox/
EDS, Kodak/IBM

Governance control mechanisms 
when firms were interested in de-
veloping a partnership model

Three governance control mechanisms – 
price, authority, and trust – appear when 
companies are forming partnership with 
their IT vendors.

“The risks of outsourcing IT” 
(Earl, 1996)

Unspecified methodol-
ogy, based on discussions 
with senior executives 
and IT managers

Limits to IT outsourcing Identifies 11 risks in outsourcing: weak 
management, inexperienced staff, busi-
ness uncertainty, outdated technology 
skills, endemic uncertainty, hidden costs, 
lack of organizational learning, loss of 
innovation capacity, dangers of an eternal 
triangle, technological indivisibility, and 
fuzzy focus.

“The effect of service quality 
and partnership on the outsourc-
ing of information systems 
functions” (Grover, Cheon, & 
Teng, 1996)

Survey of 188 IS execu-
tives

Relationship between IT out-
sourcing and its success.

Outsourcing success is found to be highly 
related to the degree of outsourcing of 
two IT functions, systems operations and 
telecommunications.

“The value of selective sourc-
ing” (Lacity, Willcocks, & 
Feeny, 1996)

Conceptual Sourcing scope, financial out-
come

A framework to clarify sourcing options 
and aid managers in deciding which IT 
functions to contract out and which to 
retain in-house.

“Offshore outsourcing of soft-
ware development and mainte-
nance: A framework for issues” 
(Smith, Mitra, & Narasimhan, 
1996)

Survey of 48 compa-
nies

Reasons for outsourcing, pros and 
cons of outsourcing, activities to 
outsource, comparison of domes-
tic vs. global outsourcing

Empirical evidence on the extent to which 
outsourcing of various IS functions is being 
practiced, and the views of CIOs concerning 
the advantages, disadvantages and motives 
of IS outsourcing. Cost savings needed for 
global outsourcing is higher than saving 
needed for domestic. MIS executives play 
a very important role, and are involved 
in a large majority of IS outsourcing. 
Companies with relatively smaller MIS 
budgets are less likely to outsource than 
those with larger MIS budgets. Firms with 
centralized MIS functions are more likely 
to outsource globally.

“Strategic response to institu-
tional influences on information 
systems outsourcing” (Ang & 
Cummings, 1997)

Survey of 226 US 
banks

Critical contingencies arising 
from competition that moderate 
institutional influences on infor-
mation systems outsourcing

The propensity of banks to conform to 
or resist institutional pressures (on IS 
outsourcing) depends on the nature of 
institutional pressures, perceived gain in 
production economics, financial capacity 
to resist influences, and transaction cost 
considerations.

“Transformation of the IT func-
tion at British Petroleum” (Cross, 
Earl, & Sampler, 1997)

Longitudinal single case 
study, unspecified meth-
odology

Transformation of the IT orga-
nization

A model of the transformed IT organization 
comprising seven components of transfor-
mation organized around purpose, process 
and people.

“Research report: diffusion of 
information systems outsourc-
ing: a reevaluation of influence 
sources” (Hu, Saunders, & 
Gebelt, 1997)

Survey of 175 firms Sources of influence in the adapta-
tion of IS outsourcing

The combined effects of external media, 
vendor pressure, and internal communica-
tions at the personal level among managers, 
significantly influence the decision to adopt 
IS outsourcing.

“Achieving success in infor-
mation systems outsourcing” 
(Saunders, Gebelt, & Hu, 
1997)

Interviews of 34 man-
agers who signed or 
administered their firms 
outsourcing contracts

Determinants of successful 
outsourcing

Primary reasons for outsourcing were 
technological considerations, cost savings, 
strategic considerations. Tight contracts 
were written for over three-fourth of com-
panies reporting success.

Table 2. continued

continued on following page
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Title/ authors Research method Scope of the research Key conclusions/ findings

“Production and transaction 
economies and IS outsourcing: 
a study of the US banking indus-
try” (Ang & Straub, 1998)

Survey of 243 US 
banks

Influence of production costs, 
transaction costs, and financial 
slack on outsourcing decisions

Banks were strongly influenced by pro-
duction cost advantages in their decision 
to outsource. Transaction economies were 
much less of a determinant while financial 
slack was not significant explanatory.

“Game theory and IS outsourc-
ing contracts” (Elitzur & Wen-
sley, 1998)

Conceptual, using game 
theory

Identify critical issues negotiating 
outsourcing contracts

Six critical issues are identified as: transfer 
of assets, risk sharing, technology upgrade, 
duration of contract, relationship manage-
ment, and calculation of fee.

“Towards a theoretically-based 
contingency model of informa-
tion systems outsourcing” (Gro-
ver, Teng, & Cheon, 1998)

Conceptual Using resource-based theory and 
resource-dependence theory from 
the field of strategic management, 
and transaction cost theory and 
agency theory from econom-
ics, they suggests implications 
for outsourcing research and 
practices

The phenomenon of IT outsourcing should 
be studied in an integrative manner.

“An empirical investigation of 
information technology sourc-
ing practices: lessons from 
experience” (Lacity & Will-
cocks, 1998)

61 US & UK IT sourcing 
decisions

Management of computing 
and IS, measuring IS success, 
contract, strategic alliances, 
outsourcing of IS

First, selective outsourcing decisions had 
higher success rates than total outsourcing or 
total in-sourcing decisions. Second, senior 
executives and IT manager who made deci-
sions together had higher success rates than 
either stakeholder group acting alone. Third, 
organizations that invited both internal 
and external bids had higher success rates 
than organizations that merely compared 
external bids with current IT costs. Forth, 
short-term contracts achieved higher suc-
cess rates than long-term contracts. Fifth, 
detailed fee-for-service contracts had higher 
success rates than other types of fee-for-
service contracts.

“Relationships in IT outsourc-
ing: an exploratory research 
study of a conceptual frame-
work” (Kern, 1999)

Survey of top 400 UK 
organizations, in-depth 
interviews in five case 
study organizations

Conceptual framework of IT 
outsourcing relationship

A multi-paradigmatic framework provid-
ing a comprehensive understanding of 
outsourcing relationships in terms of intent, 
contract, structure, interactions, behavior, 
and efficiency-outcome.

“Effect of partnership qual-
ity on is outsourcing success: 
conceptual framework and 
empirical validation” (Lee & 
Kim, 1999)

Survey of 74 outsourcing 
relationships

Investigating outsourcing part-
nership based on a social, rather 
than an economic, perspective.

Result indicates that partnership quality 
may serve as a key predictor of outsourcing 
success. Partnership quality was found to 
be positively influenced by factors such as 
participation, communication, information 
sharing, and top management support, and 
negatively affected by age of relationship 
and mutual dependency.

“Strategic outsourcing: lever-
aging knowledge capabilities” 
(Quinn, 1999)

Conceptual, using con-
cept of core compe-
tencies and business 
examples

Designing core competence 
strategy

Outsourcing for short-term cost-cutting does 
not yield nearly as much as outsourcing for 
longer-term knowledge-based system or 
strategic benefits. Developing best-in-the-
world capabilities is crucial in designing 
a core competency strategy. Unless the 
company is best-in-the-world at an activity, 
it is someone else’s core competency.

Table 2. continued

continued on following page
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Title/ authors Research method Scope of the research Key conclusions/ findings

“IT outsourcing in insurance 
services: risk, creative contract-
ing and business advantage” 
(Willcocks & Lacity, 1999)

Single case study Risks in IT outsourcing The case illustrates 10 major risk areas 
in IT outsourcing arrangements. Through 
awareness of risks and careful handling, 
the company studied was found to be 
achieving business advantage from a total 
outsourcing strategy.

“Modelling the price, perfor-
mance, and contract charac-
teristics of IT outsourcing” 
(Domberger, Fernandez, & 
Fiebig, 2000)

Analysis of 48 contracts 
for IT support and main-
tenance

Modeling the price, performance 
and contract characteristics that 
are relevant to IT outsourcing.

The study suggests that first-term contracts 
were more expensive than repeat contracts, 
possibly due to the higher risk and uncer-
tainty often associated with newly awarded 
contracts.

“Making more by doing less: 
an analysis of outsourcing and 
its effects on firm performance” 
(Gilley & Rasheed, 2000)

Survey of 94 top execu-
tives in manufacturing 
firms

The study attempted to determine 
the performance implications of 
outsourcing strategies.

Although no direct effect of outsourcing 
on performance was detected, outsourcing 
interacted with firm strategy and environ-
mental dynamism to predict performance.

”IT outsourcing: frameworks 
for conceptualizing practice 
and perception” (Hancox & 
Hackney, 2000)

Semi structured inter-
views with IT mangers 
from 13 public sector 
organizations and 7 local 
authorities in UK

Assess usefulness of four con-
ceptual frameworks – core 
competencies, transaction cost 
economics, agency theory, and 
partnership – in an exploratory 
study of practice and perception 
of outsourcing

The study suggests that core competencies 
may not be a major issue in respect of ITO. 
Elements of TCE could be found. In terms 
of agency, the participants demonstrated 
some neutrality where they indicated that 
there was little perceived client conflict in 
contracting relations. Recognition of part-
nership was more usually found in public 
sector organizations, as local authorities 
had more additional constraints.

“The myths and realities of 
information technology insourc-
ing” (Hirschheim & Lacity, 
2000)

14 case studies Generate insights into best sourc-
ing practices by comparing suc-
cesses and failures

Four archetypes of insourcing: 1) senior 
executives enable internal IT managers to 
cut costs, 2) IT managers terminate fail-
ing outsourcing contracts, 3) IT managers 
defend insourcing, and 4) senior executives 
confirm the value of IT.

“Contract, control and ‘pre-
sentiation’ in IT outsourcing: 
research in thirteen UK orga-
nizations” (Kern & Willcocks, 
2000)

Findings from 13 UK-
based organizations

The role of the outsourcing con-
tract and its purpose for ensuring 
control over the client’s outsourc-
ing destiny

The contract has a legal function; the con-
tract attempts to presentiate service levels; 
the contract assures client control over the 
outsourcing venture.

“Developing a framework for 
analyzing IS sourcing” (King 
& Malhotra, 2000)

Conceptual Developing a framework for 
the consideration of internal 
markets as an alternative to IS 
outsourcing.

Identifies short term operational impacts (ef-
ficiencies, cost savings, service levels) mid 
term tactical impacts (performance, control, 
risk sharing), and long term strategic impacts 
(core competencies, learning competencies) 
that should be addressed both in research and 
practitioners’ decision to outsource.

“Relationships in IT outsourc-
ing: a stakeholder perspective” 
(Lacity & Willcocks, 2000a)

Conceptual Customer-supplier relationships An IT outsourcing relationship framework, 
that focuses on three key elements: 1) 
relationship stakeholders, 2) relationship 
types, and 3) six relationship phases and 
their related activities.

“Survey of IT outsourcing 
experience in US and UK orga-
nizations” (Lacity & Willcocks, 
2000b)

Survey of 101 UK & 
US CIOs

Current market practices and 
experience

IT outsourcing continue to grow and 
evolve. Benefits of selective sourcing are: 
cost reduction, re-focus of in-house staff, 
improved IT flexibility, better quality 
services, access to scarce IT resources. 
Downside of selective sourcing includes: 
increased transaction costs, potential lack of 
integration, cooperation, and coordination 
among multiple sources.
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“Outsourcing innovation: the 
new engine of growth” (Quinn, 
2000)

Conceptual, using con-
cept of core compe-
tencies and business 
examples

How do you stay ahead, when 
everyone around is innovating?

Higher innovation return can accrue from 
outsourcing. Innovation calls for the com-
plex knowledge that only a broad network 
of specialists can offer – resource limits, 
specialist talents, multiple risks, attracting 
talent, speed.

“Place, space and knowledge 
work: a study of outsourced 
computer system administra-
tors” (Schultze & Boland, 
2000)

Ethnographic fieldwork Work practice of a group of out-
sourced computer systems admin-
istrators – the struggle to negotiate 
the place-space duality

The contractor’s writing served to create 
an informational body that removed them 
from the confines of a particular place and 
technology. Allowing their “real” bodies 
to move on to newer technologies, respon-
sibilities and organizations. The idealized 
place they yearned for was one that gave 
them security and safety through mobility 
and independence.

“On the performance of tech-
nology-sourcing partnership: 
the interaction between partner 
interdependence and technol-
ogy attributes” (Steensma & 
Corley, 2000)

Survey of 95 sourcing 
arrangements

Technology attributes, organiza-
tional interdependence, sourcing 
performance

Using a knowledge-based perspective, a 
contingency model suggests that the imi-
tability, uniqueness, and uncertainty with 
a technology interact with partner interde-
pendence to influence sourcing outcomes 
(performance).

“Work outcomes and job design 
for contract versus permanent in-
formation systems professionals 
on software development teams” 
(Ang & Slaugther, 2001)

Empirical Contract vs. permanent IS pro-
fessionals

Work attitudes of contract professionals are 
more favorable than permanent profession-
als. Nonetheless, the contractors are per-
ceived to exhibit lower in-role and extra-role 
behaviors and lower performance. In-depth 
interviews suggest that these results can be 
attributed to how organizations assign jobs 
to the two groups of professionals.

“Outsourcing information sys-
tems: drawing lessons from a 
banking case study” (Baldwin, 
Irani, & Love, 2001)

Single banking case 
study

Decision to insource or outsource 
IT/IS

Identifies motives for outsourcing decision 
to be strategic and organizational, political, 
technical, and economic.

“The hidden costs of IT out-
sourcing” (Barthélemy, 2001)

Survey of 50 compa-
nies

Identifying costs that managers 
can’t pinpoint

Hidden costs are identified as: vendor search 
and contracting, transitioning to the vendor, 
managing the effort, transitioning after out-
sourcing (switching or reintegrating).

“Exploring the supply-side of 
IT outsourcing: evaluating the 
emerging role of application 
service providers” (Currie & 
Seltsikas, 2001)

Initial survey of 250 
SMEs and case study 
among 28 ASPs

Exploring the supply-side of IT 
outsourcing; a comparison of 
traditional outsourcing and ap-
plication outsourcing

ITO is moving into a industry centric wave. 
A shift from traditional one-to-one outsourc-
ing relationship to a one-to-many relation-
ship where an ASP provides an outsourcing 
solution to several clients remotely over the 
Internet or a VPN.

“The impact of the client-vendor 
relationship on information 
systems outsourcing success” 
(Goles, 2001)

Survey Ascertain the components of an 
effective relationship, and explore 
the link between that relation-
ship and outsourcing success 
or failure

A set of constructs that comprise a success-
ful relationship was identified and tested. 
The study demonstrated that customers 
and vendors have different expectations for 
each party’s responsibilities and behaviors. 
It also showed that each party measures 
success differently.

“Global information technol-
ogy outsourcing” (Lacity & 
Willcocks, 2001)

Case studies How to gain business advantage Organizations must develop a compre-
hensive outsourcing strategy in order to 
achieve more than modest improvement 
of service and cost reduction. IT functions 
must develop a set of core capabilities that 
must be insourced.
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“The impact of knowledge shar-
ing, organizational capability 
and partnership quality on IS 
outsourcing success” (Lee, 
2001)

Survey of 223 IS manag-
ers in Korea

Relationship between knowledge 
sharing and outsourcing success

Knowledge sharing is one of the major 
predictors for outsourcing success. Orga-
nizational capacity to learn or acquire the 
needed knowledge from other organizations 
is a key source of successful knowledge 
sharing. Partnership quality is a significant 
intervening factor between knowledge shar-
ing and outsourcing success.

“Culture, power and politics 
in ICT outsourcing in higher 
education institutions” (Allen, 
Kern, & Mattison, 2002)

Three British higher edu-
cation institution (HEI) 
case studies

The impact of culture, organi-
zational power and politics in 
outsourcing

Outsourcing represented a potential threat 
to academic culture. It was the outcome 
of intra-HEI power struggles, and it was 
also caused by departments increasing 
their fight to retain control over ICT. The 
ITO arrangements were highly politicised 
processes. Outsourcing service providers 
was used as change agents.

“Information technology out-
sourcing in Australia” (Bea-
mount & Costa, 2002)

Six exploratory inter-
views, survey of 277 
informants

Identify reasons for outsourc-
ing, and factors that contribute 
to success

Three most important factors for outsourc-
ing were identified as: access to skills, 
improved service quality, and managers’ 
ability to focus on core business activities. 
Factors most associated with success were 
cultural match and nature of contractual 
arrangement.

“Norm development in out-
sourcing relationship” (Kern & 
Blois, 2002)

Single case study, BP 
Exploration

The role of norms within net-
works

The need for establishing norms of behavior 
that was appropriate for the outsourcing 
consortium arrangement was not recognized 
by the parties involved. The failure of the 
consortium was the issue of “norms”.

“Exploring relationships in in-
formation technology outsourc-
ing: the interaction approach” 
(Kern & Willcocks, 2002)

Exploratory research into 
12 organizations

Håkansson’s (1982) interaction 
model applied on IT outsourcing 
relationships. Key elements are 
the interaction process, the parties 
involved, the environment, and 
the atmosphere.

The research identified certain factors in IT 
outsourcing relationships not captured satis-
factory by the interaction approach, namely 
the centrality of the contract, the importance 
of formal processes, and the hidden cost of 
relationship management.

“The winners curse in IT out-
sourcing: strategies for avoiding 
relational trauma” (Kern, Will-
cocks, & van Heck, 2002)

Conceptual, re-analyzing 
longitudinal case re-
search database of 85 
IT outsourcing arrange-
ments

Identifying the right supplier and 
contract bid

The Winners’ Curse occurs when the winner 
of an auction or bidding event systematically 
bids above the actual value of the objects or 
service and thereby systematically losses. 
The experience places considerable pressure 
on an outsourcing venture and relationship 
to the point where re-negotiation or early 
termination becomes the only option.

“Do make or buy decisions 
matter? The influence of organi-
zational governance on techno-
logical performance” (Leiblein, 
Reuer, & Dalsace, 2002)

Sample of 714 produc-
tion decisions

Relationship between outsourc-
ing decisions (governance choice) 
and technological performance

Neither outsourcing nor internalization per 
se results in superior performance. Rather, 
a firm’s technological performance is con-
tingent upon the alignment between firms’ 
governance decisions and the degree of 
contractual hazards.

“Making the HR outsourcing 
decision” (Adler, 2003)

Extensive literature re-
view and a single case 
study

What and when to outsource HR 
services

Six factors can help companies determine 
which HR process to outsource and which 
to retain: dependency risks, spillover risks, 
trust, relative proficiency, strategic capabili-
ties, and commitment versus flexibility.
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“The information technology 
outsourcing risk: a transaction 
cost and agency theory-based 
perspective” (Bahli & Rivard, 
2003)

Conceptual, using prior 
research as well as trans-
action cost and agency 
theory

Conceptualization of IT outsourc-
ing risk

A framework for conceptualization and 
measurement of risk applied to IT outsourc-
ing – scenarios, likelihood or risk factors 
occurring, risk mitigation mechanisms, and 
the consequences.

“The hard and soft sides of 
IT outsourcing management” 
(Barthélemy, 2003a)

In-depth study of 50 IT 
outsourcing cases

The impact of hard (contract) and 
soft (trust) sides of IT outsourcing 
outcomes

Simple IT outsourcing may be managed with 
hard side only and complex IT outsourcing 
with soft side only. Simultaneously used, 
trust can take over from contract when the 
limits of the contract have been reached. IT 
outsourcing efforts managed through ‘nei-
ther hard nor soft side’ are doomed to fail.

“The seven deadly sins of out-
sourcing” (Barthélemy, 2003b)

Conceptual, based on 
in-depth analysis of 91 
outsourcing efforts

Lessons learned from failed 
outsourcing

Reasons why outsourcing fail: 1) outsourc-
ing activities that should not be outsourced, 
2) selecting the wrong vendor, 3) writing 
a poor contract, 4) overlooking personnel 
issues, 5) losing control over the outsourced 
activity, 6) overlooking the hidden costs 
of outsourcing, 7) failing to plan an exit 
strategy.

“Portfolios of Control in Out-
sourced Software Development 
Projects” (Choudhury & Sabh-
erwal, 2003)

Five case studies Control in outsourced information 
system development projects

Portfolios of control are dominated by out-
come controls, especially at the start of the 
project. Behavior controls are often added 
later in the project, as are controls aimed to 
encourage and enable vendor self control. 
Clan controls are used when the client and 
the vendor share goals.

”When subordinates become IT 
contractors: persistent manage-
rial expectations in IT outsourc-
ing” (Ho et al., 2003)

Mixed-method: 147 sur-
vivors of a single govern-
ment IT organization

Persistence of managerial ex-
pectations in an IT outsourcing 
context where the traditional 
relationship between supervisor 
and subordinates changes to one 
of client-manager and contractor 
(client-vendor perspective)

Findings show that role overload, the pres-
ence of strong ties between manager and 
contractor, and the lack of prior outsourc-
ing experience increased the persistence of 
managerial expectations. In turn persistence 
of expectations had a distinctive positive 
influence on managerial perceptions of 
contractor performance.

“Management control systems 
and trust in outsourcing rela-
tionships” (Langfield-Smith & 
Smith, 2003)

Single case study Examine how control mecha-
nisms and trust are used to 
achieve control of outsourced IT 
operations

Characteristics of the transaction, environ-
ment and parties, can be used in the design 
of control systems and trust in outsourcing 
relationships

“From the vendor’s perspective: 
exploring the value proposi-
tion in information technology 
outsourcing” (Levina & Ross, 
2003)

28 interviews from a 
single long-term client-
vendor case study

Vendors’ ability to deliver eco-
nomic and management benefits 
to their clients

Vendor’s efficiency is based on the eco-
nomic benefits derived from the ability to 
develop a complementary set of core compe-
tencies. This ability, in turn, is based on the 
centralization of decision rights, and shared 
with clients through formal and informal 
relationship management structures.

“What will it take China to 
become a competitive force 
in offshore outsourcing? An 
analysis of the role of transaction 
costs in supplier selection” (Qu 
& Brocklehurst, 2003)

Conceptual, outlining a 
framework for analyzing 
transaction costs

Uses the framework for pin-
pointing where China is unable 
to compete in the supply of IT 
outsourcing

Transaction costs are almost as significant as 
production costs when it comes to offshore 
outsourcing. The paper concludes with a 
review of the policy implications for the 
Chinese Government.

“A transaction cost model for IT 
outsourcing” (Aubert, Rivard, & 
Patry, 2004)

Survey of 335 firms Relying on transaction cost eco-
nomics, the paper proposes and 
tests an explanatory model of IT 
outsourcing behavior.

Uncertainty is the major deterrent to out-
sourcing; firms seem to outsource more 
readily activities having low uncertainty. 
While the level of technical skills is the 
most important reason to outsource.
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“An empirical investigation of 
IT outsourcing versus quasi-
outsourcing in France and 
Germany” (Barthélemy & 
Geyer, 2004)

Survey; 160 senior IT 
executives in Germany 
and France

Determinants of the outsourc-
ing versus quasi-outsourcing 
decisions.

Quasi-outsourcing was introduced as firms 
setting up their own IT subsidiary. Findings 
shows that the decision to quasi-outsource 
is strongly influenced by IT activity asset-
specificity, size of IT department, internal 
organization of IT, and institutional environ-
ment (e.g., Mitbestimmung in Germany).

“Perspectives on global out-
sourcing and the changing nature 
of work” (Clott, 2004)

Review of perspectives Impact of global outsourcing Most optimistic it will create good jobs 
in poor countries, shrink the gap between 
rich and poor nations, and create smaller, 
more highly innovative firms. In a different 
future we will see the development of far 
greater degree of protectionism and limits on 
globalization in the form of exclusive trade 
treaties, regional trade agreements, tariff and 
non-tariff barriers, and the increased power 
of “gatekeeping” organizations (e.g., ISO), 
to limit global outsourcing partners.

“Beyond offshoring: asses your 
company’s global potential” 
(Farrell, 2004)

150 interviews Globalization study at four major 
developing economies (China, 
India, Brazil, Mexico) and five 
industries (auto, consumer elec-
tronics, food, banking, IT/BPO)

Globalization can transform industries. 
Streamlining their production process and 
supply chains globally, companies can lower 
their cost and drop their prices to increase 
demand for their products, attract new cus-
tomers, and enter new markets. Companies 
that read the landscape correctly will capture 
dramatic revenue growth.

“IT outsourcing success: a psy-
chological contract perspective” 
(Koh et al., 2004)

Sequential qualitative-
quantitative approach 
of IT outsourcing proj-
ect managers in Singa-
pore (15 interviews and 
sample of 370 project 
mangers)

Critical customer-supplier obliga-
tions in IT outsourcing relation-
ships and the impact of fulfilling 
these obligations on outsourcing 
success

Results showed the existence of a psycho-
logical contract between customers and 
suppliers. Outsourcing success showed a 
significant positive relationship with five 
supplier and four customer obligations. 
Supplier obligations were: clear authority 
structures, taking charge, effective human 
capital management, effective knowledge 
management, effective knowledge transfer, 
and building effective inter-organizational 
teams. Customer obligations were: clear 
specifications, prompt payment, close proj-
ect monitoring, and project ownership.

“Trust-building mechanisms 
utilized in outsourced IS devel-
opment projects: a case study” 
(Lander, Purvis, McCray, & 
Leigh, 2004)

Single in-depth case 
study

Describe trust-building mecha-
nisms used between different 
stakeholders over the course of an 
ERP implementation project.

The results indicate that the various 
stakeholders did not encounter previously 
identified stages of building trust. Signifi-
cant differences were found in the use of 
trust-building mechanisms among top-level 
managers, project team members, users, 
and outsourcers.

“IT outsourcing strategies: 
universalistic, contingency, and 
configurational explanations 
of success” (Lee, Miranda, & 
Kim, 2004)

311 firms in South Ko-
rea

Exploring the effects of IT out-
sourcing strategies on outsourc-
ing success

Findings indicate superiority of configu-
rational approach over universalistic and 
contingency perspectives explaining out-
sourcing success.

“Transformational outsourcing” 
(Linder, 2004)

20 case studies Outsourcing as a means of 
achieving radical organizational 
change

Four varieties of transformational outsourc-
ing are rapid startup, pathway to growth, 
change catalyst, and radical renewal.
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“Preparing for utility comput-
ing: The role of IT architecture 
and relationship management” 
(Ross & Westerman, 2004)

Outsourcing experiences 
of eleven firms

Explore the potential impact 
of utility computing on firm’s 
outsourcing practices

Utility computing will shift firm’s objec-
tives for outsourcing from a cost emphasis 
to an emphasis on strategic agility. Vendor 
relationship management and architecture 
design capabilities will continue to play 
key roles, as firms seek the benefits from 
utility computing.

“Offshoring without guilt” 
(Venkatraman, 2004)

- Insight Offshoring is defined as the practice among 
U.S. and European companies of migrating 
business overseas (..) to lower costs without 
significantly sacrificing quality. Offshoring 
represents the inevitable next generation of 
business practice.

“IT and business process out-
sourcing: the knowledge poten-
tial” (Willcocks, Hindle, Feeny, 
& Lacity, 2004)

Single enterprise partner-
ship case study

What happens to knowledge when 
an organization outsources?

Both clients and suppliers need to be become 
much more aware of the role of knowledge 
assimilation, creation, and application 
in achieving improvements. Changes in 
management practices may well be the only 
real way of release the knowledge potential 
inherent in the practice of IT and BPO. The 
enterprise partnership model serves as a key 
benchmark as to what is possible.

“Taking the measure of out-
sourcing providers” (Feeny, 
Lacity, & Willcocks, 2005)

Multiple research bases; 
longitudinal studies of 
IT, business process, ap-
plication, and off-shore 
outsourcing arrange-
ments.

Develop a framework for helping 
client companies evaluate BPO 
suppliers

BPO suppliers possess delivery, transforma-
tion, and relationship competencies. Twelve 
supplier capabilities were identified. To 
ensure performance, client must identify 
which competencies to asses, evaluate sup-
plier strengths, and remain involved in the 
business processes.

“Financial performance, CEO 
compensation, and large-scale 
information technology out-
sourcing decisions” (Hall & 
Liedtka, 2005)

Public available data for 
51 firms outsourcing 
all or a large portion of 
their IT function during 
1993 – 2001

The extent to which financial 
factors and managerial (CEO) 
self-interest influence the deci-
sion to outsource

CEOs make irreversible large-scale IT 
outsourcing decisions due to factors that 
include firm financial desperation, firm cash 
needs, and the desire to maximize personal 
compensation.

“The impact of IS sourcing 
type on service quality and 
maintenance efforts” (Park & 
Kim, 2005)

Survey; 107 responses 
from 28 organizations

Effects of IS sourcing on service 
quality and maintenance

Outsourced systems seemed to entail a 
higher level of service quality than insourced 
systems. The sourcing type did not influ-
ence the maintenance efforts. System type 
and age influenced the service quality and 
maintainers effort.

“IS outsourcing management 
competence dimensions: in-
strument development and 
relationship exploration” (Shi, 
Kunnathur, & Ragu-Nathan, 
2005)

Large scale survey; 205 
IS executives

Theoretical development and em-
pirical testing of IS outsourcing 
management competence

Three second-order IS outsourcing manage-
ment competence factors – informed buying, 
contract management, and relationship man-
agement – capture necessary organizational 
capabilities to plan and execute various IS 
outsourcing activities for both economic 
and intellectual benefits.

“Risk factors associated with 
offshore IT outsourcing” (Tafti, 
2005)

Conceptual Develop a framework for risk 
assessment of offshore IT out-
sourcing

Provides a general framework and a check-
list of major risk factors related to offshore IT 
outsourcing – outsourcing contract, privacy 
and security, decision process, outsourcing 
scope, diminished technical returns, hidden 
costs, loss of IT expertise.
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“Information technology, pro-
duction process outsourcing, 
and manufacturing plant perfor-
mance” (Bardhan, Whitaker, & 
Mithas, 2006)

326 plants from IW/
MPI’s database of manu-
facturing plants (second-
ary data source)

The role of IT and plant strate-
gies as antecedents of production 
outsourcing, and the impact of 
production outsourcing and IT 
investments on plant cost and 
quality

Plants with greater IT investments are 
more likely to outsource their production 
processes. IT investments and production 
outsourcing are associated with lower 
plant costs and higher product quality im-
provement.

“Applying multiple perspectives 
to the BPO decision: a case study 
of call centres in Australia” 
(Borman, 2006)

Case study of outsourced 
call centers in Australia

Multi-perspective approach to 
BPO decision making

Nature and limits of BPO are: 1) BPO 
will be restricted to non-core activities, 2) 
organizations will seek to minimize sup-
plier dependencies, 3) BPO is shaped by 
institutional context, and 4) organizations 
will ensure BPO doe not negatively impact 
their value system proposition.

“Smarter offshoring” (Farrell, 
2006)

Analysis of offshore 
centers in 28 low-wage 
countries

Factors in choosing a location To make the right offshoring decisions, 
companies should assemble detailed infor-
mation on factors such as costs, availability 
of skills, environment, market potential, risk 
profile, quality of infrastructure. Comparing 
locations objectively: list possible locations, 
define criteria, collect data, assign weights 
to all criteria, and rank locations.

“Information systems outsourc-
ing: A literature analysis” (Gon-
zales, Gasco, & Liopis, 2006)

Literature review – a total 
of 131 articles

Identifying the main topics and 
methodologies of IS research, and 
the main authors and countries 
contributed

Progressively increasing number of articles 
from 1988 until 2005. The articles are mainly 
empirical, a field study being the method 
preferred by researchers. Vendor perspective 
dominates research. Most prolific author 
is Willcocks (UK), but most authors come 
from US.

“Offshoring work: business 
hype or the onset of fundamen-
tal transformation?” (Lewin & 
Peeters, 2006)

Survey in 104 large and 
small US companies in-
volved in offshoring

Adoption of offshoring Offshore arrangements support companies’ 
growth strategies.

“Transplants’ role stress and 
work performance in IT out-
sourcing relationships” (Solli-
Sæther, 2006)

Case study and survey Individual level effects of IT 
outsourcing

Role stress was found as prevalent among 
transplants of IT outsourcing. In turn, per-
ceived role stress was found to influence 
transplants’ work outcome.

Note: The review included the following major IS journals from year 2000, to the most current volume available by March 2007; European 
Journal of Information Systems, Information & Management, Information Systems Research, Journal of Information Technology, Journal of 
Management Information Systems, MIS Quarterly, and MIT Sloan Management Review. Promising articles were followed back to their origin, 
whether based in articles, books, or dissertations.

& Straub, 2003; Koh, Ang, & Straub, 2004). Lately, research into global outsourcing has gained more 
attention.

conclusIon

From a theoretic point of view, IT outsourcing research has a basis in economic theories, organizational 
theories, and strategic management theories as well. For example, transaction cost theory and neo-classical 
economic theory are important elements in the outsourcing decision-making process. Resource-based 
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theory of the firm, including the knowledge-based perspective of the firm, is another example of im-
portant scholarly value when applied to IT outsourcing models. Partnership and alliance theory is also 
applicable to understanding relationships between the two parties.

Based on the reviewed literature, eleven theories concerned with IT outsourcing were identified and 
recognized, and used to extend and strengthen our theoretical understanding of this complex field. The 
theories were compared in terms of what they recommend for outsourcing. Some theories are focused 
primarily on cost concerns (neo-classical economic theory, transaction cost theory, agency theory, 
contractual theory, theory of firm boundaries), and resource concerns (theory of core competencies and 
resource-based theory), while others have relational partnership concerns (partnership and alliance theory, 
relational exchange theory, social exchange theory, and stakeholder theory). In order to understand the 
inherent complexities and the underlying constructs of managing successful IT outsourcing relationships, 
these theories were presented and explored in this chapter.
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Chapter 3

Critical Success Factors

We have identified a total of eleven theories that help explain why IT outsourcing is occurring world-
wide. These theories were presented in the previous Chapter 2. Based on these theories, we develop 
eleven critical success factors in IT outsourcing, one for each theory. These factors are presented in the 
first section of this chapter. We developed the following research question: How do practitioners rank 
critical success factors based on outsourcing theories? To study this research question, we developed a 
survey instrument and conducted a survey among business organizations. Results from this survey and 
discussion of the findings are presented.

In the second section of this chapter, we conceptualize the outsourcing of IT services as an electronic 
business activity, where the vendor electronically provides IT services to the client. The idea is that 
the purchasing of IT services is a business-to-business (B2B) relationship, which leads to outsourcing 
implications in terms of services that the vendor has to provide to its customers. Thus, we will in the 
second section look at critical success factors in electronic business infrastructure as an example of is-
sues that need to be addressed.

DOI: 10.4018/978-1-60566-796-6.ch003
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thEory-BasEd crItIcal succEss factors

Comparing organization and management theories, in terms of what they recommend for outsourcing, 
we found that some theories indicate possibilities for outsourcing (theory of core competencies, resource-
based theory, transaction cost theory, neoclassical economic theory and theory of firm boundaries), while 
others indicate limitations (contractual theory, partnership and alliance theory, relational exchange theory, 
social exchange theory, agency theory and stakeholder theory).

According to neo-classical economic theory, all IT functions which an external vendor can operate 
at lower costs than the client company should be outsourced. Similarly and according to core compe-
tence theory, all IT functions which are peripheral to the client’s production of goods and services for 
the market should be outsourced. Applying stakeholder theory as another example, only IT functions 
should be outsourced where a balance can be achieved between stakeholders. Stakeholders relevant in 
IT outsourcing include business management, IT management, user management and key IT personnel 
at the client, and business management, customer account management and key service providers at the 
vendor. An overview of possibilities and limitations in IT outsourcing based theories is shown in Table 
1. From different theoretical perspectives, recommendations are made of what should be outsourced.

Table 1. Possibilities and limitations in IT outsourcing based on theories 

Theory What should be outsourced?

Neo-classical economic 
theory

All IT functions which an external vendor can operate at lower costs than the company.

Transaction cost the-
ory

All IT functions where benefits for the company are greater than the transaction costs. Benefits include increased 
revenues and reduced costs.

Contractual theory Only IT functions where the company can expect and secure that vendor and customer will have the same contractual 
behavior. Common contract behavioral patterns include role integrity, reciprocity, implementation of planning, 
effectuation of consent, flexibility, contractual solidarity, reliance, restraint of power, proprietary of means and 
harmonization with the social environment.

Agency theory Only IT functions where the agent (vendor) and the principal (client) have common goals and the same degree 
of risk willingness and aversion.

Theory of firm bound-
aries

All IT functions that satisfy several of the other theories, mainly resource-based theory and transaction cost 
theory.

Theory of core compe-
tencies

All IT functions, which are peripheral to the company’s production of goods and services for the market.

Resource-based theory All IT functions where the company does not have sufficient strategic resources to perform in a competitive way. 
Strategic resources are unique, valuable, difficult to imitate, exploitable and difficult to substitute.

Partnership and alli-
ance theory

Only IT functions where the company can expect and secure a partnership and alliance with the vendor that imply 
interdependence between the partners based on trust, comfort, understanding, flexibility, co-operation, shared 
values, goals and problem solving, interpersonal relations and regular communication.

Relational exchange 
theory

Only IT functions where the company easily can develop and secure common norms with the vendor. Norms 
determine behavior in three main dimensions: flexibility, information exchange, and solidarity.

Stakeholder theory Only IT functions where a balance can be achieved between stakeholders. Stakeholders relevant in IT outsourcing 
include business management, IT management, user management and key IT personnel at the client, and business 
management, customer account management and key service providers at the vendor.

Social exchange theory Only IT functions where each of the parties can follow their own self-interest when transacting with the other 
self-interested actor to accomplish individual goals that they cannot achieve alone and without causing hazards 
to the other party.
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Based on organizational and management theories, we developed the following eleven critical suc-
cess factors in IT outsourcing relationships (Gottschalk & Solli-Sæther, 2005):

1.  Production cost reduction. The organization has to integrate and exploit IT services from the vendor 
in a cost effective way to produce competitive goods and services.

2.  Transaction cost reduction. The organization has to minimize transaction costs by reducing the need 
for lasting specific IT assets, increase transaction frequency, reduce complexity and uncertainty in 
IT tasks, improve performance measurements, and reduce dependence on other transactions.

3.  Contract completeness. The organization must have a complete IT outsourcing contract. The con-
tract should prevent opportunistic behavior in an efficient collaborative environment with balance 
of power between client and vendor.

4.  Vendor behavior control. The organization has to make it easy and inexpensive for itself to find out 
what the vendor is actually doing. In addition, both outcome-based and behavior-based incentives 
can be used to reduce and prevent opportunistic vendor behavior.

5.  Demarcation of labor. The organization has to implement a strict and rigid division of labor between 
the vendor and itself.

6.  Core competence management. The organization has to define its IT needs and manage IT services 
from the vendor.

7.  Vendor resource exploitation. The organization has to integrate and exploit strategic IT resources 
from the vendor together with its own resources to produce competitive goods and services.

8.  Alliance exploitation. The organization has to develop experience with alliances, develop alliance 
managers and develop the ability to identify potential vendors.

9.  Relationship exploitation. The organization has to develop and secure common norms that are 
relevant to both parties.

10.  Stakeholder management. The organization must create efficient and effective communication 
with and between stakeholders to secure continued support from all stakeholders, to balance their 
interests and to make the IT outsourcing arrangement so that all stakeholders achieve their goals.

11.  Social exchange exploitation. The organization has to enable social and economic outcomes in the 
exchange between the vendor and itself such that these outcomes outperform those obtainable in 
alternative exchanges.

These critical success factors were empirically tested and investigated in three international-based 
outsourcing relationships (see Chapter 10 for a further description of these cases). The empirical research 
was carried out to provide further insight into the issue and to refine the developed factors. From each 
relationship studied, two-to-three interviewees were selected from both the client and the vendor organi-
zation. Interviewees were both asked question about managing IT outsourcing relationships. In addition, 
a survey instrument was developed. In the survey instrument, each of the critical success factors was 
defined and a 5-point Likert-scale was applied. All interviewees in the three international based case 
studies were asked to rate from 1 (low) to 5 (high) the importance of eleven individual factors. Ranking 
of critical success factors in IT outsourcing relationships is presented in Table 2. The score is based on 
the response from sixteen interviews.

Core competence management was found to be the most critical success factor in IT outsourcing 
relationships. Activities, which are not core competencies, should be considered for outsourcing with 
best-in-world suppliers. An organization may view IT itself as a core competence. It seems that most suc-
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cessful companies have a good understanding of IT’s potential. However, some organizations outsource 
IT even though they see it as core and delivering competitive advantage. This may be because IT can be 
considered core at the corporate level, but some of its aspects, at lower levels, might be commodities. 
Thus the complexity of IT, and it’s (at least in part) core nature, may make the contracting out of IT 
a particularly challenging exercise. Core competencies are the collective learning in the organization, 
especially how to coordinate diverse production skills and integrate multiple streams of technologies. 
One of the client companies were restructuring around two core business areas, and another admitted that 
information technology was not at the core of their business. Their outsourcing vendors had information 
technology as their core competence.

Next, stakeholder management was found important. A stakeholder is any group or individual who 
can affect, or is affected by, the achievement of a corporation’s purpose. Following stakeholder theory 
recommendations for successful IT outsourcing relationships are to create efficient and effective com-
munication with and between stakeholders to secure continued support from all stakeholders, to balance 
their interests and to make the IT outsourcing arrangement so that all stakeholders achieve their goals. 
During the case studies several stakeholder groups were identified – client senior managers, client 
business managers, client retained IT managers, transferred IT employees (transplants), vendor senior 
managers, vendor account managers, and vendor supplier IT staff – each group with their own expecta-
tions and goals. These findings are not very different from stakeholder groups defined by Lacity and 
Wollcocks (2000). An interesting observation was that the interviewees seemed to be aware of other 
stakeholders’ expectations and goals. What was emphasized in the cases studied was the unique position 
of the transplants. Respecting and balancing stakeholders’ interests were ranked as an important factor 
for successful relationship.

In all three cases studied, one important driver of outsourcing was production costs reduction. 
According to neo-classical economic theory, companies will justify their sourcing strategy based on 
evaluating possibilities for production cost savings. Thus, the question of whether or not to outsource, 
is a question whether the marketplace can produce product and services at a lower price than internal 
production. Client companies reported reduction of costs, better cost-performance, and economies of 
scale, compared to internal IT function.

Table 2. Ranking of critical success factors in IT outsourcing relationships 

Rank Critical Success Factors Score Theory

1 Core competence management 4.67 Theory of core competencies

2 Stakeholder management 4.58 Stakeholder theory

3 Production cost reduction 3.92 Neoclassical economic theory

4 Social exchange exploitation 3.82 Social exchange theory

5 Transaction cost reduction 3.80 Transaction cost theory

6 Vendor resource exploitation 3.75 Resource-based theory

7 Contract completeness 3.75 Contractual theory

8 Relationship exploitation 3.50 Relational exchange theory

9 Vendor behavior control 3.33 Agency theory

10 Demarcation of labor 3.17 Theory of firm boundaries

11 Alliance exploitation 2.83 Partnership and alliance theory
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Because production costs can be calculated by the accounting system, while transaction costs are 
assessed subjectively through indirect indicators, functional managers are likely to differ in the impor-
tance that they assign to reducing transaction costs. Consequently, the effect transaction costs have on a 
make-or-buy choice can partly reflect the influence exerted by the purchasing manager. Production cost 
differences seems more influential in sourcing decisions than transaction cost differences, and experience 
of the decision-maker is related to assessments of technological uncertainty. Perrons and Platts (2004) 
highlights the importance of industry clock speed and supplier relationships in make-or-buy decisions 
for new technologies. They suggest the “make” prescription may be more suited to either extremely fast 
or extremely slow rates of technological change, while the “buy” strategy might be more appropriate in 
market sectors where technologies evolve at a medium pace.

The ability to handle technological change was also reported as a major issue for outsourcing. Ac-
cording to the resource-based perspective, outsourcing is a strategic decision that can be used to fill gaps 
in the firm’s IS resources and capabilities. In one case it was a difference between desired capabilities 
and actual capabilities. Vendor resources were used to innovate, which might be important for long-
term survival of the client. In this specific case, the vendor’s ability to do change management was an 
important criterion for vendor selection.

Based on the findings three managerial implications are suggested. Firstly, we argue that a holistic 
approach to IT outsourcing is needed, that recognizes and emphasizes the combination of several critical 
success factors. These factors have both divergent and convergent implications for management. Being 
aware of these factors, managers are enabled to recognize relationship problems as they occur and to 
handle them before they scrutinize the IT outsourcing success. Second, we emphasize the importance of 
both client and vendor success in an effective IT outsourcing relationship, as the two parties is mutually 
dependent on each other. Finally, we recognize the complexity of IT outsourcing. When contracts expire 
there is a need to have an exit strategy focusing not only on the economic success of the IT outsourcing, 
but also to question issues such as core competence management, access to resources, and the maturity 
of the relationship. Table 3 suggests some recommendations for managing successful IT outsourcing 
relationships and how to succeed in outsourcing arrangements.

The current research has several shortcomings that should be addressed in future research. Future 
research should (1) more carefully develop the motivation for such studies, elaborate on the specific 
research questions it addresses, and why these questions are important for research or practice; (2) more 
carefully develop and explain how critical success factors can be identified from the various theories; 
and (3) clarify the theoretical and empirical contributions this kind of research makes over and above 
the prior literature in the area. Perhaps future research should focus on one or two theories, explicitly 
laying out expectations with respect to the theories, and organizing rich data to test expectations. Fur-
thermore, it would be interesting to observe theories where the predictions contradict each other, and 
using observational data to study conditions for one theory or another to dominate.

crItIcal succEss factors In E-BusInEss InfrastructurE

Weill and Vitale (2001) define an e-business model as a description of the roles and relationships among 
a firm’s consumers, customers, allies, and suppliers that identifies the major flows of product, informa-
tion, and money, and the major benefits to participants. There are many different ways to describe and 
classify e-business models. There are a finite number of atomic e-business models; each captures a dif-
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ferent way to conduct e-business. Firms can combine atomic e-business models as building blocks to 
create tailored e-business models and initiatives, using their competencies as their guide. They identified 
a small number of eight atomic e-business models, each of which describes the essence of conducting 
business electronically.

Table 3. Key success factors for client and vendor in managing successful IT outsourcing relationships 
based on theories 

Theory How to succeed as a client company in an 
outsourcing arrangement

How to succeed as a vendor company in an 
outsourcing arrangement

Theory of core com-
petencies

We have to define our IT needs and manage IT services 
from the vendor.

We have to provide complementary core competencies, 
such as personnel, methodologies and services, to the 
client.

Resource-based 
theory

We have to integrate and exploit strategic IT resources from 
the vendor together with our own resources to produce 
competitive goods and services.

We have to enable the client to integrate and exploit stra-
tegic IT resources from us together with the clients’ own 
resources to produce competitive goods and services.

Transaction cost 
theory

We have to minimize transaction costs by reducing the 
need for lasting specific IT assets; increase transaction 
frequency; reduce complexity and uncertainty in IT 
tasks; improve performance measurements; and reduce 
dependence on other transactions.

We have to minimize transaction costs by reducing the 
need for lasting specific IT assets; increase transaction 
frequency; reduce complexity and uncertainty in IT 
tasks; improve performance measurements; and reduce 
dependence on other transactions.

Contractual theory We must have a complete IT contract based on informa-
tion symmetry in a predictable environment with occur-
rence adaptation that prevents opportunistic behavior in 
an efficient collaborative environment with balance of 
power between client and vendor, where the contract is 
a management instrument that grants decision rights and 
action duties.

We must have a complete IT contract based on informa-
tion symmetry in a predictable environment with occur-
rence adaptation that prevents opportunistic behavior in 
an efficient collaborative environment with balance of 
power between client and vendor, where the contract is 
a management instrument that grants decision rights and 
action duties.

Neoclassical eco-
nomic theory

We have to integrate and exploit IT services from the vendor 
together with our own services to produce competitive 
goods and services.

We have to enable the client to integrate and exploit IT 
services from us together with own services to produce 
competitive goods and services.

Partnership and alli-
ance theory

We have to develop experience with alliances, develop 
alliance managers and develop the ability to identify 
potential vendors.

We have to develop experience with alliances, develop 
alliance managers and develop the ability to identify 
potential clients.

Relational exchange 
theory

We have to develop and secure common norms that are 
relevant to both parties.

We have to develop and secure common norms that are 
relevant to both parties.

Social  exchange 
theory

We have to enable social and economic outcomes in 
the exchange between the vendor and us such that these 
outcomes outperform those obtainable in alternative 
exchanges.

We have to enable social and economic outcomes in 
the exchange between the client and us such that these 
outcomes outperform those obtainable in alternative 
exchanges.

Agency theory We have to make it easy and inexpensive for our self to 
find out what the vendor is actually doing. In addition, both 
outcome-based and behavior-based incentives can be used 
to reduce and prevent opportunistic vendor behavior.

It must be easy and inexpensive for the principal (client) 
to find out what the agent (vendor) is actually doing. In 
addition, both outcome-based and behavior-based incen-
tives can be used to reduce and prevent opportunistic 
behavior.

Theory  o f  f i rm 
boundaries

We have to implement a strict and rigid division of labor 
between the vendor and us.

We have to implement a strict and rigid division of labor 
between the client and us.

Stakeholder theory We must create efficient and effective communication 
with and between stakeholders to secure continued 
support from all stakeholders, to balance their interests 
and to make the IT outsourcing arrangement so that all 
stakeholders achieve their goals.

We have to create efficient and effective communica-
tion with and between stakeholders to secure continued 
support from all stakeholders, to balance their interests 
and to make the IT outsourcing arrangement so that all 
stakeholders achieve their goals.
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model 1 – direct to customer

The distinguishing characteristic of this model is that buyer and seller communicate directly, rather than 
through an intermediary. The seller may be a retailer, a wholesaler or a manufacturer. The customer may 
be an individual or a business. Examples of the direct-to-customer model are Dell Computer Corporation 
www.dell.com and Gap, Inc. www.gap.com.

Infrastructure

The direct-to-customer model requires extensive electronic connection with the customer, including online 
payment systems. Many direct-to-customer implementations include an extranet to allow customized 
Web pages for major business-to-business (B2B) customers. Operating a direct-to-customer e-business 
requires significant investment in the equivalent of the store: the Web site. Direct-to-customer busi-
nesses spend millions of dollars developing easy-to-navigate and easy-to-use Web sites with the goal 
of improving the B2B or business-to-consumer (B2C) shopping experience online. For example, Lands 
End www.landsend.com has devised a feature by which women can build and store a three-dimensional 
model of themselves to “try on” clothes electronically.

In their field research, Weill and Vitale (2001) found that firms with e-business initiatives contain-
ing the direct-to-customer e-business model needed and were investing more heavily in three areas of 
infrastructure services: application infrastructure, communications, and IT management.

Direct-to-customer firms particularly needed payment transaction processing to process online cus-
tomer payments, enterprise-wide resource planning (ERP) to process customer transactions, workflow 
infrastructure to optimize business process performance, communication network services linking all 
points in the enterprise to each other and the outside world (often using TCP/IP protocol), the installa-
tion and maintenance of workstations and local area networks supporting the large number of people 
required to operate a direct-to-customer model, and service-level agreements between the business and 
the IT group or outsourcer to ensure, monitor, and improve the systems necessary for the model.

Sources of Revenue

The main source of revenue in the direct-to-customer model is usually direct sales to customers. Supplemen-
tal revenues come from advertising, the sale of customer information, and product placement fees.

Critical Success Factors

Critical success factors are the things a firm must do well to flourish. The following list shows the critical 
success factors for the direct-to-customer model: create and maintain customer awareness, in order to 
build a critical mass of users to cover the fixed cost of building an electronic presence; reduce customer 
acquisition costs; strive to own the customer relationship and understand individual customer needs; 
increase repeat purchases and average transaction size; provide fast and efficient transaction processing, 
fulfillment, and payment; ensure adequate security for the organization and its customers; and provide 
interfaces that combine ease of use with richness of experience, integrating multiple channels.
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model 2 – full-service provider

A firm using the full-service provider model provides total coverage of customer needs in a particular 
domain, consolidated via a single point of contact. The domain could be any major area of customer 
needs requiring multiple products and services, for example, financial services, health care or industrial 
chemicals. The full-service provider adds value by providing a full range of products, sourced both in-
ternally and externally, and consolidating them using the channel chosen by the customer. Examples of 
the full-service provider are the Prudential Advisor www.prusec.com and GE Supply Company www.
gesupply.com.

Infrastructure

Virtually all businesses aspire to getting 100% of their customers’ business, or at least to getting as much 
of that business as they can handle profitably. Yet the number of full-service providers remains small. Part 
of the reason for this is required infrastructure. The missing piece of infrastructure in many businesses 
is often a database containing information about the customer and the products that the customer owns. 
Without owning these data, a provider does not own the customer relationship, and therefore some of 
the customer’s transactions are likely to take place directly with other providers. All of the important 
interactions with customers occurring across any channel or business unit must be recorded in the firm 
wide customer database.

Weill and Vitale (2001) identified in their field research databases and data warehouses as some of the 
most important infrastructure services associated with the full-service provider model. Other important 
infrastructure services included the following: the ability to evaluate proposals for new information sys-
tems initiatives to coordinate IT investments across a multi-business-unit firm with the goal of a single 
point of contact for the customer; centralized management of IT infrastructure capacity to integrate 
across multiple business units within the firm and third-party providers, the full-service provider model 
is not readily workable if each business unit optimizes its own IT needs; installation and maintenance 
of workstations and local area networks to operate the online business linking all the business units and 
third-party providers; electronic support for groups to coordinate the cross-functional teams required to 
implement this model; and the identification and testing of new technologies to find cost-effective ways 
to deliver this complex business model to the customer across multiple channels.

Sources of Revenue

A full-service provider gains revenues from selling its own products and those of others, and possibly 
also from annual membership fees, management fees, transaction fees, commissions on third-party 
products, advertising or listing fees from third-party providers, and fees for selling aggregated data 
about customers.

Critical Success Factors

One important critical success factor is the brand, credibility and trust necessary for a customer to look 
to the firm for its complete needs in an area. Another is owning the customer relationship in one domain 
and integrating and consolidating the offering of many third parties into a single channel or multiple 
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channels. A third factor owns more of the customer data in the relevant domain than any other player. A 
final factor is enforcement of policies to protect the interests of internal and external suppliers, as well 
as customers.

model 3 – whole of Enterprise

The single point of contact for the e-business customer is the essence of the whole-of-enterprise atomic 
business model. Although many of this model’s breakthrough innovations have occurred in public-sector 
organizations, the model is applicable in both the for-profit and the public sectors. An example of this 
model is the Australian state of Victoria with its Business Channel www.business.channel.vic.gov.au 
and Health Channel www.betterhealth.vic.gov.au.

Infrastructure

For the whole-of-enterprise model, infrastructure needs to link the different systems in the various busi-
ness units and provide a firm wide perspective for management. The field research by Weill and Vitale 
(2001) revealed that the following infrastructure services are the most important for implementing this 
model: centralized management of infrastructure capacity to facilitate integration and capture economies 
of scale; identification and testing of new technologies to find new ways to integrate the often different 
systems in many business units into a single point of customer contact; management of key data inde-
pendent of applications and the creation of a centralized repository for firm wide information; electronic 
means of summarizing data from different applications and platforms to manage the complexity arising 
from a single point of contact for multiple business units; development of an ERP service to process the 
transactions instigated by customers interacting with several different business units, often requiring 
consolidating or linking several ERPs in the firm; payment transaction processing, either on a firm wide 
basis or by linking several systems across the business units; large-scale data-processing facilities to 
process transactions from multiple business units, often centralized to achieve economies of scale; and 
integrated mobile computing applications, which provide another channel to the customer.

Sources of Revenue

In the for-profit sector, revenues are generated by provision of goods and services to the customer by 
the business units. There may also be the opportunity to charge an annual service or membership fee for 
this level of service. In the government sector, the motivation is usually twofold: improved service and 
reduced cost. Service to the community is improved through continuous, round-the-clock operation and 
faster service times. Sharing more infrastructures and eliminating the need to perform the same transac-
tion in multiple agencies can potentially reduce government costs.

Critical Success Factors

The following list details the critical success factors for the whole-of-enterprise model: changing customer 
behavior to make use of the new model, as opposed to the customer continuing to interact directly with 
individual units; reducing costs in the individual business units as the direct demands on them fall, and 
managing the transfer pricing issues that will inevitably arise; altering the perspective of the business 
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units to take an enterprise-wide view, which includes broad product awareness, training, and cross-
selling; in the integrated implementation, reengineering the business processes to link into life events 
at the front end and existing legacy processes and systems at the back end; and finding compelling and 
practical life events that customers can use as triggers to access the enterprise.

model 4 – Intermediaries

Intermediaries are such as portals, agents, auctions, aggregators, and others. E-business is often pro-
moted as an ideal way for sellers and buyers to interact directly, shortening old-economy value chains 
by disintermediating some of their members. Yet some of the most popular sites on the Internet, both 
for consumers and for business users, are in fact intermediaries - sites that stand between the buyer and 
the seller. The services of intermediaries include search (to locate providers of products and services), 
specification (to identify important product attributes), price (to establish the price, including optional 
extras such as warranties), sale (to complete the sales transaction, including payment and settlement), 
fulfillment (to fulfill the purchase by delivering the product or service), surveillance (to conduct surveil-
lance of the activities of buyers and sellers in order to report aggregate activity and prices and to inform 
and regulate the market), and enforcement (to enforce proper conduct by buyers and sellers). Examples 
of intermediaries are electronic malls, shopping agents, specialty auctions, electronic markets, electronic 
auctions and portals.

Infrastructure

Intermediaries generate value by concentrating information and bringing together buyers and sellers, 
operating entirely in space and thus relying on IT as the primary infrastructure. Weill and Vitale (2001) 
found in their field interviews that the most important infrastructure services for firms pursuing the 
intermediary atomic business model are the following: knowledge management, including knowledge 
databases and contact databases that enable the codification and sharing of knowledge in this highly 
information-intensive business; enforcing Internet and email policies to ensure proper and consistent 
use of electronic channels to buyers, sellers, and intermediaries; workstation networks to support the 
products and services of this all-electronic business model; centralized management of e-business ap-
plications, ensuring consistency and integration across product offerings; information systems planning 
to identify the most effective uses of IT in the business; and information systems project management 
to ensure that business value is achieved from IT investments.

Sources of Revenue

An intermediary may earn revenues from buyers, sellers, or both. Sellers may pay a listing fee, a trans-
action fee, a sales commission, or some combination. Similarly, buyers may pay a subscription fee, a 
success fee, or a sales commission.

Critical Success Factors

The chief requirement for survival as an intermediary is sufficient volume of usage to cover the fixed 
costs of establishing the business and the required infrastructure. Attracting and retaining a critical mass 
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of customers is therefore the primary critical success factor. Another important critical success factor is 
building up infrastructure just quickly enough to meet demand as it increases.

model 5 – shared Infrastructure

The firm provides infrastructure shared by its owners. Other suppliers, who are users of the shared 
infrastructure, but not owners, can also be included. Customers who access the shared infrastructure 
directly are given a choice of suppliers and value propositions. The owner and the non-owner suppliers 
are generally represented objectively. In some situations, goods or services flow directly from the shared 
infrastructure to the customer. In other situations, a message is sent by the shared infrastructure to the 
supplier, who then completes the transaction by providing the goods or services to the customer.

An example illustrating the features of the shared-infrastructure business model is the system from 
2000 by America’s largest automakers, some of their dealers, and IBM, Motorola, and Intel. The initia-
tive was named Covisint (collaboration vision integrity). General Motors, Ford and DaimlerChrysler see 
stronger potential benefits from cooperating on supply-chain logistics than from competing.

Infrastructure

The shared-infrastructure business model requires competitors to cooperate by sharing IT infrastructure 
and information. This level of cooperation requires agreement on high-level IT architectures as well as 
operational standards for applications, data communications, and technology. Effective implementation 
of the shared-infrastructure model also requires enforcement of these standards, and most shared-infra-
structure models have a joint committee to set and enforce standards. Another role of these committees is 
to implement the policies of the shared infrastructure about what information, if any, is shared and what 
information is confidential to partner firms. Weill and Vitale (2001) found in their field research that the 
most important infrastructure services required by firms implementing the shared-infrastructure atomic 
business model all concerned architectures and standards: specification and enforcement of high-level 
architectures for data, technology, applications, communications, and work that are agreed to by alliance 
partners; and specification and enforcement of detailed standards for the high-level architectures.

Sources of Revenue

Revenues can be generated both from membership fees and from transaction fees. The alliance may 
be run on a nonprofit basis or on a profit-making basis. Not-for-profit shared infrastructures are typi-
cally open to all eligible organizations and distribute any excess revenues back to their members. The 
for-profit models are typically owned by a subset of the firms in a given segment, which split up any 
profits among themselves.

Critical Success Factors

Critical success factors for the shared-infrastructure model include the following: no dominant partner 
that gains more than any other partner; an unbiased channel and objective presentation of product and 
service information; critical mass of both alliance partners and customers; management of conflict 
among the ongoing e-business initiatives of the alliance partners; compilation and delivery of accurate 
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and timely statements of the services and benefits provided to each member of the alliance; and interop-
erability of systems.

model 6 – virtual community

Virtual communities deserve our attention, and not only because they are the clearest, and perhaps the 
last, surviving embodiment of the original intent of the Internet. By using IT to leverage the fundamen-
tal human desire for communication with peers, virtual communities can create significant value for 
their owners as well as for their members. Once established, a virtual community is less susceptible to 
competition by imitation than any of the other atomic business models. In this business model, the firm 
of interest – the sponsor of the virtual community – sits in the center, positioned between members of 
the community and suppliers. Fundamental to the success of this model is that members are able, and in 
fact are encouraged, to communicate with one another directly. Communication between members may 
be via email, bulletin boards, online chat, Web-based conferencing, or other computer-based media, and 
it is the distinguishing feature of this model. Examples of this model are Parent Soup www.parentsoup.
com, a virtual community for parents, and Motley Fool www.motleyfool.com, a virtual community of 
investors.

Infrastructure

Virtual communities depend on IT to exist. In particular, the creation and continual enhancement of 
an Internet site is essential if a virtual community is to survive. Many virtual-community sites include 
not just static content and links, but also tools of interest to potential members. Weill and Vitale (2001) 
found in their field research that the infrastructure services most important for the virtual-community 
business model are the following: training in the use of IT for members of the community; application 
service provision (ASP) to provide specialized systems virtual communities need such as bulletin boards, 
email, and ISP access; IT research and development, including infrastructure services for identifying 
and testing new technologies and for evaluating proposals for new information systems initiatives; 
information systems planning to identify and prioritize potential investments in IT in this completely 
online business; and installation and maintenance of workstations and local area networks to support 
the electronic world of the virtual community.

Sources of Revenue

A sponsoring firm can gain revenue from membership fees, direct sales of goods and services, advertis-
ing, and click-through and sales commissions. A firm sponsoring a virtual community as an adjunct to its 
other activities may receive no direct revenue at all from the virtual community. Rather, the firm receives 
less tangible benefits, such as customer loyalty and increased knowledge about its customer base.

Critical Success Factors

The critical success factors for a virtual community include finding and retaining a critical mass of 
members; building and maintaining loyalty with an appropriate mix of content and features; maintaining 
privacy and security for member information; balancing commercial potential and members’ interests; 
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leveraging member profile information with advertisers and merchants; and engendering a feeling of 
trust in the community by its members.

model 7 – value net Integrator

Traditionally, most firms operate simultaneously in two worlds: the physical and the virtual. In the physi-
cal world, goods and services are created in a series of value-adding activities connecting the supply side 
(suppliers, procurement, and logistics) with the demand side (customers, marketing, and shipping). In 
the virtual world, information about the members of the physical value chain are gathered, synthesized, 
and distributed along the virtual value chain. E-business provides the opportunity to separate the physi-
cal and virtual value chains. Value net integrators take advantage of that split and attempt to control the 
virtual value chain in their industries by gathering, synthesizing, and distributing information. Value net 
integrators add value by improving the effectiveness of the value chain by coordinating information. A 
pure value net integrator operates exclusively in the virtual value chain, owning a few physical assets. 
To achieve the gathering, synthesizing, and distributing of information, the value net integrator receives 
and sends information to all other players in the model. The value net integrator coordinates product 
flows form suppliers to allies and customers. The product flows from the suppliers to customers may 
be direct or via allies. In some cases the value net integrator may sell information or other products to 
the customer. The value net integrator always strives to own the customer relationship with the other 
participants in the model, thus knowing more about their operations than any other player. Examples of 
value net integrators are Seven-Eleven Japan and Cisco Systems www.cisco.com.

Infrastructure

The value net integrator succeeds in its role by gathering, synthesizing, and distributing information. 
Thus, for a value net integrator, data and electronic connectivity with allies and other players are very 
important assets. Field research carried out by Weill and Vitale (2001) suggests that the most important 
infrastructure services required for a value net integrator include middleware, linking systems on dif-
ferent platforms across the many players in the value net; a centralized data warehouse that collects and 
summarizes key information for analysis from decentralized databases held by several players across 
the value net; specification and enforcement of high-level architectures and detailed standards for data, 
technology, applications, and communications to link together different technology platforms owned 
by different firms; call centers to provide advice and guidance for partners and allies in getting the most 
value from the information provided by the value net generator; and high-capacity communications 
network service to support the high volumes of information flowing across the value net.

Sources of Revenue

In this model, revenues are generally earned by fees or margins on the physical goods that pass through 
the industry value net. By using information about consumers, the value net integrator is able to increase 
prices by meeting consumer demand. By using information about suppliers, the value net integrator 
reduces costs by cutting inventories and lead times.
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Critical Success Factors

The critical success factors for the value net integrator atomic business model are as follows: reducing 
ownership of physical assets while retaining ownership of data; owning or having access to the complete 
industry virtual value chain; establishing a trusted brand recognized at all places in the value chain; 
operating in markets where information can add significant value, such as those that are complex, frag-
mented, regulated, multi-layered, inefficient, and large with many sources of information; presenting 
the information to customers, allies, partners, and suppliers in clear and innovative ways that provide 
value; and helping other value chain participants capitalize on the information provided by the value 
net integrator.

model 8 – content provider

Like many terms associated with e-business, content provider has different meanings to different people. 
We define content provider as a firm that creates and provides content (information, products, or ser-
vices) in digital form to customers via third parties. The physical-world analogy of a content provider is 
a journalist, recording artist, or stock analyst. Digital products such as software, electronic travel guides, 
and digital music and video are examples of content. A virtual-world example of a content provider is 
weather forecasters such as Storm Weather Center www.storm.no.

Infrastructure

Content providers must excel at tailoring and manipulating their core content to meet the specific needs 
of customers. Content providers must categorize and store their content in well-indexed modules so it 
can be combined and customized to meet customer needs via a wide variety of channels. Customers 
and transactions tend to be relatively few, at least compared with the number of end consumers and 
their transactions. Often complex and unique IT infrastructures are needed to support the particular 
needs of the specialized professionals employed by the content provider. Field research by Weill and 
Vitale (2001) identified the most important infrastructure services: multimedia storage farms or storage 
area network infrastructures to deal with large amounts of information; a strong focus on architecture, 
including setting and enforcing standards particularly for work; detailed data architectures to structure, 
specify, link manipulate, and manage the core intellectual property; workstation network infrastructures 
to enable the fundamentally online business of a content provider; and a common systems development 
environment to provide compatible and integrated systems, ensuring the systems can provide content 
across multiple channels to their customers.

Sources of Revenue

The primary source of revenue for a content provider is fees from its third parties or allies. These fees 
may be based on a fixed price per month or year, or on the number of times the third party’s own custom-
ers access the content. In some situations, the fees paid are lower for content branded by the provider, 
and higher for unbranded content, which then appears to the customer to have been generated by the 
third party itself.
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Critical Success Factors

To succeed, a content provider must provide reliable, timely content in the right format and at the right 
price. The critical success factors for this model include the following: branding (the value of content 
is due in part to reputation), recognized as best in class (the business of content provision will be global 
and competitive), and network (establishing and maintaining a network of third parties through which 
content is distributed.

Information technology Infrastructure

As firms integrate e-business into their existing business, they migrate from traditional physical busi-
ness models to combined physical and virtual models. This shift increases the role of the information 
technology infrastructure because information and online transaction processing become more important. 
However, the large number of infrastructure investment options can easily overwhelm senior manage-
ment. To help, Weill and Vitale (2002) classified e-business initiatives by the building blocks they use 
(which are called atomic e-business models), and they examined the main IT infrastructure services 
that these models need. The business models require surprisingly different IT infrastructure services, so 
categorization should help executives prioritize their IT infrastructure investments based on their busi-
ness goals. At the heart of this prioritization process is the firm’s IT governance process, which should 
ensure that IT knows of upcoming IT infrastructure needs early in the strategizing process.

Weill and Vitale (2002) define a firm’s information technology portfolio as its total investment in 
computing and communications technology. The IT portfolio thus includes hardware, software, telecom-
munications, electronically stored data, devices to collect and represent data, and the people who provide 
IT services. The foundation of an IT portfolio is the firm’s information technology infrastructure. This 
internal IT infrastructure is composed of four elements: IT components (the technologist’s view of the 
infrastructure building blocks), human IT infrastructure (the intelligence used to translate the IT compo-
nents into services that users can draw upon), shared IT services (the user’s view of the infrastructure), 
and shared and standard applications (fairly stable uses of the services) (Weill & Vitale, 2001). The four 
elements are illustrated in Figure 1.

Information technology components

At the base of the internal infrastructure are the technical components, such as computers, printers, 
database software packages, operating systems, and scanners. These components are commodities and 
are readily available in the marketplace. Traditionally, IT infrastructures have been described in terms of 
these components. Unfortunately, while technologists understand the capabilities of these components, 
business people do not – components are not business language to them. Thus, technologists and busi-
ness people have had difficulty discussing infrastructure needs and business models because they have 
not had a common language.

human Information technology Infrastructure

Describing IT components in business terms requires a translation. That translation is handled by people, 
and is performed in this layer, which builds on the IT components layer. The human IT infrastructure 
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layer consists of knowledge, skills, standards, and experience. These tools are used to bind IT compo-
nents into reliable services, which are services business people can understand.

Shared Information Technology Services

This layer views the infrastructure as a set of services that users can understand, draw upon, and share, 
to conduct their business. For example, to link with customers and partners, they can draw on channel 
management services. To manage data, they can draw on data management services. To handle security, 
they can draw on security and risk services. Nine service areas are needed by IT-enabled business mod-
els – with 70 services in all. Therefore describing IT infrastructure as a set of reliable services allows 
business people and technologists to discuss business models and their underlying infrastructure needs 
because the two parties speak the same language.

Shared and Standard Information Technology Applications

The top piece of the IT infrastructure consists of stable applications, such as human resource manage-
ment, budgeting, and accounting. In the last five to seven years, there has been a significant trend by 
multi-business firms to standardize their common business processes and the associated IT applications. 
The driver for some firms was improving and reengineering their business processes; for others, it was 
implementation of large enterprise resource planning (ERP) systems. As a result, shared and standard 
applications have been added to the typical firm’s IT infrastructure.

Based on these layers, a firm’s IT infrastructure capability is its integrated set of reliable IT infra-
structure services available to support both existing applications and new initiatives. The time required 
to implement a new e-business initiative depends in part on the firm’s infrastructure capability. For 
example, in building a new web-based housing loan system, a large bank needed to use the following 
information technology infrastructure services: mainframe and server processing, customer databases, 
both local area and national communications networks, and security procedures and systems. Having 

Figure 1. The hierarchy of IT infrastructure
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most of these infrastructure services already in place significantly reduced the time and cost to build 
the loan system.

Infrastructure services

Weill and Vitale (2001) identified nine service areas with 70 services needed by IT-enables e-business 
models. The service areas were (number of services in parenthesis): applications infrastructure (13), 
communications (7), data management (6), IT management (9), security (4), architecture and standards 
(20), IT research and development (2), and IT education (2), as listed in Table 4.

These 70 infrastructure services were identified by Weill and Vitale (2001) when they studied IT 
infrastructure services and e-business. They studied 50 e-business initiatives in 15 firms. Based on their 
study, they identified 8 atomic business models, 9 infrastructure areas with 70 infrastructure services. 
The nine infrastructure areas were defined as follows:

• Applications infrastructure. An application is a software program that resides on a computer 
for the purpose of translating electronic input into meaningful form. Applications management 
includes purchasing software, developing proprietary applications, modifying applications, pro-
viding installation and technical support, and other tasks related to ensuring that applications are 
meeting the needs of the organization.

• Communications. Technology that facilitates digital communication both within the organization 
and with the outside world is relevant here. It includes the management of hardware and software 
to facilitate communication via computer, telephone, facsimile, pagers, mobile phones, and other 
communication and messaging services. It includes the cabling and any other communication 
linkages required to create an effective communications network, in addition to the necessary 
hardware and applications to meet the needs of the organization.

• Data management. This refers to the way the organization structures and handles its information 
resources. Data may be sourced from internal or external databases. Data management includes 
data collection, database design, sorting and reporting information, creating links to external da-
tabases, assuring data compatibility, and other activities surrounding the effective management of 
electronic information.

• IT management. Information technology management includes many of the professional and 
strategic activities of the information technology group including negotiation, IS planning, project 
management, and other tasks. IS project management is defined as the coordination and control of 
all of the activities required to complete an information systems project.

• Security. To protect data, equipment, and processing time, organizations restrict access to cer-
tain data, and they protect data and applications from manipulation and contamination. Recovery 
refers to the need for a plan to maintain computer operations and information should a disaster 
occur.

• Architecture and standards. Information technology architecture is a set of policies and rules 
that govern the use of information technology and plot a migration path to the way business will 
be done in the future. In most firms it provides technical guidelines rather than rules for deci-
sion-making. Architecture has to cope with both business uncertainty and technological change, 
making it one of the most difficult tasks for a firm. A good architecture evolves over time and is 
documented and accessible to all managers in the firm. Each architecture decision needs a sound 
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continued on following page

Table 4. Infrastructure services 

Applications infrastructure

1. Internet policies such as employee access

2. Enforce internet policies

3. Email policies such as inappropriate and personal mail, harassment policies, filtering policies

4. Enforce email policies

5. Centralized management of e-business applications such as common standards

6. Centralized management of infrastructure capacity such as server traffic

7. Integrated mobile computing applications such as access for internal users

8. ERP (enterprise resource planning) services

9. Middleware linking systems on different platforms

10. Wireless applications such as web applications for wireless devices

11. Application services provision to business units

12. Workflow applications such as groupware

13. Payment transaction processing such as EFT (electronic funds transfer)

Communications

14. Communications network services

15. Broadband communication services

16. Intranet capabilities to support publishing, directories, etc.

17. Extranet capabilities to support information and applications

18. Workstation networks

19. EDI (electronic data interchange) linkages to customers and suppliers

20. Electronic support to groups

Data management

21. Manage key data independent of applications

22. A centralized data warehouse that summarizes key information from decentralized databases

23. Data management advice and consultancy

24. Electronic provision of management information

25. Storage farms or storage area networks

26. Knowledge management in terms of contract database, information databases and communities of practice

IT management

27. Large scale data processing facilities

28. Server farms including mail server, web servers and printer servers

29. Installation and maintenance of workstations and LANs (local area networks)

30. Information systems planning for strategy

31. Information systems project management

32. Negotiate with suppliers and outsourcers

33. Service level agreements

34. Common systems development environment

35. Pilot e-business initiatives such as pilot web shop fronts

Security
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36. Security policies for use of information systems

37. Enforce security policies for information systems

38. Disaster planning for business applications

39. Firewall on secure gateway services

Architecture and standards

40. Specify architectures for data by setting high level guidelines for data use and integration

41. Specify architectures for technology by setting high level guidelines for technology use and integration

42. Specify architectures for communications by setting high level guidelines for communications use and integration

43. Specify architectures for applications by setting high level guidelines for applications use and integration

44. Specify architectures for work by setting high level guidelines for the way work will be conducted

45. Enforce architectures for data

46. Enforce architectures for technology

47. Enforce architectures for communications

48. Enforce architectures for applications

49. Enforce architectures for work

50. Specify architecture standards for data

51. Specify architecture standards for technology

52. Specify architecture standards for communications

53. Specify architecture standards for applications

54. Specify architecture standards for work

55. Enforce architecture standards for data

56. Enforce architecture standards for technology

57. Enforce architecture standards for communications

58. Enforce architecture standards for applications

59. Enforce architecture standards for work

Channel management

60. Electronic file transfer protocols

61. Kiosks

62. Web sites

63. Call centers

64. IVRs

65. Mobile phones

66. Mobile computing

IT research and development

67. Identify and test new technologies for business purposes

68. Evaluate proposals for new information systems initiatives

IT education

69. Training and use of IT

70. Management education for generating value from IT use

Table 4. continued
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business base to encourage voluntary agreement and compliance across the business. A standard 
is a detailed definition of the technical choices to implement architecture. Five elements of archi-
tectures and standards are important: data, technology, communications, applications, and work. 
It can be distinguished between specifying architecture or standards and enforcement.

• Channel management. New and emerging technologies allow direct connections or distribution 
channels to customers. Examples here are kiosks, call centers, mobile phones and other means of 
communications.

• IT research and development. The information systems market develops rapidly, particularly 
with the rise of new e-business technologies. It is thus necessary to continually test applications 
and hardware to assist with planning decisions. IT research and development includes identifying 
and testing new technologies for business purposes and evaluating proposals for new information 
systems initiatives.

• IT education. Training and education in the use of IT can be defined as formal classes, individual 
training, and technology-based self-training programs for users ensuring hands-on computer pro-
ficiency levels meeting corporate requirements. IS management education can be defined as edu-
cation aimed at senior levels in the firm designed to generate value from IT use.

Successfully implementing e-business initiatives depends on having the necessary IT infrastructure in 
place. E-business initiatives can be decomposed into their underlying atomic e-business models, which 
can have quite different IT infrastructure requirements. It is important for outsourcing vendors providing 
IT infrastructure services to understand which atomic e-business models are represented in the firm’s 
anticipated e-business initiative. Senior customer management has to design a process to involve vendor 
management in e-business strategizing, both to get IT input into business strategy and to provide the 
vendor with an early warning of what infrastructure services will be critical.

conclusIon

Although cost savings still seem to be the overriding motivation for and cause of IT outsourcing, the 
success of outsourcing relationships depends on other factors as well. Both core competence management 
and stakeholder management, as identified in this chapter, are primarily non-cost factors. This chapter 
demonstrates that a holistic approach to IT outsourcing is needed that recognizes and emphasizes the com-
bination of several critical success factors. The theory-based factors have both divergent and convergent 
implications for management, which require a contingent approach to outsourcing decision-making.

We looked at critical success factors in electronic business infrastructure, where the extent of IT 
outsourcing can be determined by expanding from a list of 70 infrastructure services. The actual number 
of infrastructure services needed by a company depends on the company’s e-business model as well as 
the e-business intensity in the outsourcing relationship. Some e-business models require many services, 
while others require few. For a client company to provide a total of 70 infrastructure services in case 
they are all needed by the client, seems to be difficult and too costly. For a vendor, providing all 70 
infrastructure services may be feasible, as clients will draw on different infrastructure services as they 
may apply different e-business models. E-business has a double role here, as an outsourced IT function 
more and more will be handled electronically. This means that the transactions between vendor and cli-
ent after outsourcing will be conducted as electronic business.
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Chapter 4

Value Configurations

Understanding how firms differ is a central challenge for both theory and practice of management. For a 
long time, Porter’s (1985) value chain was the only value configuration known to managers. Stabell and 
Fjeldstad (1998) identified two alternative value configurations. First, a value shop schedules activities 
and applies resources in a fashion that is dimensioned and appropriate to the needs of client problems, 
while a value chain performs a fixed set of activities that enables it to produce a standard product in 
large numbers. Examples of value shops are professional service firms, as found in medicine, law, 
architecture and engineering. Next, a value network links clients or customers who are or wish to be 
interdependent. Examples of value networks are logistic companies, telephone companies, retail banks 
and insurance companies.

In this chapter, we apply the contingent approach to systems outsourcing by making the outsourcing 
decision dependent on the value configuration of the enterprise. We present the three different value 
configurations – the value chain, the value shop, and the value network. Next, the three different value 
configurations are compared according to key characteristics, e.g. use of information systems. Then, we 
take a look at interfirm relations to be able to identify areas for outsourcing, and value configuration as 
a determinant and predictor for the extent of outsourcing. Finally, we discuss levels of strategy and we 
introduce the Y-model for IS/IT strategy work.

DOI: 10.4018/978-1-60566-796-6.ch004
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valuE chaIn confIguratIon

The best-known value configuration is the value chain. In the value chain, value is created through ef-
ficient production of goods and services based on a variety of resources. The company is perceived as a 
series or chain of activities. Primary activities in the value chain include inbound logistics, production, 
outbound logistics, marketing and sales, and service. Support activities include infrastructure, human 
resources, technology development and procurement. Attention is on performing these activities in the 
chain in efficient and effective ways. In Figure 1, examples of IS/IT are assigned to primary and sup-
port activities. This figure can be used to describe the current IS/IT situation in the organization as it 
illustrates the extent of coverage of IS/IT for each activity.

To deliver low-cost or differentiated products, a firm must perform a series of activities. The differ-
ent activities are called the firm’s value chain. The typical assembler/manufacturer’s value chain can be 
illustrated using the example of a manufacturer of computer hardware, such as a personal computer. The 
inbound logistics stage involves raw materials handling, such as computer CPU chips, memory modules, 
disk drives, fans, and so forth. A manager would also have to worry about an inspection of the materi-
als, selection of parts, and delivery issues. The production stage involves the production of in-house 
components, assembly of the computer, testing and tuning, maintenance of equipment, and operation of 
the plant. The outbound logistics stage involves order processing and shipping. The marketing and sales 
stage is concerned with advertising, pricing, promotion, and management of the sales force. Finally, 
the service stage involves managing technical support and service representatives and replacement and 
repair of computers. In performing the activities of its value chain, a firm must interact with suppliers, 
customers, and firms in related industries. The other firms also have value chains of their own. A system 
of value chains is called a value chain system (Afuah & Tucci, 2003).

The value chain is more about efficiency than about new product development. It is about process 
more than product. And it is about low cost more than differentiation. The value chain describes the nec-
essary activities once a product and its features have been conceived, and it is not necessarily concerned 
with developing a continual stream of innovations. However, marketing does have two roles in the value 
chain. The first was implied above: to stimulate demand for the product. The second role, however, is 

Figure 1. Examples of IS/IT in the value chain



77

Value Configurations

to provide input into the product specifications themselves, along with estimates of expected volume. 
This allows for limited differentiation.

valuE shop confIguratIon

Value cannot only be created in value chains. Value can also be created in two alternative value con-
figurations: value shop and value network (Stabell & Fjeldstad, 1998). In the value shop, activities are 
scheduled and resources are applied in a fashion that is dimensioned and appropriate to the needs of 
the client’s problem, while a value chain performs a fixed set of activities that enables it to produce a 
standard product in large numbers. The value shop is a company that creates value by solving unique 
problems for customers and clients. Knowledge is the most important resource, and reputation is critical 
to firm success. The value shop is illustrated in Figure 2.

While typical examples of value chains are manufacturing industries such as paper and car production, 
typical examples of value shops are law firms and medical hospitals. Often, such companies are called 
professional service firms or knowledge-intensive service firms. Like the medical hospital as a way to 
practice medicine, the law firm provides a standard format for delivering complex legal services. Many 
features of its style – specialization, teamwork, continuous monitoring on behalf of clients (patients), 
and representation in many forums – have been emulated in other vehicles for delivering professional 
services.

Knowledge-intensive service firms are typical value shops. Sheehan (2002) defines knowledge-
intensive service firms as entities that sell problem-solving services, where the solution chosen by the 
expert is based on real-time feedback from the client. Clients retain knowledge intensive service firms 
to reduce their uncertainty. Clients hire knowledge-intensive service firms precisely because the client 
believes the firm knows something that the client does not and believes it is necessary to solve their 

Figure 2. Examples of IS/IT in the value shop
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problems (Gottschalk & Berg, 2007). While expertise plays a role in all firms, its role is distinctive in 
knowledge-intensive service firms. Expert, often professional, knowledge is at the core of the service 
provided by the type of firm.

Knowledge-intensive service firms not only sell a problem-solving service, but equally a problem-
finding, problem-defining, solution-execution, and monitoring service. Problem finding is often a key 
for acquiring new clients. Once the client is acquired and their problem is defined, not all problems will 
be solved by the firm. Rather the firm may only clarify that there is no problem (i.e. the patient does 
not have a heart condition) or that the problem should be referred to another specialist (i.e. the patient 
needs a heart specialist). If a problem is treated within the firm, then the firm needs to follow up the 
implementation to assure that the problem in fact has been solved (i.e. is the patient’s heart now work-
ing properly?). This follows from the fact that there is often uncertainty in both problem diagnosis and 
problem resolution.

Sheehan (2002) has created a typology of knowledge-intensive service firms consisting of the follow-
ing three types. First, knowledge-intensive search firms search for opportunities. The amount of value 
they create depends on the size of the finding or discovery, where size is measured by quality rather 
than quantity. Examples of search firms include petroleum and mineral exploration, drug discovery in 
the pharmaceutical industry, and research in the biotechnology industry. Second, knowledge-intensive 
diagnosis firms create value by clarifying problems. Once the problem has been identified, the suggested 
remedy usually follows directly. Examples of diagnosis firms include doctors, surgeons, psychotherapists, 
veterinarians, lawyers, auditors and tax accountants, and software support. Finally, knowledge-intensive 
design firms create value by conceiving new ways of constructing material or immaterial artifacts. Ex-
amples of design firms include architecture, advertising, research and development, engineering design, 
and strategy consulting.

Knowledge-intensive service firms create value through problem acquisition and definition, alter-
native generation and selection, implementation of an alternative, and follow up to see if the solution 
selected resolves the problem. To reflect this process, Stabell and Fjeldstad (1998) have outlined the value 
configuration of a value shop. A value shop is characterized by five primary activities: problem finding 
and acquisition, problem solving, choice, execution, and control and evaluation, as illustrated in Figure 
2. Problem finding and acquisition involves working with the customer to determine the exact nature 
of the problem or need. It involves deciding on the overall plan of approaching the problem. Problem 
solving is the actual generation of ideas and action (or treatment) plans.

Choice represents the decision of choosing between alternatives. While the least important primary 
activity of the value shop in terms of time and effort, it is also the most important in terms of customer 
value. Execution represents communicating, organizing, and implementing the decision, or performing 
the treatment. Control and evaluation activities involve monitoring and measurement of how well the 
solution solved the original problem or met the original need. This may feed back into the first activity, 
problem finding and acquisition, for two reasons. First, if the proposed solution is inadequate or did not 
work, it feeds back into learning why it was inadequate and begins the problem-solving phase anew. 
Second, if the problem solution was successful, the firm might enlarge the scope of the problem-solving 
process to solve a bigger problem related to or dependent upon the first problem being solved.

Figure 2 can be used to identify current IS/IT in the organization. We let a law firm serve as example 
in Table 1. Within each of the five activities there are many tasks in a law firm. For each task, there 
may be IS/IT support. For example, problem solving may consist of the two tasks of case analysis and 
reference search. Lawyers will be eager to discuss the case and to search more information on similar 
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cases. A system for case-based reasoning may be installed, where the current case can be compared to 
similar cases handled by the law firm. Also, intelligent search engines with thesaurus may be available 
in the law firm to find relevant information on the Internet and in legal databases.

Knowledge-intensive service firms are typical value shops, and such firms depend on reputation for 
success, as reputation is a key driver of firm value creation. Reputation is a relational concept, in the 
sense that firms are judged by their stakeholders relative to their competitors. Reputation is what is gen-
erally said or believed about an entity by someone, it is the net perception of a firm held by stakeholders 
judged relative to other firms. According to Sheehan (2002), there are four conditions, which must be 
present for reputation to work. Firstly, rents earned from maintaining a good reputation must be greater 
than not. Secondly, there must be a minimum of contact among stakeholders to allow for the changes 
in reputation to be communicated. Thirdly, there needs to be a possibility of repeat business. And lastly, 
there must be some uncertainty regarding the firm’s type and/or behavior.

Reputation is related to the asymmetry of information, which is a typical feature of knowledge 
intensive service firms. Asymmetry is present when clients believe the firm knows something that the 
clients do not and believe it is necessary to know to solve their problems. Reputation can be classified as 
a strategic resource in knowledge-intensive firms. To be a strategic resource, it has to be valuable, rare, 
and costly to imitate, and possible to organize. Reputation is valuable as it increases the value received 
by the client. Reputation is rare, as by definition only a few firms can be considered best in the industry. 
Reputation is costly to imitate, as it is difficult to build a reputation in the short run. Reputation is pos-
sible to organize in the general sense of controllability, which implies that a firm can be organized to 
take advantage of reputation as a resource.

valuE nEtwork confIguratIon

The third and final value configuration is the value network. A value network is a company that creates 
value by connecting clients and customers that are, or want to be, dependent on each other. These compa-
nies distribute information, money, products and services. While activities in both value chains and value 
shops are done sequentially, activities in value networks occur in parallel. The number and combination 
of customers and access points in the network are important value drivers in the value network. More 
customers and more connections create higher value to customers as illustrated in Figure 3.

Table 1. Examples of IS/IT in the value shop 

Activities Tasks IS/IT

Problem finding and acquisition Register client information 
Register case information

Financial system 
Case database

Problem solving Do case analysis 
Do reference search

Case-based reasoning 
Library search engine

Choice Evaluate alternatives 
Make recommendation to client

Case-based reasoning 
Office systems

Execution Participate at meetings 
Revise recommendation

Office systems 
Office systems

Control and evaluation Register recommendation 
Check client satisfaction

Case database 
Financial system
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Stabell and Fjeldstad (1998) suggest that managing a value network can be compared to managing a 
club. The mediating firm admits members that complement each other, and in some cases exclude those 
that don’t. The firm establishes, monitors, and terminates direct or indirect relationships among members. 
Supplier-customer relationships may exist between the members of the club, but to the mediating firm 
they are all customers. Examples of of value networks include telecommunication companies, postal 
services, financial institutions such as banks and insurance companies, and stockbrokers. As illustrated 
in Figure 3, value networks perform three activities:

• Development of customer network through marketing and recruiting of new customers, to enable 
increased value for both existing customers and new customers. This activity involves promoting 
and building the network, acquiring customers, and managing contracts for service provision. The 
management of contracts involves the initiation, maintenance, and termination of contracts to 
provide whatever service the intermediary proposes to furnish. This activity is distinguished from 
sales and marketing in the value chain by its active selection of customers to join the network. 
As the level of commitment rises, the complexity of the contracting process and of the contracts 
themselves rises.

• Development of new services and improvement in existing services. Service provisioning involves 
linking people in the network and then collecting payment from them for making the connection. 
Specifically, it involves setting up contracts – directly, as in real-time chat telephone service, or 
indirectly, as in banking or electronic mail – seeing that the contacts are maintained for the ap-
propriate amount of time, and ending the contact at the appropriate moment. Collecting payment 
is about tracking the usage (both volume and time) and billing for direct contact or, in the case of 
indirect contacts, collecting a commission for putting the two parties together. Upon receiving a 
service request, the intermediary needs to check the feasibility of making the connection as well 
as the eligibility of the requestor.

Figure 3. Examples of IS/IT in the value network
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• Development of infrastructure so that customer services can be provided more efficiently and ef-
fectively. Infrastructure operations are activities that allow the infrastructure to operate efficiently 
and remain in a state of readiness to provide service to the next customer. Stabell and Fjeldstad 
(1998) provided examples of different types of infrastructure activities that vary with the type of 
network: For telecommunications providers, the main infrastructure is embedded in switches and 
distribution centers; for postal services, it is collecting, sorting, and delivery of mail and package 
services, for financial services companies, it is embedded in the branch offices, financial assets, or 
connections to trading floors.

The value network is an extensive connector, a machine for establishing connections and providing 
services to support the exchanges customers want to make across them. The managerial trade-off is 
between reach (network size) and richness (capacity and services) between whom you can connect and 
what you can do for them. Large network size increases connectivity measured in nodes (frequently 
customers) that can be reached. Capacity increases speed of change. The major costs are associated with 
attracting customers to increase the value of membership and building the infrastructure and services to 
carry customer exchanges. Costs are predominantly fixed (Fjellstad & Andersen, 2003).

The current IS/IT situation in a value network will mainly be described through the infrastructure 
that typically will consist of information technology. In addition, many of the new services may be in-
formation systems that will be used by customers in their communication and business transactions with 
other customers. The knowledge component will mainly be found in the services of a value network, as 
information systems are made available to customers to exchange relevant information.

According to Andersen and Fjeldstad (2003), the mediating technology is extensive. It is used to con-
nect customers that are or wish to be interdependent. The quality of mediation services depends on the 
nodes between which exchange can take place and on what type of objects can be exchanged. Therefore, 
nodes and links covered by the service are primary resources of mediators. Control of nodes and links 
enable mediators to perform activities that convey the objects of interest. Service quality depends on 
properties of the links between the nodes. Links properties, e.g. bandwidth or security, determine what 
objects can be exchanged as well as the speed, capacity, reliability, and security exchanges. Higher-
level specialization services, e.g. exchange of payment transactions, and depend on use of general lower 
level services as a medium. The mediation networks made available by these lower levels services are 
necessary resources in the provisioning of higher-level services. Conversely, the higher-level mediation 
networks are also resources for the lower level networks; they provide uses of the latter.

thE rolE of It In dIffErEnt valuE confIguratIons

The strategic impact of technology and IT are different in the three value configurations. While the 
value chain has cost orientation, the value shop is oriented towards value, and the value network needs 
to balance cost and value, as scale and capacity utilization are drivers of both. Andersen and Fjeldstad 
(2003) suggest that much use of information technology today is counterproductive, because of a lack 
of understanding of the underlying business logic in different value configurations. In particular, they 
suggest that companies and organizations in the network and shop configuration have implemented 
information technology to pursue economic goals derived from a model of the company or organiza-
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tion as a chain. It is important to be aware of the different value configurations when developing and 
implementing new information technology.

Value chain, value shop and value network are alternative value configurations that impact the use 
of information technology in the company as illustrated in Table 2. While the role of IT is to make pro-
duction more efficient in a value chain, IT creates added value in the value shop, while IT in the form 
of infrastructure is the main value in the value network. Some companies have more than one value 
configuration, but most companies have one dominating configuration. In the long term, business orga-
nizations can choose to change their value configurations. A bank, for example can be a value shop when 
it focuses on converting inputs to outputs. The value resides in the output and once you have the output, 
you can remove the production organization. This removal does not impact on the value of the output. 
The value shop is a solution provider. It is somebody that solves problems. The input is a problem. The 
output is a solution to the problem. A bank that does this would view itself as a financial service opera-
tor, a financial advisor that also has the ability to provide the money. But what it would do is identify 
client problems, it would address those problems, it would select a solution together with the client and 
help to implement it. It would have stringent quality controls. As part of it’s offering, it would probably 
supply the client with some cash as a loan or accept some of the clients’ cash for investment. Or, the 
bank can be a value network, which is basically the logic of the marketplace. The bank would define its 
role as a conduit between people that do not have money and those people that do have money. What 
the bank does is to arrange the flow of cash between them. The bank will attract people with money 
to make deposits and investments. The bank will also attract people without money to make loans. As 
a value network, the bank will connect people with opposite financial needs. The network consists of 
people with different financial needs. Over time, persons in the network may change status from money 
needier to money provider and vice versa (Chatzkel, 2002).

Both as a value shop and as a value network, the business organization can be identified as a bank. But 
it would have completely different consequences for what it will focus on doing well, what it will focus 
on doing itself, versus what it would not want to do itself. This provides a kind of strategic systems logic. 
It asks, “Which strategic system in terms of value configuration are we going to operate in?” Choosing 
an appropriate value configuration is a long-term decision with long-term consequences.

Table 2. Characteristics of the three value configurations 

Chain Shop Network

Value creation logic Transformation of input into output Solving customer problems Linking customers

Primary technology Long-linked Intensive Mediating

Work characteristic Sequential production Integrated and cyclical problem 
solving

Monitored and simultaneous con-
nections

Primary activities Inbound logistics, operations, out-
bound logistics, marketing, service

Problem-finding, problem solving, 
choice, execution, control/evalu-
ation

Network promotion, service provi-
sioning, infrastructure operation

Role of IT Improve product and process Co-performed with primary activi-
ties

Part of basic infrastructure

Contribution from IS Making production more efficient 
and effective

Adding value to knowledge work Adding value to infrastructure 
services

Examples Pulp and paper industry, car manufac-
turing, and IT hardware industry

Law firms, hospitals, consulting, po-
lice, and government authorities

Telecom industry, postal services, 
banking, finance, and insurance
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IntErfIrm rElatIons In valuE systEms

To be able to identify potential areas for outsourcing in the firm, it is important to understand firm 
boundaries and firm relations. Interfirm relations and institutional arrangements that parties deploy to 
support exchange exist within the context of value systems. A value system consists of all the activities 
and firms that create and deliver value to the end customer (Andersen & Fjeldstad, 2003).

In our outsourcing perspective, interfirm relations are a challenge, as it may not be obvious who 
is the outsourcer; is it firm A or firm B, or both, as illustrated in Figure 4. Firm A uses the operational 
infrastructure of firm B to provide customer services. For example, a telecom firm may use the physical 
infrastructure such as antennas of a competing telecom firm to provide its services, so that a forest of 
antennas from competing firms does not cover a country.

A value system describes the division of labor among firms and defines exchanges relevant for integra-
tion of end value. Value system properties are potentially important determinants of interfirm relations 
because the organization of exchanges is likely to depend on the properties of the objects exchanged. For 
example, the exchange of knowledge or skills is more likely to occur in networks, whereas the transfer 
of tangible items more commonly occurs through a market transaction. Firms that perform similar or 
substitutionable activities in a value system compete. Firms that perform complementing activities in a 
value system may cooperate to maximize their joint value creation (Andersen & Fjeldstad, 2003).

In our outsourcing context, the vendor and the client can be understood as a value system as illustrated 
in Figure 5. In this example, the outsourcing vendor is defined as a value shop that solves client problems. 
The outsourcing client might be a telecom firm that buys problem-solving services from the vendor.

Figure 4. An example of interfirm relations in value networks
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valuE confIguratIon as dEtErmInant of outsourcIng

The decision to outsource is influenced by a number of factors. Gottschalk and Solli-Sæther (2005) 
discuss factors such as production economies, transaction economies, technological uncertainty, func-
tional complexity, transaction specific investments, supplier presence, slack resources and criticality of 
business functions. Such factors are based on agency theory, resource-based theory, core competency 
theory, transaction cost theory, alliance theory, stakeholder theory, and other theories, as discussed in 
Chapter 2.

According to the core competency theory, for example, tasks that are not core competencies of the 
organization are candidates for being contracted out. However, Lankford and Parsa (1999) argue that 
any skill or knowledge that allows you to serve your customer base better, that deals directly with the 
product or service you are trying to put out of the door, is one that must remain in-house. Today, they 
argue, the outsourcing of selected organizational activities is an integral part of corporate strategy. Today, 
outsourcing decision-making is important, as it explicitly determines firm boundaries.

As the role of information technology in an organization is dependent on value configuration, the 
extent of outsourcing of operating IT systems is expected to be dependent on value configuration as well 
(Gottschalk & Solli-Sæther, 2009). In developing research hypotheses linking configuration to outsourc-
ing, we will argue that knowledge-intensive value configurations will be less inclined to outsource their 
operating IT systems, as information is the raw material of knowledge work.

While information systems make production more efficient in value chains, information systems are 
adding value to the knowledge work in value shops, while their main value lies in the use of IT infra-

Figure 5. An example of outsourcing vendor as value shop and outsourcing client as value network
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structure in value networks. In this perspective, we are able to rank the knowledge-closeness in value 
configurations as follows. First, value shops experience the highest knowledge intensity in IT systems 
(King, 2006), which suggests that value shops will have the relatively lowest extent of outsourcing. 
Next, value chains have some knowledge-intensive activities, which suggest that value chains will have 
the second lowest extent of outsourcing. Finally, the IT infrastructure in value networks is relatively 
independent of knowledge work, which suggests that value networks will have the greatest extent of 
outsourcing. Thus, the following hypotheses were formulated:

Hypothesis 1: The extent of outsourcing will be lower in a value shop as compared to a value chain.

Hypothesis 2: The extent of outsourcing will be lower in a value shop as compared to a value net-
work.

Hypothesis 3: The extent of outsourcing will be lower in a value chain as compared to a value net-
work.

A questionnaire survey of senior financial executives was used to gather information pertaining to 
outsourcing of functions. The 657 largest Norwegian companies were selected as sample for a survey. 
Usable responses were returned by 116 firm (17.6%). Respondents came from a wide range of industries 
with most from manufacturing firms (value creation logic as chain). While 62.1% of the companies 
were value chains, 25.0% were value shops, and only 12.9% were value networks. Average extent of 
outsourcing among responding firms was 35%. The three different types of companies were measured 
in terms of value configurations when asking outsourcing questions. The extent of outsourcing was 32% 
for value chains, 36% for value shops, and 55% for value networks respectively.

Companies having the value configuration of a value network are more likely to outsource business 
functions. When we look at various functions in a business, and to what extent they were outsourced 
by responding enterprises we get results as listed in Figure 6. For example, operating IT systems was 
outsourced by 52% of the responding organizations. When applying statistical t-tests (Hair, Black, Babin, 
Anderson, & Tatham, 2006), we receive results as listed in Table 3. When applying the most demanding 
statistical requirement of 0.01 (or 0.05 significance), we find no support of the research hypotheses in 
our empirical data. When relaxing this requirement to an acceptable level, the second hypothesis finds 
support in this research. The extent of outsourcing will be lower in a value shop as compared to a value 
network. As there were only 19 value networks in our sample, it comes as no surprise that significant 
differences were hard to find. We believe that a larger sample would provide support for more hypoth-
eses. (Table 4)

While the number of respondents was satisfactory in this research, the distribution among configura-
tions was not. Future research will have to target first and foremost value networks to collect sufficient 
empirical data. The extent to which companies with the value configuration of a value network are 
outsourcing functions is substantial higher than the alternative configurations of value chain and value 
shop. Future research might investigate reasons in terms of causal relationships.
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stratEgIc It plannIng

Strategy is both a plan for the future and pattern from the past, it is the match an organization makes 
between its internal resources and skills (sometimes collectively called competencies) and the opportuni-
ties and risks created by its external environment. Strategy is the long-term direction of an organization. 
Strategy is the course of action for achieving an organization’s purpose. Strategy is the direction and 
scope of an organization over the long term, which achieves advantage for the organization through 
its configuration of resources within a changing environment and to fulfill stakeholders’ expectations 
(Johnson & Scholes, 2002).

Business strategy is concerned with achieving the mission, vision and objectives of an organization, 
while IS strategy is concerned with use of IS/IT applications, and IT strategy is concerned with the tech-
nical infrastructure as illustrated in Figure 7. An organization has typically several intra-organizational 
as well as inter-organizational IS/IT applications. The connection between them is also of great interest, 

Figure 6. The extent to which functions are outsourced
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Table 4. Testing of research hypotheses using t-tests 

Research hypothesis T-statistic Significance

Hypothesis 1: The extent of outsourcing will be lower in a value shop as compared to 
a value chain.

0.928 0.358

Hypothesis 2: The extent of outsourcing will be lower in a value shop as compared to 
a value network.

0.912 0.065

Hypothesis 3: The extent of outsourcing will be lower in a value chain as compared to 
a value network.

1.411 0.122
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as interdependencies should prevent applications from being separate islands. Furthermore, the arrows 
in the illustration in the figure are of importance. Arrows from business strategy to IS strategy, and 
from IS to IT strategy represent the alignment perspective, they illustrate what before how. What do 
we want to achieve? How might we achieve it? Arrows from IT to IS strategy, and from IS to business 
strategy represent the extension from what to how to what. This is the impact perspective, representing 
the potential impacts of modern information technology on future business options. Necessary elements 
of a business strategy include mission, vision, objectives, market strategy, knowledge strategy, and our 
general approach to the use of information, information systems and information technology.

Mission describes the reason for firm existence. For example, the reason for law firm existence is 
client’s needs for legal advice. The mission addresses the organization’s basic question of ‘What business 
are we in?’ This single, essential, sentence should include no quantification, but must unambiguously 
state the purpose of the organization and should, just as carefully define what the organization does not 
do. According to Ward and Peppard (2002, p. 189), the mission is an unambiguous statement of what 
the organization does and its long-term, overall purpose:

Its primary role is to set a direction for everyone to follow. It may be short, succinct and inspirational, 
or contain broad philosophical statements that tie an organization to certain activities and to economic, 
social, ethical or political ends. Values are also frequently stated alongside the mission. Three widely-
differing examples of missions are:

To be the world’s mobile communications leader, enriching the lives of individuals and business • 
customers in the networked society (large global telecommunication company)
To eradicate all communicable diseases worldwide (World Health Organization)• 
The company engages in the retail marketing on a national basis of petroleum products and the • 
equitable distribution of the fruits of continuously increasing productivity of management, capital 
and labor amongst stockholders, employees and the public (a large public company).

Figure 7. Relationships between strategies at three levels
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Vision describes what the firm wants to achieve. For example, the law firm wants to become the 
leading law firm in Norway. The vision represents the view that senior managers have for the future of 
the organization; so it is what they want it to become. This view gives a way to judge the appropriate-
ness of all potential activities that the organization might engage in. According to Ward and Peppard 
(2002), the vision gives a picture, frequently covering many aspects, that everyone can identify with, of 
what the business will be in the future, and how it will operate. It exists to bring objectives to life, and 
to give the whole organization a destination that it can visualize, so that every stakeholder has a shared 
picture of the future aim.

Objectives describe where the business is heading. For example, the law firm can choose to merge 
with another law firm to become the leading law firm in Norway. Objectives are the set of major 
achievements that will accomplish the vision. These are usually small in number, but embody the most 
important aspects of the vision, such as financial returns, customer service, manufacturing excellence, 
staff morale, and social and environmental obligations.

Necessary elements of an IS strategy include future IS/IT applications, future competence of hu-
man resources (IS/IT professionals), and future IS/IT organizational structure, and control of the IS/IT 
function. An important application area is knowledge management strategy. The future applications are 
planned according to priorities, how they are to be developed or acquired (make or buy), how they meet 
user requirements, and how security is achieved. The future competence is planned by types of resources 
needed, motivation and skills needed (managers, users, IS/IT professionals), salaries, and other benefits. 
The future IS/IT organization defines tasks, roles, management and possibly outsourcing.

Necessary elements of an IT strategy include selection of IT hardware, basic software, and networks, 
as well as how these components should interact as a technological platform, and how required security 
level is maintained. The IT platform consists of hardware, systems software, networks and communica-
tions, standards and support form selected vendors.

An IS/IT strategy is a combined strategy including business context, the IS in a narrow sense and the 
technological platform. Necessary elements of an IS/IT strategy include business direction and strategy 
(mission, vision, objectives, outsourcing strategy), applications (such ERP), people (future competence 
of human resources), organization (future organization and control of IT function), and IT platform 
(future technical infrastructure). Hence, IS/IT is quite a broad term. The term is broad to take care of all 

Figure 8. IS/IT strategy elements and interdependencies
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connections and interdependencies in a strategy, as changes in one element will have effect on all other 
elements, as illustrated in Figure 8.

Why is strategic IS/IT planning undertaken within business organizations? Hann and Weber (1996) 
see IS/IT planning as a set of activities directed toward achieving the following objectives:

1.  Recognizing organizational opportunities and problems where IS/IT might be applied 
successfully

2.  Identifying the resources needed to allow IS/IT to be applied successfully to these opportunities 
and problems

3.  Developing strategies and procedures to allow IS/IT to be applied successfully to these opportuni-
ties and problems

4.  Establishing a basis for monitoring and bonding IT managers so their actions are more likely to be 
congruent with the goals of their superiors

5.  Resolving how the gains and losses from unforeseen circumstances will be distributed among 
senior management and the IT manager

6.  Determining the level of decision rights to be delegated to the IT manager.

IT outsourcing strategy should be embedded in IS/IT strategy. Developing an IS/IT strategy is taken 
to mean thinking strategically and planning for the effective long-term application and optimal impact 
of electronic information to support and influence business performance in the organization. Strategy 
can simply be defined as principles, a broad based formula, to be applied in order to achieve a purpose. 
These principles are general guidelines guiding the daily work to reach business goals. Strategy is the 
pattern of resource development and application decisions made throughout the organization. These 
encapsulate both desired goals and beliefs about what are acceptable and, most critically, unacceptable 
means for achieving them.

the y-model for Is/It strategy work

Empirical studies of information systems/information technology planning practices in organizations 
indicate that wide variations exist. Hann and Weber (1996) found that organizations differ in terms of 
how much IS/IT planning they do, the planning methodologies they use, the personnel involved in plan-
ning, the strength of the linkage between IS/IT plans and corporate plans, the focus of IS/IT plans (e.g., 
strategic systems versus resource needs), and the way in which IS/IT plans are implemented. It has been 
argued that the Internet renders strategic planning obsolete. In reality, it is more important than ever for 
companies to do strategic planning (Porter, 2001, p. 63):

Many have argued that the Internet renders strategy obsolete. In reality, the opposite is true. Because the 
Internet tends to weaken industry profitability without providing proprietary operational advantages, it 
is more important than ever for companies to distinguish themselves through strategy. The winners will 
be those that view the Internet as a complement to, not a cannibal of, traditional ways of competing.

In all kinds of strategy work, there are three steps. The first step is concerned with analysis. The 
second step is concerned with choice (selection and decision), while the final step is concerned with 
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implementation. The model consists of seven stages covering analysis, choice and implementation. As 
illustrated in Figure 9 the stages are as follows:

1.  Describe current situation. The current IS/IT situation in the business can be described using several 
methods. The benefits method identifies benefits from use of IS/IT in the business. Distinctions are 
made between rationalization benefits, control benefits, organizational benefits and market benefits. 
Other methods include the three-era model, management activities, and stages of growth.

2.  Describe desired situation. The desired business situation can be described using several methods 
described in this book, such as value configurations, maturity levels, knowledge management, the 
Internet and electronic business, and information technology benefits.

Figure 9. The Y-model for IS/IT strategy work
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3.  Analyze and prioritize needs for change. After descriptions of the current situation and the desired 
situation, the needs for change can be identified. The gap between desired and current situation is 
called needs for change. Analysis is to provide details on needs, what change is needed, and how 
changes can take place. What-analysis will create an understanding of vision and goals, knowledge 
strategy, market strategy, and corporate problems and opportunities. How-analysis will create an 
understanding of technology trends and applications. These analyses should result in proposals for 
new IS/IT in the organization.

4.  Seek for alternative actions. When needs for change have been identified and proposals for filling 
gaps have been developed, alternative actions for improving the current situation can be developed. 
New IS/IT can be developed, acquired, and implemented in alternative ways. For example, an in-
formation system can be developed in-house by company staff, it can be purchased as a standard 
application from a vendor, or it can be leased from an application systems provider (ASP).

5.  Select actions and make an action plan. When needs for change and alternative actions have been 
identified, several choices have to be made and documented in an action plan. Important issues 
here include development process, user involvement, time frame and financial budget for IS/IT 
projects.

6.  Implement plan and describe results. This is the stage of action. Technical equipment such as 
servers, PCs, printers and cables are installed. Operating systems are installed. Application pack-
ages, software programs, programming tools, end user tools and database systems are installed. 
Development projects are organized. Management and user training takes place. Document results 
over time.

7.  Evaluate results. Implementation results are compared with needs for change. It is determined to 
what extent gaps between desired and current situation have been closed. This is the beginning of 
the IS/IT strategy revision process, where a new process through the Y-model takes place. Typically, 
a new IS/IT strategy process should take place every other year in business organizations.

While stages 1 to 3 cover analysis, 4 and 5 cover choice, and 6 and 7 cover implementation. In some 
strategy models, stage 2 is listed as the first stage. It is here recommended to do stage 1 before stage 2. 
It is easier to describe the ideal situation when you know the current situation. If you start out with stage 
2, it often feels difficult and abstract to describe what you would like to achieve. Having done stage 1 
first makes the work more relevant. Stage 3 is a so-called gap analysis, looking at the difference between 
the desired and actual situation. This stage also includes prioritizing. Stage 4 is a creative session as it 
calls for ideas and proposals for alternative actions. Stages 5 and 6 are typical planning stages. The final 
stage 7 is important because we can learn from performing an evaluation.

describing the current Is/It situation

The Y-model starts with a description of the current situation. We focus on the IS/IT situation, as this will 
be the subject of change later in the model. First of all we have to understand in what ways the company 
is using IS/IT. Many approaches can help us gain an understanding of the present IS/IT situation. Some 
methods are listed in the following:

1.  Benefits of IS/IT. IS/IT is applied in business organizations to achieve benefits. We can study cur-
rent IS/IT in the organization to understand what benefits have been achieved so far. Here we can 
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determine what main benefit categories is currently the case. We will make distinctions between 
rationalization benefits, control benefits, organizational benefits, and market benefits.

2.  Stages of IS/IT growth. IS/IT in business organizations change over time. New hardware and software, 
new areas of applications, and new IS/IT support functions emerge. Most business organizations 
develop through stages over time. Here we can determine at what stage the business organization is 
for the time being. These stages are classified into three eras: data processing, information systems 
and information networks.

3.  IS/IT in management activities. Management activities can be studied in a hierarchical perspec-
tive of operational, tactical and strategic management. Current IS/IT in the organizations can be 
assigned to these levels to determine the extent of support at each level.

4.  IS/IT in business processes. In a company, many business processes take place at the same time. 
Some of the processes may rely heavily on IS/IT, while others are mainly manual at the current 
point in time.

5.  IS/IT support for value configuration. We make distinctions between value chain, value shop and 
value network. In each of these value configurations, IS/IT can support activities. The current IS/
IT situation is described by identifying activities in the value configuration depending on the extent 
of technology support.

6.  Strategic integration. Business strategy and IT strategy have for a long time suffered from lack of 
coordination and integration in many organizations. Here we measure the current IS/IT situation 
by use of ten integration mechanisms to determine integration stage in an organization.

7.  IS/IT in e-business. For most firms, becoming an e-business is an evolutionary journey. We introduce 
six stages to describe the evolving e-business: external communications, internal communications, 
e-commerce, e-business, e-enterprise, and transformation.

8.  IS/IT enabled business transformation. IT-enabled transformation can include business direction 
change, but more often we find examples at lower levels, such as business design change and busi-
ness process change.

9.  IS/IT support for knowledge management. The stages of growth model for knowledge management 
technology can be applied, where the current IS/IT situation is described by the stage at which the 
firm currently is performing.

Description of the current situation assumes that we have been able to define borders for our study. 
Borders exist for both breath and depth. Breath is a question of whether the whole company or only one 
division should be studied. Depth is a question of whether all aspects such as technology, marketing, 
management and finance should be included in the study. We recommend both extensive breath and 
thorough depth to ensure that a wide range of alternative solutions and alternative actions can be identi-
fied in later stages of the Y-model. In the case of breath, this may imply that both suppliers and custom-
ers are included because there may be electronic market places used by our suppliers and customers. 
In the case of depth, this may imply that analysis of top management is included because management 
competence in the area of IS/IT can influence both management attitudes and ambitions concerning 
future applications of IS/IT.

Description of the current IS/IT situation should focus on issues of importance in technology and 
knowledge management. Less emphasis should be put on technology itself, such as drawings of com-
pany networks and servers. Technology management is focused on the management of information 
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technology, while knowledge management is focused on knowledge strategy and knowledge manage-
ment systems.

describing the current and desired Business situation

We have used some of the nine methods to describe the current situation of IS/IT. Now we have to con-
sider whether the current IS/IT applications are what the company needs or if there might be changes 
needed. We use the Y-model as our guiding approach. We compare the present business situation (with 
its support from IS/IT) with the desired business situation. If the current IS/IT applications are not able 
to serve the needs of the future desired business, then there are needs for change in IS/IT applications 
and the way we do business. At this point we are moving into stage 2 of the Y-model.

There are many techniques for business analysis. Some are general, while others are more specific. 
General analysis techniques include SWOT analysis and the X-model. Specific analysis techniques 
include business direction (mission, vision, and objectives), market strategy, value system, competitive 
forces and product life cycle. Some of these analytical tools are listed in the following:

1.  SWOT analysis is an analytical tool for assessing the present and future situation focusing on 
strengths (S), weaknesses (W), opportunities (O) and threats (T). The whole company may be the 
object of analysis, but also a department in a company or a project in a company may be the study 
object. How can IS/IT exploit our strengths, compensate our weaknesses, use opportunities and 
avoid threats? How can IS/IT help make it happen?

2.  X-model. The X-model is a tool for description and analysis of both the current and a desired 
situation. It is a method for assessing the situation within a company, a project, or a department. 
The situation consists of a time period in which work is done. In the beginning of the time period, 
there are both factual and personal inputs, and at the end of the period, there are both factual and 
personal outputs. How can IS/IT improve factual and personal outputs? How can IS/IT help make 
it happen?

3.  Business direction. Important business concepts are mission, vision and objectives. How can IS/
IT make the firm achieve its vision? How can IS/IT make the firm reach its objectives? How can 
IS/IT help make it happen?

4.  Market strategy. The market strategy shows our position and ambition in the market place. We 
can either have the same product as our competitors, or we can have a different product. If we 
have the same product as everyone else, it has to be sold at the same price as all the others (as in 
a vegetable market or through the Internet). It is not possible for an Internet bookstore to sell at a 
higher price than others, when there is perfect information and information searching is associated 
with no costs. This is called the law of indifference. In order to survive, the company must have a 
cost advantage that will give higher profits and result in higher earnings for the owners. How can 
IS/IT cause a cost advantage? How can IS/IT help make it happen? If we are selling a product that 
our customers perceive to be different from our competitors’ product, then we have differentiation. 
A service may in its basic form be the same for all companies, like an airline travel, in the sense 
that all airlines are supposed to bring you safely to your destination. The product is differentiated 
by supplementary services. How can IS/IT make our customers perceive our products and services 
to be different from our competitor’s? How can IS/IT help make it happen?
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5.  Competitive forces. The basis of this method is that a company exists within an industry and to 
succeed, it must effectively deal with the competitive forces that exist within the particular industry. 
For example, the forces in an emerging industry such as mobile communication are considerably 
different from those of established industries such as financial services. The company interacts 
with its customers, suppliers and competitors. In addition, there are potential new entrants into the 
particular competitive marketplace and potential substitute products and services. To survive and 
succeed in this environment, it is important to understand these interactions and the implications 
in terms of what opportunities or competitive advantage can occur. How can IS/IT reduce the 
threat of new entrants, reduce the bargaining power of suppliers, reduce the bargaining power of 
buyers, reduce the threat of substitute products and services, and reduce the rivalry among existing 
competitors? How can IS/IT help make it happen?

6.  Product portfolio analysis. There are a number of approaches that aim to relate the competitive 
position of an organization to the maturity of its product. The models assume there is a basic 
S-shaped curve description to the growth phenomenon of products. Four stages in the life cycle 
of any product can be identified as introduction, growth, maturity, and decline. When we look at 
the life cycle of all products in the firm, we can apply product portfolio analysis. This method 
shows the relationship between a product’s current or future revenue potential and the appropriate 
management stance. The two by two matrix names the products in order to chart symptoms into 
a diagnosis so that effective management behavior can be adopted. The matrix classifies products 
according to the present market share and the future growth of that market. A successful product 
that lasts from emergent to mature market goes around the matrix. This strategy is simply to milk 
the cows, divest the dogs, invest in the stars and examine the wild cats. How can IS/IT get more 
milk for a longer period of time from the cows? How can IS/IT explore and exploit the stars? How 
can IS/IT eliminate the dogs? How can IS/IT develop the wild cats into stars? How can IS/IT help 
make it happen?

7.  Environmental analysis. Environmental analysis is concerned with the external corporate environ-
ment. An analysis of the environment is important because it increases the quality of the strategic 
decision making by considering a range of the relevant features. The organization identifies a 
threats and opportunities facing it, and those factors that might assist in achieving objectives and 
those that might act as a barrier. The strategy of the organization should be directed at exploiting 
the environmental opportunities and blocking environmental threats in a way that is consistent with 
internal capabilities. This is a matter of environmental fit that allows the organization to maximize 
its competitive position. An external analysis can investigate politics, the economy, the society 
and the technology. This is sometimes called PEST analysis. If we include the study of legal and 
environmental matters, we call it PESTLE. The analytical work that has to be done in the company 
when doing environmental analysis is concerned with questions such as: What are the implica-
tions of the trends (changes in the environment)? What can the company do in order to meet the 
opportunities and threats that follow? How can knowledge management meet the opportunities 
and threats that follow? How can IS/IT help make it happen? For example, how can IS/IT help in 
global competition (politics)? How can IS/IT help in alliances and partnerships (economy)? How 
can IS/IT help serve an increasing number of older people (society)?

8.  External knowledge analysis. Distinctions can be made between core knowledge, advanced knowl-
edge and innovative knowledge. While core knowledge is required to stay in business, advanced 
knowledge makes the firm competitively visible, and innovative knowledge allows the firm to lead 
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its entire industry. The knowledge map can be applied to identify firm position. The map in terms 
of the strategic knowledge framework illustrates firm knowledge levels compared with competi-
tors’ knowledge levels.

9.  Internal knowledge analysis. While the knowledge map represents an external analysis of the firm’s 
current knowledge situation, the knowledge gap represents an internal analysis of the firm’s current 
knowledge situation. The knowledge gap is dependent on business strategy. What the company 
does is different from what the company will do, creating a strategy gap. What the company knows 
is different from what the company has to know, creating a knowledge gap. Two important links 
emerge: the strategy-knowledge-link and the knowledge-strategy-link.

strategic alignment

IT is recognized as a critical business discipline because it is central to all business activities of modern 
enterprises in the creation of organizational and customer value. To create business value from IT, busi-
ness needs to understand the role IT plays, not only in supporting the running of the business in such 
back-office functions as HR, finance, inventory control, but more importantly the special and competi-
tively differentiated ways that IT plays in delivering products and services to the cooperating agencies 
and citizens. The integral role that IT has enmeshed into all business functions today means that IT 
has become a central nervous system of the business. In particular, information is the blood stream of 
business, which flows through all business functions (processes) supported by the IT nervous system. 
Business value is created by each business function or process through dynamic consumption (process-
ing) of input information and creation of new output information, which in turn will be ‘consumed’ by 
another business function (process) as defined by the value configuration of the business.

The fundamental principle of all the critical success factors of IT strategy is therefore IT and business 
acting as one. This requires each IT task to be aligned with and ‘justified’ by the business function it is 
designed to contribute, for and based on which its business value is measured.

IT and business acting as one is easier said than done, however. In reality not many enterprises have 
yet fully mastered the practice of the fundamental principle of IT and business acting as one. This is 
because of the bad old tradition of IT in the past (and even today for some enterprises) working (either 
being treated or wanted to be treated) as the ‘back-office techie guys’ who seemed to do as they were 
told (or requested) by the business without having any concern for the end-customers or indeed the 
business purpose of the tasks being requested. In the past, IT saw themselves as the technical guys who 
would do whatever technical task is requested of them by the business. There was no need to understand 
the business, let alone the business strategy or points of differentiation. The ‘us-versus-them’ working 
relationship or company culture permeates between IT and business in most enterprises in the past, and 
indeed even till today.

While this scenario may be an extreme example for today’s enterprises, it is nonetheless still a com-
mon issue for most enterprises today that some degree of misalignment still exists between business 
and IT. The varying degrees of organizational misalignment and functional disconnect between business 
and IT have been the key inhibitor of value creation by IT in all enterprises, past and present. Despite 
rigorous and diligent attempts by researchers and practitioners alike, in the past twenty years, various 
surveys have shown that business-IT alignment remains a strategically critical priority for business and 
IT leaders to manage and achieve.
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conclusIon

To comprehend the value that resources provide to organizations, we must first understand the way a 
particular organization conducts business and how resources such as information systems affect the 
performance of various component activities within the organization. In our outsourcing perspective, 
impacts of various sourcing strategies on value creation processes have to be understood. We have applied 
Stabell and Fjeldstad’s (1998), set of three alternative value configurations for an enterprise. The most 
well-known value configuration is the value chain. Less well known are the value shop and the value 
network. A value configuration describes how value is created in a company and shows how the most 
important business processes function to create value for customers. A value configuration represents 
the way a particular organization conducts business.

This chapter was also concerned with what types of companies are more likely to outsource business 
functions. We defined types of companies in terms of value configurations. Furthermore we identified 
what business functions are being outsourced. This is important, as it introduces value configurations 
to the contingent outsourcing approach. An interesting finding from our research is that the extent of 
outsourcing will be lower in a value shop as compared to a value network. While value networks (banks, 
insurance companies, stock brokers) are connecting individuals on a mutual technology infrastructure, 
value shops (law firms, hospitals, consulting firms) are solving problems for their clients in various 
ways. Value network success is determined by efficiency and effectiveness, while value shop success is 
determined by knowledge and creativity. Based on our research results we may argue that outsourcing 
tends to contribute more to efficiency and effectiveness and less to knowledge and creativity from the 
outsourcee to the outsourcer.

Resource-based strategy is concerned with development and application of resources. While the 
business strategy is the broadest pattern of resource decisions, more specific decisions are related to 
(the outsourcing of) information systems and information technology. IS must be seen both in a busi-
ness and an IT context. IS is in the middle because IS supports the business while using IT. As part of a 
resource-based strategy, both IS and IT represent capabilities and resources that have to be developed. 
The Y-model is presented as a tool for development of an IS/IT strategy. The model consists of seven 
stages covering analysis, choice and implementation. The stages are describe current solution, describe 
desired solution, analyze and prioritize needs for change, seek for alternative actions, select actions and 
make an action plan, implement plan and describe results, evaluate results.
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Chapter 5

Maturity in Outsourcing 
Relationships

Stages of growth models have been used widely in both organizational research and information tech-
nology management research. According to King and Teo (1997), these models describe a wide variety 
of phenomena – the organizational life cycle, product life cycle, biological growth, stages of growth in 
information systems, growth model for integration between business planning and information systems 
planning, electronic commerce evolution, stages of knowledge management technology, and a number 
of other interesting developments in time perspectives. These models assume that predictable patterns 
(conceptualized in terms of stages or levels) exist in the growth of organizations and organizational 
parts, the sales levels of products, and the growth of living organisms. These stages are (1) sequential in 
nature, (2) occur as a hierarchical progression that is not easily reversed, and (3) evolve a broad range 
of organizational activities and structures.

This chapter starts with an introduction to stages of growth models. In the following sections we present 
the three-stage model for the evolution of IT outsourcing relationships (Gottschalk & Solli-Sæther, 2006). 
The three stages are labelled cost stage, resource stage, and partnership stage respectively. Theory-based 
benchmark variables for measuring maturity in IT outsourcing relationships are presented, followed by 
the stage hypothesis and a description of how benchmark variables are used to indicate characteristics 
at each stage of growth. Finally in this chapter, we present results from an exploratory study testing the 
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stage model. The purpose of this chapter is to develop a framework for improved understanding of the 
current situation in an IT outsourcing relationship in terms of a specific stage, to develop strategies for 
moving to a higher stage in the future, and to learn from earlier stage experience.

stagEs of growth modEls

Various multistage models have been proposed for organizational evolution over time. For example, 
Nolan (1979) introduced a model with six stages for information technology maturity in organizations, 
which later was expanded to nine stages. Earl (2000) suggested a stages of growth model for evolving 
the e-business, consisting of the following six stages: external communication, internal communica-
tion, e-commerce, e-business, e-enterprise, and transformation, while Rao and Metts (2003) describe a 
stage model for electronic commerce development in small and medium sized enterprises. In the area of 
knowledge management, Housel and Bell (2001) developed a five level model. In the area of knowledge 
management systems, Gottschalk (2007) developed a four-stage model applied to knowledge manage-
ment in law enforcement. Gottschalk and Tolloczko (2007) developed a maturity model for mapping 
crime in law enforcement, while Gottschalk and Solli-Sæther (2008) developed a maturity model for 
e-government interoperability. Each of these models identifies certain characteristics that typify firms 
in different stages of growth.

The concept of stages of growth has been widely employed for many years. Already two decades 
ago, Kazanjian and Drazin (1989) found that a number of multistage models have been proposed, which 
assume that predictable patterns exist in the growth of organizations, and that these patterns unfold as 
discrete time periods best thought of as stages. These models have different distinguishing characteris-
tics. Stages can be driven by the search for new growth opportunities or as a response to internal crises. 
Some models suggest that organizations progress through stages while others argue that there may be 
multiple paths through the stages. Kazanjian (1988) applied dominant problems to stages of growth. 
Dominant problems imply that there is a pattern of primary concerns that firms face for each theorized 
stage. In criminal organizations, for example, dominant problems can shift from lack of skills to lack of 
resources to lack of strategy associated with different stages of growth.

Kazanjian and Drazin (1989) argue that either implicitly or explicitly, stages of growth models share 
a common underlying logic. Organizations undergo transformations in their design characteristics, which 
enable them to face the new tasks or problems that growth elicits. The problems, tasks or environments 
may differ from model to model, but almost all suggest that stages emerge in a well-defined sequence, 
so that the solution of one set of problems or tasks leads to the emergence of a new set of problems and 
tasks, that the organization must address.

In IT outsourcing relationships it is often a requirement in the contracts that a relatively intimate 
relationship should be established between the outsourcing company and the outsourcing vendor (Kern 
& Blois, 2002). The existence of such a relationship may reduce the need for detailed monitoring of the 
performance of the outsourcing vendor by the outsourcing company. Ongoing relationships may lead to 
the establishment of trust and perceptions of common interest. The more the outsourcing vendor inter-
acts with the outsourcing company the more comfortable they are likely to feel with each other (Elitzur 
& Wensley, 1998). As most outsourcing relationships last for several years, it is not unlikely that they 
develop or transform from one stage to another as time passes by.
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This chapter applies cumulative theory that suggests stages of growth over time in organizational 
development (Frankfort-Nachmias & Nachmias, 2002; Nunnally & Bernstein, 1994). The research 
methodology applied in is content analysis (Weber, 1990) of outsourcing theories. This chapter uses IT 
outsourcing related literature and research to develop stages of growth model for IT outsourcing rela-
tionships. The model presented in the following sections might serve as a conceptual basis for further 
studies of this kind of relationship.

stagE 1: cost stagE

Initially, IT outsourcing is driven by cost concerns. According to neoclassical economic theory, firms 
outsource IT to attain cost advantages from assumed economies of scale and scope possessed by vendors 
(Ang & Straub, 1998). Neoclassical economic theory regards every business organization as a production 
function (Williamson, 2000), and where their motivation is driven by profit maximization. This means 
that companies offer products and services to the market where they have a cost or production advan-
tage. They rely on the marketplace where they have disadvantages. According to neoclassical economic 
theory, companies will justify their sourcing strategy based on evaluating possibilities for production 
cost savings. Thus, the question whether to outsource, is a question whether the marketplace can pro-
duce products and services at a lower price than internal production. In the context of IT outsourcing, a 
company will keep its IT function internally if this has production cost advantages, and it will outsource 
when the marketplace can offer production cost savings.

However, IT outsourcing causes additional costs occur that are labeled transaction costs. Transaction 
costs occur in the exchange between client and vendor. According to transaction cost theory, transaction 
costs are positively associated with (1) the necessity of investments in durable, specific assets, (2) infre-
quency of transacting, (3) task complexity and uncertainty, (4) difficulty in measuring task performance; 
and (5) independencies with other transactions. Hancox and Hackney (2000) interviewed IT managers 
to find support for the transaction cost theory in IT outsourcing. Many of the features of transaction cost 
economics could be identified in the outsourcing arrangements.

When entering an IT outsourcing arrangement, vendor and client sign a contract. An outsourcing 
contract provides a legally bound, institutional framework in which each party’s rights, duties, and 
responsibilities are codified and the goals, policies, and strategies underlying the arrangement are speci-
fied. Every outsourcing contract has the purpose of facilitating exchange and preventing opportunism. 
Luo (2002) examined how contract, cooperation, and performance are associated with each other. He 
argues that contract and cooperation are not substitutes but complements in relation to performance. A 
contract alone is insufficient to guide outsourcing evolution and performance. Since outsourcing involves 
repeated inter-organizational exchanges that become socially embedded over time, cooperation is an 
important safeguard mechanism mitigating external and internal hazards and overcoming adaptive limits 
of contracts, as we will see at higher levels of relationship maturity.

In an outsourcing relationship, the cooperating parties engage in an agency relationship defined as a 
contract under which one organization (the principal) engage another organization (the agent) to perform 
some service on its behalf which involves delegating some decision-making authority to the agent. Agency 
theory describes the relationship between the two parties. According to Eisenhardt (1985), agency theory 
is concerned with resolving two problems that can occur in agency relationships. The first is the agency 
problem that arises when the desires or goals of the principal and agent conflict, and it is difficult or 
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expensive for the principal to verify what the agent is actually doing. The second is the problem of risk 
sharing that arises when the principal and agent have different risk preferences (Gonzales, Gasco, & 
Liopis, 2005). These problems are well known in IT outsourcing. An example might be that the client 
organization wants to reduce its costs, while the vendor organization wants to maximize profits.

A final theory for the cost stage is the theory of firm boundaries. Firm boundaries – defined as the 
scope of revenue-sharing arrangements across individuals – reflect trade-offs associated with referral 
problems, which are problems of matching economic opportunities to individuals’ efficiency (Garicano 
& Hubbard, 2003). A large theoretical literature focuses on the question, ‘What determines firms’ bound-
aries?’ In our case of IT outsourcing, firms’ boundaries are determined by the extent to which there are 
large markets for specialization. If there are large markets for IT services available from vendors, then 
a client company will tend to outsource more of its internal IT function.

When an outsourcing relationship has solved all problems at the cost stage, the parties are ready for 
resource stage. Solving all problems implies that the client achieves intended cost savings, transaction 
costs are at acceptable level, the contract is successful in preventing opportunistic behavior, principal 
and agent avoids conflicts and the division of labor between client and vendor works satisfactorily.

stagE 2: rEsourcE stagE

The central tenet in resource-based theory is that unique organizational resources of both tangible and 
intangible nature are the real source of competitive advantage. With resource-based theory, organiza-
tions are viewed as a collection of resources that are heterogeneously distributed within and across 
industries. Outsourcing gives a client organization access to resources in the vendor organization as the 
vendor handles IT functions for the client. Vendor resources can produce innovation, which is essential 
for long-term survival of the client. Quinn (2000) argues that the time is right for outsourcing innova-
tion, because demand is growing fast in the global economy, creating a host of new specialist markets 
sufficiently large to attract innovation.

The value generation potential of an outsourcing relationship consists of three factors: client char-
acteristics, the vendor-client relationship, and vendor characteristics. A key client characteristic is an 
understanding of how to manage resources that a firm does not own. A key in the vendor-client relation-
ship is formal (contractual) aspect of the relationship. The third factor shaping the outsourcing value 
proposition is the vendor’s own capabilities. From an outsourcing vendor’s perspective, there are many 
potential opportunities and benefits for the client. These opportunities and benefits can be derived from 
the IT outsourcing vendor’s value proposition. Important vendor characteristics include capabilities such 
as technical competence, understanding the customer’s business, and relationship management.

Levina and Ross (2003) stressed the importance of vendor characteristics in terms of the vendor value 
proposition. The concepts of complementarities and competencies explain that outsourcing vendors can 
increase productivity and reduce costs on client projects by applying a set of complementary application 
management competencies. They identified three complementary vendor competencies: IT personnel 
development, methodology development and dissemination, and customer relationship management.

The value generation potential from vendor resources can be significant for the client. If the vendor 
has strategic resources, applications of these resources for the client can provide the client organization 
with sustained competitive advantage. Strategic resources are characterized by being valuable, rare, 
non-imitable, non-transferable, non-substitutable, combinable, and exploitable (Barney, 2002).
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The resource stage is not only characterized by access to vendor resources. Also, the client will focus 
on internal resources at this stage. Those resources are typically concerned with core competencies. 
After outsourcing, the client organization will typically focus on and strengthen its core competencies. 
Core competencies can be defined as the skills that are the determinant resources for a firm’s competi-
tive advantage. Quinn (1999) argues that core competencies are not products or ‘those things we do 
relatively well’. They are those activities – usually intellectually based service activities or systems – 
that the company performs better than any other enterprise. They are the set of skills and systems that 
a company does at best-in-the-world levels and through which a company creates uniquely high value 
for customers. According to the theory of core competencies, developing best-in-the-world capabilities 
is crucial in designing a core competency strategy. Long-term advantage will depend on identifying the 
next unique combination no one else is exploiting in the marketplace; however, sustainable competitive 
advantage is strongest if tied to firm-specific capabilities.

When the vendor value proposition is working in terms of successful application of vendor resources 
for the client organization, and when the client organization is able to work on its core competencies, 
then the relationship is ready to move from the resource stage to the partnership stage.

stagE 3: partnErshIp stagE

Partnership appears to be a less rigorously defined analytical framework than other theories such as 
transaction costs, agency and core competencies. Indeed, the very word ‘partnership’ has a more ev-
eryday ring to it and is associated with the readily understood characteristics, which may be found in a 
relationship between two or more parties in a particular context. Partnership’s treatment in the IS litera-
ture seems largely non-theoretical, perhaps reflecting a wide diversity of practical arrangements and the 
absence of a single commonly recognized theory. Although the sharing of risk and reward is sometimes 
mentioned in the IS literature (Tafti, 2005), often the emphasis is on intangibles, such as trust, comfort, 
understanding, flexibility, cooperation, shared values, goals, and problem solving, good interpersonal 
relation, and regular communication (Hancox & Hackney, 2000).

Partnership, often referred to as an alliance, has frequently been noted as a major feature of IT out-
sourcing. Alliances are broadly defined as collaborative efforts between two or more firms in which 
the firms cooperate in an effort to achieve mutually compatible goals that they could not achieve easily 
alone (Koh, Ang, & Straub, 2004).

According to relational exchange theory, a partnership is dependent on relational norms. Norms are 
expectations about behavior that are at least partially shared by a group of decision makers. Norms are 
important in relational exchange because they provide the governance rules of the game. Relational norms 
are based on the expectation of mutuality of interest, essentially prescribing stewardship behavior, and 
are designed to enhance the wellbeing of the relationship as a whole (Lambe, Spekman, & Hunt, 2000). 
Kern and Blois (2002) have studied norm development in a major IT outsourcing relationship. Their 
findings suggests: 1) where unusual organizational structure is proposed, management must recognize the 
possibility that norms dominant within the constituent organizations will not necessarily be compatible, 
2) where norms are not compatible the action must be taken through changing management schemes in 
order to develop appropriate norms, and 3) the development and initialization of new norms takes time. 
Norm development becomes more salient as the relationship matures.
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Social exchange theory suggests that each party in an exchange relationship compares the social and 
economic outcomes from these interactions to those that are available from exchange alternatives, which 
determines their dependence on the exchange relationship. Positive economic and social outcomes over 
time increase the partners’ trust of each other and commitment to maintaining the exchange relationship 
(Lambe, Wittmann, & Spekman, 2001).

A final theory that can illustrate the partnership stage is stakeholder theory. Stakeholder theory is 
concerned with balancing the interests of the stakeholders in an outsourcing relationship. According 
to Lacity and Willcocks (2000), there are four distinct client IT stakeholder groups and three distinct 
supplier IT stakeholder groups. The groups identified are customer senior business managers, customer 
senior IT managers, customer IT staff, customer IT users, and supplier senior managers, supplier ac-
count managers, and supplier IT staff. Upholding four principles: 1) honoring agreements, 2) avoiding 
lying, 3) respecting the autonomy of others, and 4) avoiding harm to other, are necessary precondition 
for efficient working. And thus, stakeholder theories of the firm establish economic relationships within 
a general context of moral management.

modEl stagEs

As illustrated in Figure 1, the cost stage is concerned with high economic benefits, low transaction 
costs, effective contracts, good principal-agent cooperation, and efficient division of labor from firm 
boundaries. The resource stage is concerned with access to vendor resources, resources for innovation, 
strategic resources, and development of core competencies in the client organization in terms of skills and 

Figure 1. Critical issues in each stage of maturity in outsourcing relationships



104

Maturity in Outsourcing Relationships

capabilities. The third and final partnership stage is concerned with alliance work, economic exchanges, 
mutual relational norms, social exchanges, and balancing stakeholder interests.

As an outsourcing relationship matures, the maturity model suggests that performance measures 
develop beyond cost minimization and operational efficiency into business productivity and technology 
innovation, and further into business benefits and achievement of mutual goals for client and vendor. The 
outsourcing contract changes focus from specified obligations and service level agreements, to availability 
of strategic resources, management of key competence and critical projects, to arrangements for profit 
sharing and personnel exchanges between vendor and client. As suggested by King and Teo (1997), the 
stages of growth are sequential in nature, occur as a hierarchical progression that is not easily reversed, 
and involve a broad range of organizational activities and structures.

BEnchmark valuEs

Benchmark variables in Table 1 indicate theoretical characteristics of each stage of maturity of the IT 
outsourcing relationship. For example, relationships at Stage 1 can theoretically be expected to conform 
to values of benchmark variables listed under Stage 1. It is possible for relationships at Stage 1 to have 
values of benchmark variables applicable to other stages. However, the values of benchmark variables 
indicate the most likely theoretical characteristics of each stage of integration. The benchmark variables 

Table 1. Characteristics of each stage of maturity of IT outsourcing relationships 

Stage 
Characteristics

Cost Stage Resource Stage Partnership Stage

BMK1: Economic benefits Cost minimization and opera-
tional efficiency

Business productivity 
Technology innovation

Business benefits 
Mutual goals

BMK2: Primary transac-
tions

Infrastructure Applications Joint investments

BMK3: Contractual com-
pleteness

Specified obligations 
Service level agreements

Key competence 
Critical projects 
Access to resources

Profit sharing 
Personnel exchanges

BMK4: Vendor behavior 
control

Service level agreement 
Costs

Project performance 
Service quality

Strategy implementation

BMK5: Demarcation of la-
bor

Procurement Innovation projects Continuous innovation

BMK6: Core competence 
management

Client defines technology re-
quirements and business needs

Vendor is regarded as a 
strategic resource

Co-developing business processes

BMK7: Vendor resource 
exploitation

Excellent operations Technology initiatives Complementary capabilities, skills, 
competences, and methods

BMK8: Alliance exploita-
tion

Account manager 
IT manager

Operations manager Divi-
sion manager

Business manager

BMK9: Relationship exploi-
tation

Interfirm information sharing Joint planning Relational norms

BMK10: Social exchange 
exploitation

Low Medium High

BMK11: Stakeholder man-
agement

Economic interests has priority Recognizing a number of 
stakeholder groups

Balancing interests
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are adapted from Gottschalk and Solli-Sæther (2005). Based on extensive literature review of outsourc-
ing theories, they identified and empirically tested eleven critical success factors for IT outsourcing 
relationships. These factors are used as the basis for development of benchmark variables. The values 
of each benchmark variable in each of the three stages are discussed below.

Bmk1: Economic Benefit

As shown in Table 1, for Benchmark variable 1 (BMK1), the economic benefit from the relationship var-
ies at the different stages. At stage 1, the outsourcing relationship focuses primarily on cost minimization 
and operational efficiency. This gradually changes as the relationship matures and vendor resources are 
leveraged towards increased client business productivity and technology innovation (Stage 2). At Stage 
3, there is a joint focus on business benefits and mutual goals.

Bmk2: primary transactions

Table 1 shows how the primary transactions of the relationship (BMK2). In Stage 1 primary transac-
tions are related to infrastructure operations. Typically better-cost performance can be obtained when 
vendor take care of IT infrastructure operations. In Stage 2, the vendor is regarded as a resource and is 
likely to take care of business applications. As client and vendor do joint investments in infrastructure 
and business applications, they mature into the partnership stage (Stage 3).

Bmk3: contractual completeness

Key IT outsourcing contractual issues are such as service levels, transfer of assets, staffing, pricing and 
payment, warranty and liability, dispute resolution mechanisms, termination, intellectual property mat-
ters, and information security (Lee, 1996). The focus on contractual issues changes as the relationship 
matures (BMK3). In Stage 1 the two parties focus heavily on specified obligations and service levels. As 
agreed-upon operational performance is established the relationship move towards the resource stage, 
where project performance and overall service quality is the main focus (Stage 2). As the relationship 
matures cooperation becomes more prominent overcoming adaptive limits of contract. In Stage 3 contract 
and cooperation are associated with profit sharing and personnel exchange.

Bmk4: vendor Behavior control

As the outsourcing relationship matures, the mechanisms for vendor behavior control changes (BMK4) 
from a structured focus on operational efficiency to a more unstructured concern for the relationship’s 
impact on strategic direction. In Stage 1 this means a strong focus on measurement of service levels and 
performance criteria. The emphasis gradually shifts to overall service quality (Stage 2). Ultimately, the 
performance criteria should be on the long-term impact on the organization (Stage 3).

Bmk5: demarcation of labor

Theorists have proposed that firms’ boundaries reflect the division of labor across individuals (Garicano 
& Hubbard, 2003). Whether a set of task is organized within one or multiple firms depends on the extent 
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to which individuals specialize. Demarcation of labor changes as the relationship matures (BMK5). In 
Stage 1, the division of labor between the two contractual parties is specialized following the scope of 
the contract. To secure economic opportunities of the deal, the guiding principle is following that of 
procurement In Stage 2, specialization is no longer a hindrance to work together in innovative project. 
Finally, the parties work close together doing continuous innovation (Stage 3), but with different spe-
cialization and job design.

Bmk6: core competence management

Core competence management is the sixth benchmark variable (BMK6) in Table 1. Outsourcing place 
responsibilities for the IT function in the hands of the constituent most capable of performing these 
successfully. At Stage 1 in the relationship the client defines business needs, whereas the vendor is 
regarded as a contractual partner necessary to fulfill them. In IT outsourcing client companies transfer 
IT assets and employees to vendor companies. These employees formally leave their organization and 
get transplanted into the vendor company, which employs them and offers their services back to the 
original employer for a service fee. As these employees previously worked for client organization they 
have developed competencies and skills about client core competence (Sommer, 2003). When this com-
petence is recognized as valuable, rare, and appropriable for client organization, they become a strategic 
resource (Stage 2). As relationship maturity continues to grow client and vendor are co-developing 
business processes (Stage 3).

Bmk7: vendor resource Exploitation

Outsourcing is a strategic decision (Perrons & Platts, 2004), which can be used to fill gaps in the firm’s 
resources and capabilities (Grover, Cheon, & Teng, 1996). The level of exploiting vendor resources is 
the basis for the seventh benchmark variable (BMK7) in Table 2 In the first stage, the obligation of ven-
dor resources is to secure excellent operations (Stage 1). As the relationship matures in Stage 2, vendor 
resources make technology initiatives to the client. In resource-based theory firms are considered to be 
highly heterogeneous, and the bundles of resources available to each firm are different. At Stage 3, the 
vendor represents a set of complementary capabilities, skills, competences, and methods.

Bmk8: alliance Exploitation

Alliances are broadly defined as collaborative efforts between two or more firms in which the firm pool 
their resources in an effort to achieve mutually compatible goals that they cold not achieve easily alone 
(Lambe, Spekman, & Hunt, 2002). IT outsourcing relationships are collaborative in nature, and can be 
classified as a partnership or alliance. This benchmark variable (BMK8) identifies the level of partner-
ship manager. At Stage 1, the managers involved are typically vendor account managers and client IT 
managers. The objective of these managers is most likely focused around services deliveries and costs. 
As the relationship matures, vendor operation managers and client division mangers get involved to 
make sure business needs are fulfilled (Stage 2). Finally at Stage 3, business managers get involved to 
ensure that any tangible or intangible resource is available for use.
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Bmk9: relationship Exploitation

A key to determine how efficiently the relationship is carried out lies in the relational norms between the 
client and vendor (BMK9). At Stage 1, interfirm information sharing is established. Then, at Stage 2 the 
parties engage in joint planning. And finally in a mature relationship the parties have developed and use 
relational norms that can simplify and smooth processes and activities between them (Stage 3).

Bmk10: social Exchange Exploitation

Social exchange exploitation is the tenth benchmark variable (BMK10) in Table 1 The need for social 
exchange is created by the scarcity of resources, prompting actors to engage one another to obtain valu-
able input. This is voluntary action of individuals that are motivated by return they are expected to bring 
and typically in fact bring from others (Das & Teng, 2002). In the first stage of the relationship, social 
exchange is generally low (Stage 1). Interpersonal exchanges that are not purely economic, is not carried 
out. However, as the relationship matures resources individuals recognize the value of non-economic 
exchange (Stage 2). At Stage 3 social exchange is high, and is recognized as one important factor not 
to misperceive each other.

Table 2. Characteristics of respondents (n = 116) 

Measure Items Frequencies Percent

Value creation logic Value chain 72 62.1%

Value shop 29 25.0%

Value network 15 12.9%

Annual sales ($ Million) Below 100 19 16.4%

100 – 199 31 26.7%

200 – 299 15 12.9%

300 – 399 10 8.6%

400 – 499 8 6.9%

500 – 999 9 7.7%

Above 1000 8 6.9%

Missing data 16 13.8%

Number of employees Less than 200 45 38.8%

200 – 499 35 30.2%

500 – 999 13 11.2%

1,000 – 1,999 10 8.6%

2,000 – 2,999 7 6.0%

Above 3,000 6 5.2%

Respondents hierarchical level Vice President/CFO 10 8.6%

Director (of Finance) 53 45.7%

Manager (of Finance) 38 32.8%

Controller/Accountant 8 6.9%

Others 7 6.0%
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Bmk11: stakeholder management

Firms have responsibilities to stakeholders for moral reasons, and there is no priority of one set of interests 
over another (BMK11). All stakeholder groups are presumed to have significant differences in expecta-
tions and goals regarding IT outsourcing. At Stage 1, economic interests override other interests. As the 
maturity increases, different stakeholder groups are recognized (Stage 2). In Stage 3, the relationship is 
upholding the interest of different stakeholder groups with the principles of moral management.

The benchmark variables in Table 1 indicate theoretical characteristics of each stage of maturity of the 
IT outsourcing relationship. If the eleven benchmark variables are to be successful in classifying maturity 
of IT outsourcing relationship, empirical evidence should conform closely to the proposed conceptual 
formulations in Table 1. For example, in terms of economic benefits (BMK1), parties in stage 1 should 
generally describe their relationship as focused on ‘cost minimization and operational efficiency’, and 
parties in stage 2 should generally describe their relationship as focused on ‘technology innovation’, 
and parties in stage 3 should generally describe their relationships as focused on ‘business benefits and 
mutual goals’, according to the patterns for BMK1 in Table 1.

thE stagE hypothEsIs

In the literature models have been labeled maturity models, development models and stage models. The 
basic idea is the same: An evolution in terms of aggregation and accumulation. What we are suggesting 
here by means of the levels of growth model with benchmark variables is a stage hypothesis. A stage 
model is based on a number of assumptions and that is why it is called a stage hypothesis. It assumes 
that predictable patterns (conceptualized in terms of stages) exist in the growth of a phenomenon such 
as maturity in an IT outsourcing relationship. It assumes that stages are sequential in nature, occur as a 
hierarchical progression that is not easily reversed, and evolve a broad range of organizational activities 
and structures (King & Teo, 1997).

The following level in the maturity model does not only represent a progression and an improve-
ment when compared to the previous level. The next level also involves new kinds of challenges for 
the organization. The kinds of problems to be solved at the next level are different from those problems 
solved at the previous level. Problems, challenges and solutions change as an organization moves from 
one level to the next in Figure 1.

Benchmark variables should involve activities and structures that are characteristic for each stage 
of maturity. Relationships at Stage 1 can theoretically be expected to conform to values of benchmark 
variables listed under Stage 1. It is possible for relationships at Stage 1 to have values of benchmark 
variables applicable to other stages. However, the values of benchmark variables indicate the most likely 
theoretical characteristics of each stage of maturity in IT outsourcing relationships.

The stage hypothesis suggested here might be formulated in two parts:

• Hypothesis 1: Values of benchmark variables for maturity in IT outsourcing relationships will 
significantly correspond with their conceptual stage formulations given (in Table 1).

• Hypothesis 2: The stages of maturity in IT outsourcing relationships show predictable patterns of 
growth from cost stage, to resource stage, and into partnership stage.
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The stage hypothesis is based on the following implications when moving from one stage to the next 
stage. Stating that organizations suffer under lack of maturity in IT outsourcing relationships means that 
maturity research efforts should be spent in finding out which level of maturity an organization might 
strive for. To guide developmental energies at lower levels of orientation, which provide additional un-
derstanding of the transitional events, individuals and organizations have to accumulate experience in 
order to move and grow from one stage of development to the next. The stages of growth are sequential 
in nature, occur as a hierarchical progression that is not easily reversed, and involve a broad range of 
organizational activities and structures.

The evolving maturity model of IT outsourcing relationships assumes predictable patterns of growth. 
When an outsourcing relationship has solved all problems at the cost stage, the parties are ready for 
resource stage. Solving all problems in the cost stage implies that the client achieves intended cost 
savings, transaction costs are at acceptable level, the contract is successful in preventing opportunistic 
behavior, principal and agent avoids conflicts and the division of labor between client and vendor works 
satisfactorily. When the vendor value proposition is working in terms of successful application of vendor 
resources for the client organization, and when the client organization is able to work on its core com-
petencies, then the relationship is ready to move from the resource stage to the partnership stage.

Benchmark variables are used to indicate characteristics at each stage of growth as illustrated in Fig-
ure 2. Measurement is carried out using Guttman scales. The purpose is to identify the average level at 
which the organization is currently. A wide distribution of answers might indicate that the organization 
has a very unclear understanding of what and why efforts currently are underway in their relationship 
with other organizations. Two co-operating parties might compare their results in terms of level and 
benchmark values.

For many outsourcing relationships, it is crucial and critical to be moving from one level to the next 
level:

Efforts should be spent finding out which level of maturity the organization should strive for.• 
Individuals and organizations have to accumulate experience in order to move and grow from one • 
level of development to the next.
The levels of maturity are sequential in nature, they occur as a hierarchical progression that is not • 
easily reversed, and involve a broad range of organizational activities and structures.

Figure 2. Benchmark variables are used to indicate characteristics at each stage level
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Exploratory study of clIEnt companIEs

In the following, results from an empirical test of the three stage maturity model for IT outsourcing 
relationships is presented (Solli-Sæther & Gottschalk, 2008). Although past research has identified key 
elements in customer-supplier outsourcing relationships (Lacity & Willcocks, 2000), and considered the 
role of norms in outsourcing relationships (Kern & Blois, 2002), empirical research focusing specifi-
cally on the level of maturity is relatively sparse. This study extends existing research by validating the 
maturity model for IT outsourcing relationships. The underlying logic of most stages of growth models 
is that organizations undergo transformations in their characteristics when moving from one stage to the 
next, enabling them to face new tasks or problems that growth elicits (Kazanjian & Drazin, 1989).

research methodology

The sample of this survey comprised the 657 largest Norwegian firms, all of them with turnover of more 
than 500 MNOK (about $80 million) in year 2005. The sample was selected because firms listed as 
medium and large in size are likely to have more experience with outsourcing relationships than smaller 
firms. A letter was sent to the companies’ senior financial executive, asking them to participate in the 
survey by following a link to an electronic questionnaire prepared using the web-based tool ConfirmIt. 
A follow-up letter was sent about one month after the initial letter. Useable responses were returned by 
116 firms (17.6%). A summary of the characteristics of respondents is shown in Table 2. Respondents 
came from a wide range of industries with most coming from manufacturing firms (value creation logic 
as chain). The annual sales revenue was widely distributed, from anticipated $80 million to above $10 
billion. The number of employees in each firm varied. There was a predominance of firms below 1,000 
employees. Around 54.3% of the respondents were senior executives at the director level or higher.

In the data collection instrument, the stages of maturity of the IT outsourcing relationship that are 
presented in Figure 1 were described. Respondents were asked to indicate their firm’s path of evolution 
as well as the stage that best described their firm’s current level of maturity. This type of self-typing 
paragraph approach has been used in organizational research before (e.g., King & Teo, 1997). In addi-
tion, for each benchmark variable, three levels of maturity were described corresponding to the values 
for that benchmark variable for the three stages. Respondents were asked to select the characteristic that 
most closely described their companies’ present situation. A similar methodology has been used by King 
& Teo (1997) in their empirical testing of benchmark variables for integration of business planning and 
information systems planning.

The current maturity model was measured by asking respondents to place a check mark beside one 
of the three descriptions of maturity level. We tried to make the descriptions and conceptual representa-
tions as clear and concise as possible. We evaluated the descriptions through discussions with outsourc-
ing practitioners in two companies. None of our discussion partners had difficulties understanding or 
distinguishing between phases of maturity.

Table 3 shows the number of responding organizations currently operating at each stage of maturity. 
Generally, cost stage occurs most often (52.6%), followed by resource stage (39.7%) and partnership 
stage (7.8%). This was not unexpected as the model assumes predictable patterns of growth, where or-
ganizations are likely to start solving problems in the cost stage before moving on to the resource stage 
and the partnership stage. Very few companies indicated that they had reached full integration. Note that 
in stage 3 the sample size is relatively small.
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validating the Benchmark variables

When testing hypotheses, values of benchmark variables are expected to correspond statistically with 
conceptual formulations. In this approach, the Kruskal-Wallis test for 3 or more independent samples 
(Kruskal & Wallis, 1952) was applied. As a reminder, the assumptions of the one-way ANOVA for 
independent samples are: that the scale on which the dependent variable is measured has the properties 
of an equal interval scale; that the k samples are independently and randomly drawn from the source 
population(s); that the source population(s) can be reasonably supposed to have a normal distribution; 
and that the k samples have approximately equal variances. Unlike the parametric independent group 
ANOVA, the Kruskal-Wallis test is non-parametric making no assumptions about the distribution of the 
data (e.g., normality) (Sidney & Castellan, 1988).

To assess the effects of the eleven benchmark variables, companies where subdivided into 3 groups 
based on scores from a textual description of their outsourcing relationship maturity. These three groups 
were presented in Table 3. As we expect maturity level to grow as companies gain experience with 
outsourcing, it is not reasonable to assume the underlying source population to be normally distributed. 
In this case, an appropriate non-parametric alternative to the one-way independent-samples ANOVA 
can be found in the Kruskal-Wallis test. The null hypothesis for the comparison of three independent 
groups is that the samples come from identical populations. Notice that the hypothesis makes no as-
sumptions about the distribution of the populations. The test statistics for the Kruskal-Wallis test is H. 
If H exceeds the critical value for H at some significance level it means that there is evidence to reject 
the null hypothesis in favor of the alternative hypothesis.

For benchmark variables 1, 2, 4, 6 and 7, we found significant differences between group means 
(Kruskal-Wallis test, P is less than 0.05). The samples of benchmark variable economic benefit (BMK1) 
come from different population (H=15.178, 2 d.f., P=0.001), and it has increasing group mean for the 
three samples. This fits well with our hypothesis of increasing maturity from cost minimization and 
operational efficiency (stage 1), through business productivity and technology innovation (stage 2), and 
finally business benefits and mutual goals (stage 3).

The samples of benchmark variable vendor behavior control (BMK4) comes from different samples 
(H=10.169, 2 d.f., P=0.006), and we see an increasing group mean from service level agreement (stage 
1), through project performance (stage 2), and finally strategy implementation (stage 3). Likewise, the 
samples of benchmark variable vendor resource exploitation (BMK7) comes from different samples 
(H=9.067, 2 d.f., P=0.011), with increasing group mean from excellent operations (stage 1), through 
technology initiatives (stage 2), and finally complementarities (stage 3).

For benchmark variable primary transactions (BMK2) we find three samples (H=10.762, 2 d.f., 
P=0.005). Looking at group means, we can see the path of growth is not according to our hypothesis. 

Table 3. Distribution of stages of maturity 

Maturity Number Percent

Cost stage (stage 1) 61 52.6%

Resource stage (stage 2) 46 39.7%

Partnership stage (stage 3) 9 7.8%

Total 116 100%
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Group mean of application (stage 2) has higher value than joint investments (stage 3). For benchmark 
variable core competence management (BMK6) we also find three different samples (H=6.330, 2 d.f., 
P=0.042). We found co-developing business processes (stage 3) as the group mean with lowest value.

Thus, our set of benchmark variables was not successful. They were all derived from outsourcing 
theories as listed by Gottschalk and Solli-Sæther (2006). Only 3 out of 11 benchmark variables were 
found to support our hypothesis. First, in terms of economic benefits (BMK1), cost minimization and 
operational efficiency belonged to stage 1, while business productivity and technology innovation be-
longed to stage 2, and business benefits and mutual goals belonged to stage 3. Second, vendor behavior 
control (BMK4) was statistically significant by cost stage being associated with service level agreement 
and cost, resource stage being associated with project performance and service quality, and partnership 
being associated with strategy implementation. Finally, vendor resource exploitation (BMK7) was 
characterized by excellent operations at the cost stage, technology initiatives at the resource stage, and 
complementary capabilities, skills, competencies, and methods at the partnership stage.

For benchmark variable primary transactions (BMK2) and benchmark variable core competence 
management (BMK6) we found three different samples. Looking at group means the path of growth was 
not according to our hypothesis. Explanations for this counter-intuitive result can be found in construct, 
formulation, as well as measurement errors. Hence, our first research hypothesis found only support in 3 
out of 11 benchmark variables, making it important in future research to identify alternative benchmark 
variables that might supplement the three variables confirmed in this research.

Analyzing hypothesis two, where the maturity model suggests predictable patterns of growth, we asked 
respondents to indicate (textually) the development of the relationship in terms of duration at each stage 
and the reason for changing from previous stage. Findings from this question were somewhat difficult 
to analyze, as very few respondents had a clear statement regarding duration of each stage. Companies 
at the cost stage reported they were still focusing on costs, and they will continue to do so for a long 
time. Reasons for change from previous stage were not applicable to these companies. Companies at 
the resource stage reported availability of resources and competence as the most important reason for 
change. Other reasons for change included more complex IT, exploiting vendor resources, and strategic 
decision to focus on internal core competencies. Although companies had changed their main focus after 
a few years at cost stage, costs were still important as they moved into the resource stage. Only a few 
companies reported they were at partnership stage (see Table 3). The reasons for change were reported 
as convenience, natural progression in a long lasting relationship, and vendor experience.

Overall, statements supplied by responding companies provided limited support for the stages of 
growth model. Reasons may be found in both reality and our research design. Future empirical research 
might rephrase some of our questions into measuring more closely intentions and perceptions.

Despite limited support for the stage model, some policy implications can be derived from our re-
search. First, economic benefits should always be visible and achieved in outsourcing relationships. It 
will not be acceptable for partners to argue that a relationship is “strategic” or “long-term” to avoid the 
topic of how much it actually costs. Next, an outsourcing relationship should always strive to have a 
content of more than accounting and service level agreements. The ambition should be to explore re-
sources available to the IT service provision, before entering the stage of “marriage” in terms of mutual 
long-term dependency. In this evolution, leadership will be of critical importance (Andresen, Ekker, & 
Gottschalk, 2007), as well as creativity (Dean, Fashing, Gottschalk, & Solli-Sæther, 2008) and culture 
(Glomseth & Gottschalk, 2008).



113

Maturity in Outsourcing Relationships

managerial and research Implications

The conceptual framework of the maturity model for IT outsourcing relationships (Gottschalk & Solli-
Sæther, 2006) has been proposed for organizational evolution over time. According to Lavoie and Culbert 
(1978), organization development, to be effective, should link with the progressively mature reasoning 
processes which characterize managers working within increasingly higher stages in the evolution of an 
organization. To guide developmental energies at lower levels of orientation, which provide additional 
understanding of the transitional events, individuals and organizations have to accumulate experience 
in order to move and grow from one stage of development to the next. As suggested by King and Teo 
(1997), the stages of growth are sequential in nature, occur as a hierarchical progression that is not easily 
reversed, and involve a broad range of organizational activities and structures.

When client and vendor companies enter an outsourcing relationship, client companies tend to fo-
cus on economic benefits. Economic benefits are initially measured in terms of cost minimization and 
operational efficiency, evolving into business productivity and technology innovation, and ending in 
business benefits and mutual goals. Accordingly, companies move from the cost stage, via the resource 
stage to the partnership stage. This result was empirically supported in the reported research.

Three benchmark variables found support in our empirical study. First in terms of economic ben-
efits, cost minimization and operational efficiency belonged to stage 1, while business productivity and 
technology innovation belonged to stage 2, and business benefits and mutual goals belonged to stage 3. 
Second, vendor behavior control was statistically significant by cost stage being associated with service 
level agreement and cost, resource stage being associated with project performance and service quality, 
and partnership being associated with strategy implementation. Finally, vendor resource exploitation 
was characterized by excellent operations at the cost stage, technology initiatives at the resource stage, 
and complementary capabilities, skills, competencies, and methods at the partnership stage.

However, most of the benchmark variables in this research as well as the progression model suggested, 
found limited support in our empirical material. Future research will have to carefully evaluate the stage 
model, benchmark variables as well as measurement issues concerned with stages of growth.

conclusIon

Based on interpretations of relevant organizational and managerial theories as discussed in Chapter 2, 
a three-stage maturity model for IT outsourcing relationships was developed. The purpose of the model 
is both to understand the current situation in the relationship in terms of a specific stage and to develop 
strategies for moving to a higher stage in the future. The first stage is the cost stage. This stage is based on 
transaction cost theory, neoclassical economic theory, contractual theory, theory of firm boundaries, and 
agency theory. The second stage is the resource stage. This stage is based on core competencies theory 
and resource-based theory. The third and final stage is the partnership stage, which is based on partner-
ship and alliance theory, relational exchange theory, stakeholder theory, and social exchange theory.

Managing successful IT outsourcing relationships depends on an understanding of the relationship state 
and development. The proposed maturity model for IT outsourcing relationship can help both clients and 
vendors in outsourcing relationships understand both current state and future direction of development 
in their relationship. If the relationship is at the cost stage, both parties must accept a cost focus. It will 
be damaging to the relationship if the client is still cost focused, while the vendor is appealing to alliance 
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and partnership attention. To be successful, both parties must agree to move on to higher relationship 
stages. If the client has economic problems and continues paying main attention to costs, the vendor 
has no other choice but to respond to cost issues. If the vendor invites the client into a partnership with 
mutual new gains, the client has no other choice but to respond to this invitation.

rEfErEncEs

Andresen, R., Ekker, K., & Gottschalk, P. (2007). Critical success factors from outsourcing theories as 
determinants of leadership roles in IT outsourcing projects. International Journal of Management and 
Enterprise Development, 4(4), 477–487. doi:10.1504/IJMED.2007.013158

Ang, S., & Straub, D. W. (1998). Production and Transaction Economics and IS Outsourcing: A study 
of the U.S. Banking Industry. MIS Quarterly, 22(4), 535–552. doi:10.2307/249554

Barney, J. B. (2002). Gaining and Sustaining Competitive Advantage. Upper Saddle River, NJ: Prentice 
Hall.

Das, T. K., & Teng, B.-S. (2002). Alliance Constellations: A Social Exchange Perspective. Academy of 
Management Review, 27(3), 445–456. doi:10.2307/4134389

Dean, G., Fashing, I. A., Gottschalk, P., & Solli-Sæther, H. (2008). Investigative thinking and creativity: 
an empirical study of police detectives in Norway. International Journal of Innovation and Learning, 
5(2), 170–185. doi:10.1504/IJIL.2008.016763

Earl, M. J. (2000). Evolving the E-business. Business Strategy Review, 11(2), 33–38. doi:10.1111/1467-
8616.00135

Eisenhardt, K. M. (1985). Control: organizational and economic approaches. Management Science, 
31(2), 134–149. doi:10.1287/mnsc.31.2.134

Elitzur, R., & Wensley, A. (1998). Game Theory and IS Outsourcing Contracts. In L. P. Willcocks & M. 
C. Lacity (Eds.), Strategic Sourcing of Information Systems. Perspectives and Practices. Chichester, 
UK: John Wiley & Sons.

Frankfort-Nachmias, C., & Nachmias, D. (2002). Research Methods in the Social Sciences (Fifth Ed.). 
London: Arnold.

Garicano, L., & Hubbard, T. N. (2003). Firms’ Boundaries and the Division of Labor: Empirical Strategies. 
Journal of the European Economic Association, 1(2/3), 495–502. doi:10.1162/154247603322391134

Glomseth, R., & Gottschalk, P. (2008). Predictors of police officers’ involvement: an empirical study 
of occupational culture in the Norwegian antiterror police. International Journal of Management and 
Enterprise Development, 5(2), 251–263. doi:10.1504/IJMED.2008.016975

Gonzales, R., Gasco, J., & Liopis, J. (2005). Information systems outsourcing risks: a study of large 
firms. Industrial Management & Data Systems, 105(1), 45–61. doi:10.1108/02635570510575180



115

Maturity in Outsourcing Relationships

Gottschalk, P. (2007). Knowledge Management in Law Enforcement: Technologies and Techniques. 
Hershey, PA: Idea Group Publishing.

Gottschalk, P., & Solli-Sæther, H. (2005). Critical success factors from IT outsourcing theories: an empirical 
study. Industrial Management & Data Systems, 105(5), 685–702. doi:10.1108/02635570510606941

Gottschalk, P., & Solli-Sæther, H. (2006). Maturity model for IT outsourcing relationships. Industrial 
Management & Data Systems, 106(2), 200–212. doi:10.1108/02635570610649853

Gottschalk, P., & Solli-Sæther, H. (2008). Stages of e-government interoperability. Electronic Govern-
ment, an International Journal, 5(3), 310-320.

Gottschalk, P., & Tolloczko, P. (2007). Maturity model for mapping crime in law enforcement. Electronic 
Government, an International Journal, 4(1), 59-67.

Grover, V., Cheon, M. J., & Teng, J. T. C. (1996). The Effect of Service Quality and Partnership on the 
Outsourcing of Information Systems Functions. Journal of Management Information Systems, 12(4), 
89–116.

Hancox, M., & Hackney, R. (2000). IT outsourcing: frameworks for conceptualizing practice and percep-
tion. Information Systems Journal, 10(3), 217–237. doi:10.1046/j.1365-2575.2000.00082.x

Housel, T., & Bell, A. H. (2001). Measuring and managing knowledge. Boston: MacGraw-Hill Irwin.

Kazanjian, R. K. (1988). Relation of dominant problems to stages of growth in technology-based new 
ventures. Academy of Management Journal, 31(2), 257–279. doi:10.2307/256548

Kazanjian, R. K., & Drazin, R. (1989). An empirical test of a stage of growth progression model. Man-
agement Science, 35(12), 1489–1503. doi:10.1287/mnsc.35.12.1489

Kern, T., & Blois, K. (2002). Norm development in outsourcing relationship. Journal of Information 
Technology, 17(1), 32–42. doi:10.1080/02683960210137174

Kern, T., & Willcocks, L. P. (2002). Exploring relationship in information technology outsourcing: the 
interaction approach. European Journal of Information Systems, 11(1), 3–19. doi:10.1057/palgrave/
ejis/3000415

King, W. R., & Teo, T. S. H. (1997). Integration Between Business Planning and Information Systems Plan-
ning: Validating a Stage Hypothesis. Decision Sciences, 28(2), 279–308. doi:10.1111/j.1540-5915.1997.
tb01312.x

Koh, C., Ang, S., & Straub, D. W. (2004). IT Outsourcing Success: A Psychological Contract Perspec-
tive. Information Systems Research, 15(4), 356–373. doi:10.1287/isre.1040.0035

Kruskal, W., & Wallis, A. (1952). Use of ranks in one-criterion variance analysis. Journal of the American 
Statistical Association, 47(260), 583–621. doi:10.2307/2280779

Lacity, M. C., & Willcocks, L. P. (2000). Relationships in IT Outsourcing: A Stakeholder Perspective. In 
R. W. Zmud (Ed.), Framing the Domains of IT Management: Projecting the Future Through the Past. 
Cincinnati, OH: Pinnaflex Educational Resources.



116

Maturity in Outsourcing Relationships

Lambe, C. J., Spekman, R. E., & Hunt, S. D. (2000). Interimistic Relational Exchange: Conceptualiza-
tion and Propositional Development. Journal of the Academy of Marketing Science, 28(2), 212–225. 
doi:10.1177/0092070300282003

Lambe, C. J., Spekman, R. E., & Hunt, S. D. (2002). Alliance Competence, Resources, and Alliance 
Success: Conceptualization, Measurement, and Initial Test. Journal of the Academy of Marketing Sci-
ence, 30(2), 141–158. doi:10.1177/03079459994399

Lambe, C. J., Wittmann, C. M., & Spekman, R. E. (2001). Social Exchange Theory and Research on 
Business-to-Business Relational Exchange. Journal of Business-To-Business Marketing, 8(3), 1–36. 
doi:10.1300/J033v08n03_01

Lavoie, D., & Culbert, S. A. (1978). Stages in organization and development. Human Relations, 31(5), 
417–438. doi:10.1177/001872677803100503

Lee, M. K. O. (1996). IT outsourcing contracts: practical issues for management. Industrial Management 
& Data Systems, 96(1), 15–20. doi:10.1108/02635579610107684

Levina, N., & Ross, J. W. (2003). From the Vendor’s Perspective: Exploring the Value Proposition in 
Information Technology Outsourcing. MIS Quarterly, 27(3), 331–364.

Luo, Y. (2002). Contract, cooperation, and performance in international joint ventures. Strategic Man-
agement Journal, 23(10), 903–919. doi:10.1002/smj.261

Nolan, R. L. (1979). Managing the crisis in data processing. Harvard Business Review, 57(2), 115–
116.

Nunnally, J. C., & Bernstein, I. H. (1994). Psychometric theory (Third Ed.). New York: McGraw-Hill.

Perrons, R. K., & Platts, K. (2004). The role of clockspeed in outsourcing decisions for new technolo-
gies: insights from the prisoner’s dilemma. Industrial Management & Data Systems, 104(7), 624–632. 
doi:10.1108/02635570410550287

Quinn, J. B. (1999). Strategic Outsourcing: Leveraging Knowledge Capabilities. Sloan Management 
Review, 40(4), 9–21.

Quinn, J. B. (2000). Outsourcing Innovation: The New Engine of Growth. Sloan Management Review, 
41(4), 13–28.

Rao, S. S., & Metts, G. (2003). Electronic commerce development in small and medium sized 
enterprises: A stage model and its implications. Business Process Management, 9(1), 11–32. 
doi:10.1108/14637150310461378

Sidney, S., & Castellan, N. J. J. (1988). Nonparametric Statistics for the Behavioral Sciences. New 
York: McGraw-Hill.

Solli-Sæther, H., & Gottschalk, P. (2008). Maturity in IT outsourcing relationships: an explor-
atory study of client companies. Industrial Management & Data Systems, 108(5), 635–649. 
doi:10.1108/02635570810876769



117

Maturity in Outsourcing Relationships

Sommer, R. (2003). Business process flexibility: a driver for outsourcing. Industrial Management & 
Data Systems, 105(5), 549–560.

Tafti, M. H. A. (2005). Risk factors associated with offshore IT outsourcing. Industrial Management & 
Data Systems, 105(5), 549–560. doi:10.1108/02635570510599940

Weber, R. P. (1990). Basic Content Analysis (2nd Ed.). Newbury Park, NY: Sage Publications.

Williamson, O. E. (2000). The New Institutional Economics: Taking Stock, Looking Ahead. Journal of 
Economic Literature, 38(3), 595–613.



118

Copyright © 2010, IGI Global. Copying or distributing in print or electronic forms without written permission of IGI Global is prohibited.

Chapter 6

Costs, Benefits, and Risks

Managing costs successfully requires more than traditional cost accounting. It requires an understand-
ing of cost-influencing factors based on cost-explaining theories, such as production and transaction 
economics, hidden costs, and contract termination costs. Managing IT outsourcing successfully implies 
that costs are not judged in isolation. Rather costs are compared to benefits, before judgments on cost 
level and development occur. In this chapter, we discuss production and transaction economics, hidden 
costs and contract termination costs, and we will also take a look at benefits and risk behavior.

productIon and transactIon EconomIEs

The neo-classical economic perspective of a firm regards an organization as a production function mo-
tivated by profit-maximization. The choice of alternative IT sourcing arrangements is thus treated as a 
traditional make-or-buy decision, hinging on efficiency considerations of production costs savings or 
operational advantage. Seeking economic efficiency, firms will attempt to obtain all factors of produc-
tion at the lowest possible price to achieve the least costly methods of operations. From this theoretical 
standpoint of production economic efficiency, the decision to outsource IS services are determined by the 
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relative production costs of market versus internal operations. Since IT providers may reap economics 
of scale via specialization or possess special skills, knowledge or technology in managing and operating 
IT, we would expect that the greater the production cost advantage of IT service-providers, the more 
likely the firm will outsource its IS services (Ang, 1993).

Transaction cost economics extends the neo-classical economic perspective of the firm by contending 
that market transactions are not frictionless. Transaction costs are those costs incurred to ensure proper 
execution of the contracting process. Transaction costs include the costs of creating and maintaining an 
exchange relationship, that is, the effort in negotiating, writing, monitoring, and enforcing contracts be-
tween buyers and their suppliers. Although outsourcing may yield production cost savings by exploiting 
scale economies in outsourcing, additional costs in the form of transaction costs are incurred when a firm 
enters into an outsourcing relationship with a service provider. Accordingly, transaction cost economics 
posit that, in addition to production cost efficiencies, transaction cost efficiencies must be considered in 
evaluating alternative organization schemes. From the transaction cost perspective, economic activities 
are governed by the market, hierarchies, or a hybrid form. Transaction cost economics posits that sourc-
ing decisions for IS services are based on transaction costs. For example, even if a particular external IT 
service-provider can provide IT operational services at the most competitive price, if the same provider 
requires a great deal of supervision and monitoring during the course of the contract, the advantages of 
a cheaper price may be eroded by the excessive monitoring costs incurred by the firm. Here, excessive 
transaction costs can cause market failure. Thus, as market exchanges and firms lose their production 
cost advantage to transaction diseconomies, firms would turn to internal sourcing to meet their needs. 
Therefore, we would expect that the higher the transaction costs with IT service-providers, the less likely 
the firm will outsource its IS services (Ang, 1993).

Transaction cost theory maintains that the organization of economic activity depends on balancing 
production economics, such as scale, against the cost of transacting. Transactions are here the exchanges 
of goods and services between economic actors, who are technologically separate units, inside and/or 
outside the organization (Williamson, 1981). The analysis of transactions focuses on achieving efficiency 
in their administration. In this perspective, organizational success depends on managing transactions ef-
ficiently. Organizations exist to mediate the economic transactions among members inside and/or outside 
the organization. The transaction cost approach offers a method of evaluating the relative advantages 
of the different internal and external organization forms for handling transactions. This theory also pro-
vides an excellent framework for analyzing the outsourcing options, since the essential choice here is 
between using an outsourcing service provider (a market mechanism) and providing in-house services 
(an organizational hierarchy). First, the theory seems to be very useful for investigating the outsourcing 
option as an economic reorganization of IT departments. Second, the theory appears to be useful for 
formulating an action plan to reduce transaction cost and thereby improves the benefit one can realize 
through outsourcing (Grover, Teng, & Cheon, 1998).

A focus on comparative economic theories and models can improve our ability to explain outsourcing 
within the larger context of business strategy and environment. Specifically, productions cost, transaction 
cost and financial slack often influence the outsourcing decision (Ang & Straub, 1998):

• Production cost advantage. Neo-classical economics regards any business organization as a pro-
duction function motivated by profit maximization. Organizations provide goods and services 
to markets where they have cost advantages and rely on the marketplace for goods and services 
in which they have comparative cost disadvantages. Neo-classical economics predicts that firms 
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justify sourcing options based on production economies. In terms of production economies, ac-
quiring goods and services is treated as an economic make-or-buy decision – a decision that 
compares production costs of internal operations with the price offered in the marketplace. In the 
context of IS, a firm will choose to outsource or insource based on the comparative costs of inter-
nalizing IS versus the price it has to pay vendors for the same IS services. Production economies 
suggest that the higher the comparative production cost advantage offered through IT outsourcing, 
the greater is the degree of IT outsourcing.

• Transaction cost advantage. Transaction cost economics extends the neo-classical economic per-
spective of the firm by recognizing the significance of transaction costs in any market exchange. 
Transaction costs refer to the effort, time, and costs incurred in searching, creating, negotiating, 
monitoring, and enforcing a service contract between buyers and suppliers. Transaction costs can 
erode comparative advantages in production costs of vendors. When a firm has to incur substantial 
effort and costs in supervising, coordinating, and monitoring the activities of the vendor, it may 
decide that external sourcing is too costly. Accordingly, firms may opt for internal sourcing when 
they perceive transaction diseconomies to override any production cost advantages in market 
exchanges. Transaction economies suggest that the less the transaction costs involved in hiring 
outsourcee, the greater is the degree of IT outsourcing.

• Financial slack advantage. The sourcing conundrum may also be explained by a firm’s discre-
tionary use of financial slack. Financial slack refers to financial resources in excess of what is re-
quired to maintain the organization. Slack can be defined as the difference between total financial 
resources and necessary payments or as a cushion of excess resources available in an organization 
that will either solve many organization problems or facilitate the pursuit of goals outside the 
realm of those dictated by optimization principles. When organizations possess slack resources, 
firms may enlarge the scale and scope of their operations by deploying slack resources toward 
building up internal IT resources in the form of hardware, software, and IS human resources. 
Conversely, when slack resources are low, firms are likely to resist internalizing in response to 
the anxiety provoked by loss of financial resources. Thus, when slack resources are low, firms can 
be expected to downsize internal IS services by selling off IT assets and reducing IS personnel 
expenses. Financial economies suggest that the less financial slack, the greater the degree of IT 
outsourcing.

To empirically test these relationships between economies and outsourcing, Ang and Straub (1998) 
gathered information from senior IT managers in 243 US banks. Results from the study show that IS 
outsourcing was strongly influenced by production cost advantages offered by vendors. Transaction costs 
played a role in the outsourcing decision, but they were much smaller than production costs. Finally, 
financial slack was not found to be a significant control factor.

Ang and Cummings (1997) conducted a similar test on the same information gathered from senior 
IT managers in 243 US banks. Commercial banks in the United States operate in highly institutionalized 
environments. Historically, stringent banking legislation restricted operations and suppressed competi-
tion. In recent years, regulation that formerly had fended off competition from other financial institu-
tions weakened. As banks search for ways to grow and maintain their competitive edge, outsourcing 
emerged as a dominant organizational strategy for achieving those goals. In their empirical study, Ang 
and Cummings suggest relationships between institutional influence and IS outsourcing from external 
production cost advantage, level of slack resources in a bank, and specificity of IS assets. Institutional 
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influences on IS outsourcing come from both peer banks and federal regulators. Peer banks exert con-
siderable influence on each other because of tight professional networks formalized by memberships in 
regional and national bank associations. Federal regulators exert substantial influence on bank practices 
and operations.

Ang and Cummings (1997) found that the greater the external production cost advantage, the stron-
ger the relationship between institutional influence and IS outsourcing. This finding suggests that the 
effect of external production cost advantage on the relationship of peer influence to outsourcing is dif-
ferent between large and small banks. Subsequent analysis showed that the cost advantage significantly 
strengthened conformity to peer influence for IS outsourcing in large banks and not in small banks. Ang 
and Cummings also found that the lower the level of slack resources in a bank, the stronger the rela-
tionship between institutional influences and IS outsourcing. Conversely, the higher the level of slack 
resources in a bank, the weaker the relationship between institutional influences and IS outsourcing. 
Subsequent analysis showed that, regardless of bank size, conformity to peer influence for IS outsourcing 
was weakened with increasing perceived slack resources. Ang and Cummings’ third finding was that the 
greater the specificity of IS assets, the weaker the relationship between institutional influences and IS 
outsourcing. This finding suggests that the effect of specific assets on the relationship of peer influence 
to outsourcing is significantly different between large and small banks. Subsequent analysis for large 
and small banks showed that specificity of IS assets significantly weakened conformity to influence for 
peer outsourcing in large banks and not in small banks. Several implications can be derived from this 
study. From a managerial perspective, recognition of strategic economic considerations is important. 
Hence, organizations should be cautious when imitating strategies or when learning vicariously from 
the experience of peers. Especially for small organizations, which tend to exhibit substantial follower 
behavior, more proactive evaluation of the efficiencies and effectiveness of alternative organizational 
arrangements is warranted to ensure a timely strategic response to the environment (Ang & Cummings, 
1997).

Production and transaction economies through supply and demand forces place in perspective the 
interesting conflict of a reluctant organization striving to maintain its independence from others while 
knowing that it must assent to interorganizational ties to procure the resources needed. Outsourcing poses 
challenges to both user organizations and service providers: in estimating the “true” costs and saving 
of outsourcing; in managing power dependencies in the exchange; and in balancing the opportunities 
offered by open boundaries and free-flowing information against the need to protect the organization’s 
unique capabilities. The study by Ang and Straub (1998) was an attempt to compare the relative ef-
fects of production and transaction costs on managerial outsourcing decisions in the IT context. Both 
production costs and transaction costs can and, it is argued, should have a major impact on decisions 
to outsource. Managers need to be especially vigilant to see that estimates of both kinds of costs figure 
into their calculations of returns on investments.

Aubert, Rivard, and Patry (2004) applied transaction cost theory to formulate four hypotheses about 
the level of outsourcing of IT operation activities. The first pertains to asset specificity. Transactions 
requiring specific assets will bear higher transaction costs; hence they will be more likely to be retained 
in-house. Hence, the degree of asset specificity will have a negative effect on the level of outsourcing 
of IT operation activities (hypothesis 1).

The second hypothesis assumed that uncertainty would be a deterrent for organizations trying to out-
source IT operation activities. The difficulties associated with writing contracts or with measurement will 
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induce them to prefer internal governance for highly uncertain activities. Hence, the level of uncertainty 
will have a negative effect on the level of outsourcing of IT operation activities (hypothesis 2).

Finally, the last two hypotheses are related to the origin of the investments. Two types of skills are 
required to carry any given activity. Business skills refer to the knowledge of the business environ-
ment of the firm, while technical skills are more related to the generic components of a given activity. 
Activities presenting a high level of business content should be kept in-house, because the members of 
the organization are more likely to master the content. Conversely, highly technical activities should 
be outsourced, since suppliers can nurture the critical technical skills. Hence, the amount of business 
skills required to perform IT operation activities will have a negative effect on their level of outsourcing 
(hypothesis 3). And, the amount of technical skills required to perform IT operation activities will have 
a positive effect on their level of outsourcing (hypothesis 4).

Aubert et al. (2004) collected data from three sources and conducted a statistical analysis to test 
relationships as illustrated in Figure 1. The most surprising finding is the link between asset specificity 
and the outsourcing level. It was anticipated that the presence of specific assets would deter companies 
from outsourcing IT activities. The result obtained suggests the opposite. The link between asset speci-
ficity and outsourcing level is strong and significant. As anticipated, increased technical skills tend to 
favor outsourcing. Similarly, the presence of uncertainty and measurement problems seems to preclude 
outsourcing of IT activities. Overall, 19.4% (R squared) of the variance was explained.

The objective of the study by Aubert et al. (2004) was to test an explanatory model of IT outsourcing 
behavior. Based on transaction costs and incomplete contract theories, the model embedded hypoth-
eses that constitute the foundations of these theoretical domains. The results obtained support, at least 
in part, the transaction cost model. From the results, it was clear that uncertainty and measurement 
problems play a role in the IT outsourcing decision. Firms outsource more readily activities having low 
uncertainty. These results support the transaction cost hypothesis. The market is seen as less efficient 
to ensure the execution of transactions prone to high uncertainty or severe measurement problems. The 
internal governance is a more efficient alternative. The presence of technical skills was positively related 
to the outsourcing decision. It supports the idea from incomplete contract theory stating that activities 
should be under the control of the party making the critical investment for the transaction. However, 
business skills did not seem to play a significant role in the decision to outsource. It may be attributed 
to the rather low level of business skills required to perform IT operations. Asset specificity showed 
conflicting results, suggesting that more specific assets lead to more outsourcing. This contradicted the 
transaction cost hypothesis.

Figure 1. Results of causal statistical analysis to explain outsourcing level
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hIddEn costs

The hidden management costs in outsourcing relationships were identified in research conducted by 
Kern and Willcocks (2002). Three areas of hidden costs were identified, which received little attention 
at the outset by client companies. Firstly, the significant costs involved in post-contract management are 
not planned for. The findings suggested that management resorting to develop and maintain relations is 
generally higher than initially anticipated and expected. The split of management time on relationship 
management and the rest, i.e., contract management is 70-30. Secondly, ongoing monitoring costs gen-
erally are not considered. These arise due to the client’s management agenda of assuring not only that 
the vendor keeps its commitment to deliver the agreed services, but also to control the costs of the deal. 
Finally, the renegotiation or update costs involved in ensuring the contract always reflects the current 
statutes of the IT outsourcing arrangement. This is essential to ensure, for example, that in the event of 
termination all service levels, technological assets, and staffing is listed to simplify insourcing or vendor 
switch. Planning a contract that caters for every contingency is generally impossible in long-term busi-
ness deals. Hence, outsourcing contracts, like so many other long-term business contracts, suffer from 
an inherent incompleteness and hence necessitate updating.

Overlooking hidden costs of outsourcing was listed as the sixth deadly sin of outsourcing by Barthé-
lemy (2003). In a separate research article, Barthélemy (2001) discussed the various hidden costs of IT 
outsourcing. Most companies outsourcing IT for the first time are not aware of those costs. Companies 
say they entered an outsourcing agreement believing that they understood all major costs. They agree 
that some amount was needed for activities such as finding a vendor, drafting the contract and managing 
the effort, but they think the amount would be negligible – in some cases, they halved or even canceled 
out the company’s potential savings from outsourcing. Only those companies who have a bad experience 
take preventive measures. Barthélemy (2001) identified four categories of hidden costs:

1.  Vendor search and contracting. Many enterprises underestimate the expense to identify and evalu-
ate suitable IT vendors, select a finalist, and negotiate and draft the contract. Companies incur 
such costs before spending the first dollar on the actual work. Thus it costs something just to think 
about IT outsourcing. Companies may not want to reduce their spending for search and contract-
ing, because it can significantly lower the other hidden costs. Additional time and expense early 
on helps avoid problems later, such as having to renegotiate the contract or constantly monitor the 
vendor to get the needed performance.

2.  Transition to the vendor. Switching in-house IT activities to a vendor presents probably the most 
elusive hidden cost. Most companies do not realize how much they have spent until the transition 
is complete. It can take months before the vendor knows as much as the internal IT department, 
and it is hard to say exactly when the vendor has taken over. Most managers are unable to analyze 
transition cost. The best they can do is report transition time; a measure offering only limited 
insight into what drives transition cost. The average transition period – when the organization 
actually incurred a cost – was about a year. Transition costs are elusive: A company incurs them 
as long as the vendor has not completely taken over from the internal IT department. The time that 
internal employees spend helping the vendor is transition costs. Costs that stem from disruption 
– and from the vendor’s inability to react as quickly and appropriately as the internal department 
did at the beginning of the contract – are transition costs. The characteristics of the outsourced 
activity greatly influence transition cost. The more idiosyncratic the activity (the more tailored for 
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the specific company), the higher the cost to pass it to a vendor that must take time to learn the 
activity. Outsourcing commodities such as PC procurement and maintenance entail lower transi-
tion costs. Also, the more complex the outsourced activity, the harder the transition. Furthermore, 
outsourcing activities that require transferring many people to the vendor also increase transition 
costs. The transferred employees often feel betrayed. They can resist outsourcing initiatives either 
directly (e.g., strike) or indirectly (e.g., slow motion).

3.  Managing the effort. Managing the effort probably represents the largest category of hidden costs 
because it covers three areas: monitoring to see that IT vendors fulfill their contractual obliga-
tions, bargaining with IT vendors (and sanctioning them if necessary), and negotiating any needed 
contract changes. Unlike outsourcing fees, vendor-management costs for IT outsourcing are not 
readily apparent. A company knows what it pays to the vendor. Indeed, many businesses outsource 
to find out how much they pay for IT. Management costs, in contrast, are purely internal. Because 
of the costs’ relative obscurity, many companies do not take them into account until they become 
visible – usually when the overall outsourcing cost has noticeably escalated.

4.  Transitioning after outsourcing. The fourth hidden cost comes from switching vendors or reintegrat-
ing IT activities internally. When activities must be redirected to a new vendor, the cost involves 
finding that vendor, drafting a new contract and transitioning resources. When activities must be 
reintegrated, the cost involves building a new internal IT activity from scratch. The time needed 
is roughly the same regardless of the kind of transition. Such hidden costs represent expenses that 
managers find hard to quantify. Most managers are reluctant to think about the end of the contract. 
Outsourcing IT to focus on a company’s core business or to cut costs is generally meant to be per-
manent. Companies do not plan to reintegrate IT. Even switching vendors is a move they prefer 
to avoid. Thus, regardless of how the contract ends, the end signifies a failed outsourcing effort. 
Most managers find it hard to consider that possibility.

All too often, companies neglect the hidden costs of IT outsourcing. Overlooking hidden costs is 
unwise. A better approach is to manage the four costs proactively and holistically and to spend extra 
time and resources in the early stages of the outsourcing effort. Knowing what the company wants and 
spending time on the contract can help curb the cost of managing the initiative and of transitioning 
outsourced activities when the contract ends (Barthélemy, 2001).

contract tErmInatIon costs

An emerging area for debate between customers and suppliers is which of them bears the risk of prospec-
tive redundancy costs at the end of a contract where there is no transfer of an undertaking, and there-
fore no transfer of the supplier’s staff assigned to the undertaking. This is an issue of real commercial 
significance as customers become more prepared to change suppliers, and since the sums involved can 
be quite significant (Foster, 2003).

When a supplier bids for an outsourcing contract, it should take into account all costs connected 
with the take-on of the contract, and also those costs arising from expiry or termination. It will probably 
assume that it is able to cease paying sums (e.g. license fees, lease rentals, maintenance costs) to third 
party suppliers for goods and services connected with the contract at the point, when, at the end of the 
contract, it ceases to receive revenue from the customer to cover this expenditure. But this still leaves 
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one major area of cost to the supplier where the costs cannot be turned off quite so easily – the costs 
related to the ongoing employment or termination of employment of the staff that have hitherto delivered 
the service to the customer. At the end of the outsourcing contract, there are three possible scenarios in 
relation to these assigned staff (Foster, 2003):

1.  The staff transfers their employment automatically from the outgoing supplier to the incoming 
supplier, and this has the effect of removing from the outgoing supplier all future costs of employ-
ment connected with such staff.

2.  The outgoing supplier redeploys the staff elsewhere in its business.
3.  The staff does not transfer their employment from the outgoing supplier, and since no suitable rede-

ployment opportunities are available, their posts are redundant at the point of contract termination/
expiry. The outgoing supplier will be liable for the redundancy costs unless they are recoverable 
from the customer under the terms of the outsourcing contract.

Generally, either point 1 or 2 will apply. The difficulty arises where one of the parties does not want 
one of these scenarios to occur but is also unable or unwilling to allow the alternative scenario to be 
implemented. This situation will normally occur where the customer takes the view that it is not in its 
commercial interests for them to be a transfer. The incoming supplier may have proposed a different way 
of delivering the service at a lower charge on the assumption that not all, or none of, the staff transfer 
their employment. In such a situation, there is no instrument for facilitating the transfer of staff from an 
outgoing to an incoming supplier.

For these reasons, the outgoing supplier will probably concentrate its efforts on redeployment of the 
staff affected, but this will not always be available, particularly where the make-up of its work is geo-
graphically and technically disparate. When redeployment is not available for an employee, then when 
the contract terminates, his/her post is redundant and the outgoing supplier will be responsible for the 
redundancy payment due to the employee (Foster, 2003).

BEnEfIts

Let us look at an evaluation example. We assume that the company now has implemented an outsourcing 
solution. The outsourcing contract may have been implemented to achieve results such as:

Both organizational (cost reduction) and market (revenue increase) benefits• 
IT function solving systems integration• 
Improved communication and combination of information for decision-making• 
Improved business processes• 
Improved efficiency and effectiveness in • value shop activities
Knowledge management systems supporting knowledge sharing and creation• 
Enable use of Internet at the level of e-business• 
Develop supplementary services to take advantage of opportunities• 
Improve working procedures in accordance with firm vision• 
Create different product according to market strategy• 
Create entry barriers according to competitive forces model• 
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Extend the life of products classified as stars• 
Attract knowledgeable people in the labor market• 
Knowledge management technology enabling knowledge competitor role• 

As this list illustrates, there may have been a variety of reasons for implementing an outsourcing 
solution. When we do the evaluation of results, we will evaluate to what extent such results have been 
achieved. But the evaluation should not be limited to such planned, positive effects of a new service 
provision. The evaluation should investigate all kinds of effects as illustrated in Figure 2. All planned, 
positive effects listed above belong in the upper-left quadrant for planned benefits. Here we evaluate 
to what extent we have achieved results in accordance with the IS/IT strategy. However, we will also 
have achieved other benefits from outsourcing implementation that we did not think of when the IS/IT 
strategy was developed. These benefits may be just as valuable as the results that we aimed for. Hence, 
results are both planned and unplanned results.

At the other side of Figure 2, there are negative effects of implementing the IS/IT strategy. Some 
problems were known, and these problems have been dealt with. However, we will also experience new 
problems from systems implementation that we did not think of when the IS/IT strategy was developed. 
These new problems cause an increase in negative effects from implementing the IS/IT strategy.

stratEgIc rIsk BEhavIor

IT outsourcing represents strategic decision-making involving risk. Risk behavior of client managers 
will influence outsourcing decisions, governance decisions and termination decisions. Risk can be 
defined as a condition in which decision makers know the possible consequences of the decisions as 
well as their associated probabilities. In strategic management, it is seldom that all consequences and 
their probabilities are known. Thus, risk is often used as if it is the same as uncertainty, or unpredictable 
consequences and/or probabilities. In this sense, strategic management scholars refer to risk as variance 
in performance beyond the control of decision makers. In recent years, recognition has been growing in 
the strategy literature that managers conceive of risk only as downside possibilities. That is, managers 

Figure 2. Evaluating effects from IS/IT
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are more concerned with negative variations in performance, not performance variances as a whole. 
For our purposes here, we define risk broadly as the unpredictability in decision outcomes. Thus, risk 
taking would be to consciously undertake tasks, which are associated with uncertain consequences (Das 
& Teng, 2001a).

Strategic risk behavior constitutes an essential perspective in analyzing strategic behavior. Broadly 
defined, strategic risk taking refers to corporate strategic moves that cause returns to vary, that involve 
venturing into the unknown, and that may result in corporate ruin. Considering that risk is a problematic 
aspect in the management of business organizations, it is important to understand the reasons that lead 
strategists to engage in risky decision-making behavior. Extensive research on risk taking carried out by 
psychologists over the years has resulted in two competing paradigms concerning the attributes of risk 
taking behavior – one suggested by the personality psychologists who focus on individual differences 
in risk taking behavior, and the other by the experimental psychologists who deal with risk taking in 
such terms as subjective expected utility.

The view of the personality psychologists focuses on individual differences in risk taking, so that 
it ascribes risk behavior mostly to the general traits and dispositional tendencies of decision makers. 
Scholars have observed that individuals are fairly consistent in their attitudes towards risk – some people 
seem more comfortable with risk taking than others. Based on such stable individual attribute, research-
ers differentiate decision makers in terms of their risk propensity – namely, as being either risk averters 
or risk seekers. Some researchers also believe that a dispositional risk propensity can help explain, to a 
large extent, the risk behavior of individuals.

In contrast, the experimental psychologists challenge the consistency of such dispositional traits and 
argue that situational factors have a greater influence on risk taking behavior. Unlike other psychologi-
cal attributes, the risk propensity of decision makers seems to lack constancy across decision situations. 
Since this view attempts to understand Everyman’s risk taking behavior, it regards the external stimulus 
as more important. Many empirical studies suggest that situational factors such as outcome history and 
decision framing are salient in determining the riskiness of strategic decisions. Hence, the view of the 
experimental psychologists – which treats risk taking as situation-contingent – seems to command sub-
stantial support. Since both views have their virtues and considerable empirical support, efforts have 
been made to integrate them. These studies suggest that the dispositional risk propensity interacts with 
situational factors in determining risk-taking behavior. In their article, Das and Teng (2001a) present 
an alternative framework for reconciling the two views on the determinants of strategic risk behavior. 
Their framework is illustrated in Figure 3.

Figure 3 illustrates the interplay of two factors – risk propensity and decision context. This framework 
suggests that decision makers will exhibit high-risk behavior in short-range risk horizons, if the decision 
context is perceived as a loss position (negative context). The framework further suggests that decision 
makers will exhibit low-risk behavior in short-range risk horizons, if the decision context is perceived 
as a gain position (positive context). Furthermore, decision makers who are risk averters will exhibit 
low-risk behavior in long-range risk horizons. Finally, decision makers who are risk seekers will exhibit 
high-risk behavior in long-range risk horizons.

In another study, Das and Teng (2001b) developed an integrated framework for trust, control and risk 
in strategic alliances, as illustrated in Figure 4. Trust and control are inextricably interlinked with risk 
in strategic alliances such as outsourcing relationships. To understand how partner firms can effectively 
reduce and manage this risk, we need to examine the inter-relationships between trust, control, and risk. 
Based on this framework, they developed the following propositions:
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1.  A firm’s goodwill trust in its partner firm will reduce its perceived relational risk in an alliance, 
but not it’s perceived performance risk.

2.  A firm’s competence trust in its partner firm will reduce its perceived performance risk in an alli-
ance, but not it’s perceived relational risk.

3.  Perceived relational risk in an alliance will be reduced more effectively by behavior control than 
by output control.

4.  Perceived performance risk in an alliance will be reduced more effectively by output control than 
by behavior control.

5.  Social control in an alliance will reduce both perceived relational risk and perceived performance 
risk.

6.  Both output control and behavior control will undermine goodwill trust and competence trust in 
an alliance.

Figure 3. Strategic risk behaviors based on risk propensity, decision context, and risk horizon (adapted 
from Das & Teng, 2001a)

Figure 4. Integrated framework of trust, control, and risk in strategic alliances (adapted from Das & 
Teng, 2001b)
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7.  Social control will enhance both goodwill trust and competence trust in an alliance.
8.  Goodwill trust and competence trust will enhance the effectiveness of all control modes (behavior, 

output, and social) in an alliance.
9.  Control levels remaining the same, the lower the acceptable relational risk level, the higher the 

needed goodwill trust level in an alliance. Control levels remaining the same, the lower the accept-
able performance risk level, the higher the needed competence trust level in an alliance.

10.  Goodwill trust remaining the same, the lower the acceptable relational risk level, the more will 
be the use of behavior control and social control in an alliance. Competence trust remaining the 
same, the lower the acceptable performance risk level, the more will be the use of output control 
and social control in an alliance.

Das and Teng’s (2001b) proposed an integrated framework of trust, control, and risk leading to these 
ten propositions. Overall, the framework suggests that trust and control are two separate routes to risk 
reduction in alliances. While trust can be seen as a more intrinsic source for lowering the perception of 
risk, control may be viewed as a more overt and active way of reducing risk.

Managing IT outsourcing performance is concerned with avoiding outsourcing risks. We should 
remind our self of some of the outsourcing risks suggested by Earl (1996) to reduce them and possibly 
avoid them. Possibility of weak management can be avoided by replacing and strengthening existing IT 
management after outsourcing. Inexperienced staff can be avoided by interviewing and testing vendor 
staff. Risks from business uncertainty can be reduced through flexible contracts that are both flexible in 
scope and time. Outdated technology skills can be avoided by interviewing and testing vendor staff on a 
regular basis, which is specified in the contract. Endemic uncertainty can be reduced by regular measure-
ments in terms of user surveys and other research instruments. Hidden costs, again, can be avoided by 
identifying search and contracting costs, vendor management costs and other potentially hidden costs. 
Lack of organizational learning can be reduced by project-based systems development and operations, 
where both client and vendor personnel participate in the projects. Loss of innovative capacity can be 
reduced by slack resources, organic and fluid organizational processes, and experimental and entre-
preneurial competencies. Dangers of an external triangle should be avoided by direct contact between 
problem owner and solution provider. Technological indivisibility can be reduced by modular design, 
flexible application architecture, common data architecture and modular infrastructure. Fuzzy focus can 
be avoided by always answering the “what” question (what does the business want to achieve?) before 
the how question (how can information technology support the business in achieving what it wants?).

Finally, let us look at another set of outsourcing risks as suggested by Bahli and Rivard (2003). Lock-in 
can be reduced by low asset specificity, large number of suppliers, and the client’s high degree of expertise 
in outsourcing contracts. Costly contractual amendments can be reduced by systematic forecasting of 
changes in the business environment and in the internal environment. We can make distinctions between 
dynamic and turbulent environments. An environment perceived as dynamic, is changing fast, but we 
do understand what is going on. An environment perceived as turbulent, is changing fast, and we do not 
know what is going on. In the latter circumstances, not only outsourcing, but also the whole business, 
is at stake, as management does not understand what is going on. Change of management is probably 
needed. Unexpected transition and management costs can be reduced by improved understanding of 
the future and improved expertise in IT operations. Disputes and litigation can be reduced by frequent 
measurements, IT expertise and professional relationships.
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conclusIon

Production and transaction economies have a major impact on decisions to outsource. Not all companies 
benefit from outsourcing, and the disadvantages of outsourcing can create serious problems for orga-
nizations if they are not well understood and managed. Many firms underestimate costs for identifying 
and evaluating vendors of information technology services, for transitioning to a new vendor, and for 
monitoring vendors to make sure they are fulfilling their contractual obligations as well as the under-
lying expectations after contract negotiations. Hidden costs can easily undermine anticipated benefits 
from outsourcing. When a firm allocates the responsibility for developing and operating its information 
systems to another organization, the firm can loose control over its information systems function. If the 
organization lacks the expertise to negotiate a sound contract, the firm’s dependency on the vendor might 
result in high costs or loss of control over technological direction. Firms should be especially cautious 
when using an outsourcer to develop or to operate applications that give it some type of competitive 
advantage. A firm is most likely to benefit from outsourcing if it understands exactly how the outsourc-
ing vendor will provide value and can manage the vendor relationship with an advantageous benefit/
cost ratio both on contract paper and in reality.
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Chapter 7

Knowledge Transfer

In an outsourcing setting we find that knowledge, which earlier existed internally in an organization, is 
moved to and exchanged with an external organization (Bahli & Rivard, 2005). Therefore, changes in 
the knowledge transfer requirements are viewed as the single most important challenge to knowledge 
management and knowledge management systems in an outsourcing arrangement. A relevant approach 
to outsourcing relationships from the knowledge management literature includes intellectual capital 
management, as presented in the beginning of this chapter. Then, we continue presenting how knowledge 
transfer might influence outsourcing success. Finally, clients’ and vendors’ need for knowledge transfer 
and knowledge exchange in IT outsourcing relationships is discussed.

IntEllEctual capItal managEmEnt

In an outsourcing relationship, the vendor will need to manage its intellectual capital so that clients 
experience efficient and effective knowledge transfers. One of the key authors in the area of intellectual 
capital is Sveiby (2001) who has developed a knowledge-based theory of the firm to guide in strategy 
formulation. He distinguished between three families of intangible assets with the outsourcing vendor.
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The external structure family consists of relationships with customers and suppliers and the reputation 
(image) of the firm. Some of these relationships can be converted into legal property such as trademarks 
and brand names. The value of such assets in primarily influenced by how well the company solves its 
customers’ problems, and there is always an element of uncertainty here. The internal structure family 
consists of patents, concepts, models, and computer and administrative systems. These are created by 
the employees and are thus generally owned by the organization. The structure is partly independent 
of individuals and some of it remains even if a large number of the employees leave. The individual 
competence family consists of the competence of the professional staff, the experts, the research and 
development people, the factory workers, sales and marketing – in short, all those that have a direct 
contact with customers and whose work are within the business idea.

Competence is a term introduced here. Competence can be defined as the sum of knowledge, skills 
and abilities at the individual level. With this definition, we say that knowledge is part of competence, 
and competence is part of intellectual capital.

These three families of intangible resources have slightly different definitions when compared to the 
capital elements. The external structure seems similar to relational capital; the internal structure seems 
similar to structural capital, while the individual competence seems similar to human capital. Given 
three families of intangible assets, it is possible to identify nine knowledge transfers, within a family 
and between families, as explained by Sveiby (2001):

1.  Knowledge transfers between individuals concern how to best enable the communication between 
employees within the organization. The strategic question is: how can we improve the transfer of 
competence between people in the organization? Activities for intellectual capital management 
focus on trust building, enabling team activities, induction programs, job rotation and master/ap-
prentice scheme.

2.  Knowledge transfers from individuals to external structure concern how the organization’s employees 
transfer their knowledge to the outer world. The strategic question is: how can the organization’s 
employees improve the competence of customers, suppliers and other stakeholders? Activities for 
intellectual capital management focus on enabling the employees to help customers learn about the 
products, getting rid of red tape, enabling job rotation with customers, holding product seminars 
and providing customer education.

3.  Knowledge transfers from external structure to individuals occur when employees learn from 
customers, suppliers and community feedback trough ideas, new experiences and new technical 
knowledge. The strategic question is: how can the organization’s customers, suppliers and other 
stakeholders improve the competence of the employees? Activities for intellectual capital manage-
ment focus on creating and maintaining good personal relationships between the organizations own 
people and the people outside the organization.

4.  Knowledge transfers from competence to internal structure concern the transformation of human 
capital into more permanent structural capital through documented work routines, intranets and 
data repositories. The strategic question is: how can we improve the conversion individually held 
competence to systems, tools and templates? Activities for intellectual capital management focus 
on tools, templates, process and systems so they can be shared more easily and efficiently.

5.  Knowledge transfers from internal structure to individual competence is the counterpart of the 
above. Once competence is captured in a system it needs to be made available to other individuals 
in such a way that they improve their capacity to act. The strategic question is: how can we improve 
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individuals’ competence by using systems, tools and templates? Activities for intellectual capital 
management focus on improving human-computer interface of systems, action-based learning 
processes, simulations and interactive e-learning environments.

6.  Knowledge transfers within the external structure concern what customers and others tell each other 
about the services of an organization. The strategic question is: how can we enable the conversa-
tions among the customers, suppliers and other stakeholders so they improve their competence? 
Activities for intellectual capital management focus on partnering and alliances, improving the 
image of the organization and the brand equity of its products and services, improving the quality 
of the offering, conducting product seminars and alumni programs.

7.  Knowledge transfers from external to internal structure concern what knowledge the organization 
can gain from the external world and how the learning can be converted into action. The strategic 
question is: how can competence from the customers, suppliers and other stakeholders improve 
the organization’s systems, tools and processes and products? Activities for intellectual capital 
management focus on empowering call centers to interpret customer complaints, creating alliances 
to generate ideas for new products and research and development alliances.

8.  Knowledge transfers from internal to external structure is the counterpart of the above. The strate-
gic question is: how can the organization’s systems, tools and processes and products improve the 
competence of the customers, suppliers and other stakeholders? Activities for intellectual capital 
management focus on making the organization’s systems, tools and processes effective in servicing 
the customer, extranets, product tracking, help desks and e-business.

9.  Knowledge transfers within the internal structure where the internal structure is the backbone of 
the organization. The strategic question is: how can the organization’s systems, tools and processes 
and products be effectively integrated? Activities for intellectual capital management focus on 
streamlining databases, building integrated information technology systems and improving the 
office layout.

The outsourcing promise is to leverage the supplier’s superior technical know-how (human capital), 
superior management practices (structural capital), economies of scale, and increasingly, access to strategic 
and business advice. This should enable the client to refocus on strategic, core capability and knowl-
edge areas. But Willcocks, Hindle, Feeny, and Lacity’s (2004) research into IT outsourcing has shown 
consistently over the past decade that the prospects have been disappointing for meaningful knowledge 
management, and value creation. Most clients report their frustration with endless cost-service debates, 
and sometimes significant loss of control over their IT destiny and knowledge base. Most vendors find it 
difficult to deliver on their promises of innovation and value added, because of their lack of knowledge 
about the client’s long-term business strategy.

Typically, even on the very big, long-term deals considered to be strategic vendor relationships, the 
supplier offers technical know-how for routine solutions, with high performers in short supply. There is 
little influx of new technical/managerial talent, and disappointing access to the supplier’s global capacity 
and knowledge base. Meanwhile, the client does not thoroughly think through the issues of core capabil-
ity and retained knowledge. As a result, the client spends much time fire fighting and experiences little 
value-added or technical/business innovation. Over time, the client loses control over its IT destiny or 
business process destiny, as knowledge asymmetries develop in favor of the vendor.

The loss of information and knowledge can be traumatic for both outsourcing parties unless specific 
and purposeful steps are undertaken to develop and sustain new information pathways and capabilities. 
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That is why the nine knowledge transfer mechanisms are so important for success. In addition, the client 
has to retain several core capabilities. These ensure the elicitation and delivery of business requirements, 
the development of technical/business architecture, the managing of external supply, and the coordina-
tion and governance of these tasks. In practice, Willcocks et al. (2004) have found all too many client 
organizations inadequately making these critical, initial knowledge investments.

The traditional IT outsourcing approach restricts creation and leveraging of knowledge concerns 
only to one specialist area – IT operations. However, much bigger knowledge gains can arise if whole 
functions or processes that include IT are outsourced. This is the premise of the dramatic growth in busi-
ness process outsourcing. The knowledge contract of BPO is to outsource IT functions to suppliers that 
have superior structural and human capital in the areas of business process and specific expertise. Some 
deals also recognize the need for closer partnering to get closer to the customer: to create and leverage 
relational capital to both parties’ advantage.

knowlEdgE transfEr In It outsourcIng rElatIonshIps

According to Alavi and Leidner (2001), organizations have four knowledge processes: creation, storage 
and retrieval, transfer and application. A knowledge management system (KMS) is an IT-based system 
developed to support and enhance these organizational processes of knowledge. In an IT outsourcing 
relationship, the requirements on a KMS to support creation, storage and retrieval, and application of 
knowledge will not change dramatically. However, the requirements concerning support for knowledge 
transfer will change significantly.

The problem of knowledge transfer is often faced by individuals or groups once an appropriate source 
of knowledge is located (Sambamurthy & Subramani, 2005). The new challenge lies mostly in how to 
transfer knowledge between the vendor and the client. The environment for communication in certain 
areas of a company will be drastically altered as a consequence of an outsourcing decision. Knowledge, 
which earlier could be transferred between people in the same organization, now has to be transferred 
across two different organizations. Consequently, the channels for transferring knowledge will be more 
formal and impersonal. A KMS has to find a way to transfer all relevant information through more for-
mal and impersonal channels or to find a new creative way of making the communication channel less 
formal and/or impersonal.

According to (Ko, Kirsch, & King, 2005), some researchers have defined knowledge transfer as dyadic 
exchanges of organizational knowledge between a source and a recipient unit in which the identity of 
the recipient matters. Others also focus on the resulting changes to the recipient. For example, knowl-
edge transfer can be seen as the process through which one unit (e.g., group, department, or division) is 
affected by the experience of another. Other researchers go further by arguing that knowledge transfer 
occurs when a contributor shares knowledge that is used by an adopter.

Knowledge is in the heads of individuals. Therefore, we have to understand knowledge transfer in 
terms of individual behavior (Liebowitz, 2004; Liu & Chen, 2005; Wong, 2005). Wasko and Faraj (2005) 
examined social capital and knowledge contribution in electronic networks of practice. They found that 
reputation, centrality and tenure were significant factors influencing the extent to which individuals are 
motivated to make knowledge contributions. Reputation is an important asset that an individual can le-
verage to achieve and maintain status within a collective. Centrality is the extent to which the individual 
is in regular contact with others; the more individuals are in regular contact with one another, the more 
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likely they are to develop a habit of cooperation and act collectively. Individuals with longer tenure in 
the shared practice are likely to better understand how their expertise is relevant, and are thus better 
able to share knowledge with others.

Given the multiple objectives of knowledge transfer in IT outsourcing relationships, only a sophisti-
cated operationalization of the concept will suffice here. Since the literature suggests that key aspects of 
knowledge transfer are knowledge movement and the application of knowledge, Ko et al. (2005) captured 
both of these ideas by defining knowledge transfer as the communication of knowledge from a source 
so that it is learned and applied by a recipient. Knowledge is taken to be transferred when learning takes 
place and when the recipient understands the intricacies and implications associated with that knowledge 
so that he or she can apply it. For example, the vendor may transfer knowledge about testing procedures 
to the client who learns and applies this knowledge, as evidenced by clients developing test scripts, con-
ducting tests of individual modules, and running integration tests to ascertain whether data are correctly 
passed between two or more modules. Similarly, Inkpen and Tsang (2005) define knowledge transfer as 
a process through which one relationship partner is affected by the experience of another. Knowledge 
transfer manifests itself through changes in knowledge or performance of the recipient unit.

Partnerships can create a competitive advantage through the strategic sharing of organizations’ key 
information and knowledge. Close relationships result from more frequent and more relevant informa-
tion and knowledge transferred between high performance partners. By transferring knowledge between 
the client and vendor, they are able to sustain a more effective outsourcing relationship over time. Lee 
(2001) found that the association between the degree of knowledge sharing and outsourcing success is 
mediated by the quality of the partnership. According to Lee and Kim (1999), there is a significant posi-
tive relationship between partnership quality and outsourcing success. In their research, they identified 
five factors that make up partnership quality: trust, business understanding, benefit-risk share, conflict 
avoidance, and commitment. A successful partnership enables participants to achieve organizational 
objectives and build a competitive advantage that each organization could not easily attain by itself.

The links and causalities are presented in Figure 1. First, the use of knowledge management systems 
to support knowledge transfer in IT outsourcing relationships has effects on the relationships. Next, these 
effects are determinants of partnership quality. Finally, partnership quality influences outsourcing effects. 
For example, participation is important in a partnership. From a social perspective, participation is pre-
scribed as a remedy when there is conflict, frustration and vacillation in the group. Active participation 
of the partnership members plays a major part in enhancing the sustainability of their partnership over 
time (Lee & Kim, 1999). Knowledge transfer using knowledge management systems can be an enabler of 
easier and more comprehensive participation. Hence, participation is influenced by knowledge transfer, 
and participation influences partnership quality, as illustrated in Figure 1.

clIEnt’s nEEd for knowlEdgE transfEr

In order to understand the knowledge transfer in IT outsourcing relationship we studied three international 
cases (Gottschalk & Solli-Sæther, 2007), as described in more detail in Chapter 10. For the purpose of 
knowledge transfer we studied the areas as listed in Table 1. The table illustrates that there is a need for 
knowledge transfer to the client, to the vendor, and between client and vendor.

All three case studies demonstrate that both vendor and client discovered the importance of knowledge 
transfer after implementation of the IT outsourcing arrangement. With changing business environments, 
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the locus of value creation is no longer within the boundaries of a single firm, but occurs instead at the 
nexus of relationships between parties. With the growing importance of pooling knowledge resources, 
knowledge management will have to transcend organizational boundaries. An IT outsourcing relation-
ship is an inter-organizational arrangement for the exchange of IT services after the transfer of IT assets 
from the client to the vendor. In an outsourcing setting knowledge, which earlier existed internally in 
an organization, is moved to an external organization. Accordingly, changes in the knowledge transfer 
requirements are viewed as the single most important challenge to knowledge management systems in 
an outsourcing arrangement.

When the initial outsourcing took place, one client organization kept very little skills in-house. They 
realized that was unhelpful, because it created naivety on client’s side and created a degree of frustration 
on the outsourcer side. Client had to rebuild their retained IT management team with two very experi-
enced IT outsourcing managers. One of them was managing the services and the projects (Gottschalk 
& Karlsen, 2005), and the other was managing the procurement activities. Teams were built around 
them. The client found that the best way arriving at a strong relationship with the outsourcer was to have 
people that deeply understood the business. Meaning, you need to be an intelligent buyer, and you need 
to understand your own business.

We gave away all our IT components and all of our knowledge. All we had left was the contract manag-
ers. (Client ICT director).

Another client organization had gradually built management capacity, contract management, and 
service level management. When they sold out their IT department, there had been frame agreements 
between CIO’s staff and the IT department for several years, being more professional and market ori-
ented year by year. They had the necessary resources to manage and follow-up services, analyze new 
requirements, and to purchase from the outsourcer.

A third client organization was pretty clear of their responsibilities for the agreements, and they kept 
resources to take care of operations management, contract management, and of their business applica-
tions, which was not outsourced.

Figure 1. Knowledge transfer influencing outsourcing success

Table 1. Needs for knowledge transfer in an IT outsourcing relationship 

Need for knowledge transfer

Client Know how to set up retained IT management to manage an outsourcer 
Know how to use new technologies/innovations

Vendor Know how to support client businesses process

Relationship Know how to create and maintain a good working relationship
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Failure to set up retained IT management is probably one of 2 or 3 key success crusher. We have a lot 
of problems with it, and the outsourcer does not feel that it is on their span of influence, because you 
cannot tell the client how you should be managed. It requires a lot of trust to do that. (Outsourcer senior 
account manager)

One of the client companies was looking for an outsourcer they might discuss as a change agent, a 
company somewhat different from themselves. They were not looking for a traditional outsourcer, but 
a very service oriented company. A major transformation seemed to be a part of the plan, a transforma-
tion of the client from a manufacturing oriented company to a service oriented company. The culture 
that the outsourcer was bringing was part of what the client was looking for; a service oriented, global, 
and people oriented company.

Vendor organizations have knowledge of how to set up retained IT management teams, but none of 
them seems to transfer this knowledge to client organizations. Through years of experience outsourcers 
have been supporting clients with business and technology transformation. To succeed in the relationship 
knowledge transfer from vendor to client is essential.

vEndor’s nEEd for knowlEdgE transfEr

Outsourcers cannot give all business and IT strategies on where client companies want to go in the 
future. Outsourcers do not know the clients’ business well enough. Client companies realized that they 
needed to keep knowledge about the business processes (the applications), and how it was built up, 
which included the architecture. They had to keep that knowledge in-house – overall architecture skills, 
solution architecture skill, contract management skills, strategic management skills, and skills to man-
age top-down governance.

They [outsourcers] haven’t got the overall picture. They [outsourcers] do not really know what is hap-
pening at your company. You have got the big issue of giving all the knowledge to them. Because they 
do not have the experience, it is just you that have the experience. (Client ICT director)

To enhance the value of the outsourcing arrangement one client – vendor relationship put in place 
an alignment project. The objective of the relationship alignment project was (among others) to create 
a framework to manage the natural tension between both parties, find an agreement on a vision of how 
the parties need to work together, build a strong working relationship between the teams in the various 
countries, build and commit to an appropriate strategic relationship structure and enabling mechanisms, 
support a group wide collaborative approach, review and refine roles & responsibilities. These things 
relay on the extent to which the relationship work together rather than against one another. As long as 
the parties transfer knowledge between each other, they should be capable of sustaining a successful 
relationship.

Findings from case studies support the importance of knowledge transfer in IT outsourcing relation-
ships. With the growing importance of pooling knowledge resources, knowledge management will have 
to transcend organizational boundaries to include sourcing partners. However, the focus of previous 
research studies has mainly been on intra-organizational knowledge management (e.g., Biloslavo, 2005). 
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In this study, we have attempted to direct the attention of knowledge management researchers toward 
inter-organizational interfaces (e.g., Kodama, 2005; Kodama & Ohira, 2005).

In a different empirical setting, Malhotra et al. (2005) attempted to direct the attention of knowl-
edge management researchers toward inter-organizational interfaces. They studied absorptive capacity 
configurations in supply chains. Their study indicates that enterprises have to build requisite absorptive 
capacity to prepare for collaborative knowledge creation with their supply chain partners. Absorptive 
capacity in this context is the ability of enterprises to acquire and assimilate information from their 
supply chain partners and to transform and exploit this information to achieve superior operational and 
strategic outcomes.

Similarly, Allard and Holsapple (2002) attempted to direct the attention of knowledge management 
researchers toward inter-organizational interfaces. They studied knowledge management as a key for 
e-business competitiveness (Gottschalk, 2006). In their knowledge chain model, knowledge externaliza-
tion describes the embedding of knowledge into organizational outputs that are then released into the 
external environment.

The extent of inter-organizational knowledge transfer between vendor and client in an IT outsourcing 
relationship will depend on the extent of outsourcing. Total IT outsourcing will typically require a greater 
extent of inter-organizational knowledge transfer (Barthélemy & Geyer, 2004). This can be explored in 
future research, as outsourcing choices represent alternate ways for organizations to leverage available 
resources to increase the value of IT in meeting corporate objectives (Lee, Miranda, & Kim, 2004).

conclusIon

In an outsourcing relationship, the vendor and the client need to transfer, exchange and develop knowl-
edge on a continuous basis. All services delivered, received and evaluated are based on an exchange of 
knowledge between vendor personnel and client personnel. If this knowledge exchange is poorly struc-
tured or completely unstructured, then misunderstandings leading to poor service quality will occur. In 
an outsourcing relationship, the vendor and the client need to transfer, exchange and develop knowledge 
on a continuous basis. All services delivered, received and evaluated are based on an exchange of knowl-
edge between vendor personnel and client personnel. If this knowledge exchange is poorly structured or 
completely unstructured, then misunderstandings leading to poor service quality will occur. Opposite, 
success might be created and sustained if knowledge is freely exchanged.

An open exchange and creation of knowledge requires more than mechanisms, systems and leader-
ship. It requires knowledge workers who are willing and able to explore and exploit their knowledge 
with others. A prerequisite for knowledge workers to be open is self-confidence in the sense that they 
trust their own knowledge as well as trust their own exposure of not knowing. Another prerequisite is 
the demand-side of knowledge sharing, where both vendor knowledge workers and client knowledge 
workers ask questions when in need of knowledge. This is so because knowledge always resides in the 
heads of individuals.
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Chapter 8

Outsourcing Performance

For the vendor an IT outsourcing relationship is successful if it generates profit for the company and 
if it strengthens the company’s value proposition in terms of complementary competencies such as IT 
personnel development, methodology development and dissemination, and customer relationship man-
agement (Levina & Ross, 2003). For the client an IT outsourcing relationship is successful if it generates 
profit for the company and if it contributes to achievement of outsourcing objectives as exemplified by 
Lee and Kim (1999). Managing successful IT outsourcing relationships means to us that source firm 
and sourcing firm both achieve their objectives in a joint effort. Achieving objectives is a matter of 
outsourcing outcome.

In this chapter we start by presenting the vendor’s value proposition because outsourcing outcomes 
are dependent on the vendor’s ability to create value for both parties in the relationship. Satisfaction 
based on successful exploration and exploitation of the vendor value proposition plays an important 
role in building other important assets for the client company. The following two sections in this chap-
ter discuss outsourcing opportunities and threats in a client perspective. Next, we present a method for 
developing quantitative performance measurements. Although decisions to outsource should be a part 
of the overall business strategy, control and objective measurement of service quality is important for 
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any company as this may influence the overall relationship. At the end of this chapter, we take a look at 
how to measure the success of IT outsourcing relationships.

vEndor valuE proposItIon

The value generation potential of an outsourcing relationship consists of three factors: client characteristics, 
the vendor-client relationship, and vendor characteristics. A key client characteristic is an understanding 
of how to manage resources that a firm does not own. A key in the vendor-client relationship is formal 
(contractual) aspect of the relationship. The third factor shaping the outsourcing value proposition is the 
vendor’s own capabilities. From an outsourcing vendor’s perspective, there are many potential opportu-
nities and benefits for the client. These opportunities and benefits can be derived from the IT outsourc-
ing vendor’s value proposition. Important vendor characteristics include capabilities such as technical 
competence, understanding of the customer’s business, and relationship management. Our presentation 
and discussion in the following text of this third factor in terms of vendor value proposition is based on 
a research article by Levina and Ross (2003).

To date, most research on information technology outsourcing concludes that firms decide to outsource 
IT services because they believe that outside vendors possess production cost advantages. Yet it is not 
clear whether vendors can provide production cost advantages, particularly to large firms who may be 
able to replicate vendors’ production cost advantages in-house. Mixed outsourcing success in the past 
decade calls for a closer examination of the IT outsourcing vendor’s value proposition. The concepts 
of complementarities and competencies explain that outsourcing vendors can increase productivity and 
reduce costs on client projects by applying a set of complementary application management competen-
cies. This is the vendor value proposition.

The concept of complementarity posits that firms can improve productivity by engaging in comple-
mentary activities where benefits from doing more of one activity increase if the firm is also doing more 
of the other activity. This concept of complementarity has been used in studies of manufacturing to show 
that modern manufacturing approaches work as a system, rather than as a set of independent factors. 
Those firms that invest simultaneously in several complementary activities perform better than those 
firms that increase the level of some of these activities, but not others. In fact, literature on complemen-
tarity argues that firms that increase one factor without also increasing complementary factors may be 
worse off than firms that keep the factors at the same lower level.

An outsourcing vendor may develop different competencies. In the case study by Levina and Ross 
(2003), the vendor developed a set of three competencies to respond to client needs and market demands: 
personnel development, methodology development and dissemination, and customer relationship man-
agement:

• IT personnel development addressed existing IT labor market constraints by the vendor in ways 
that the client had not. The vendor replaced experienced, high-cost client staff with mostly low-
er-cost, junior programmers and then developed their skills through training, mentoring, and 
team-based project work. Junior staff valued the professional growth while their mentors often 
relished opportunities to watch somebody take off. As a professional services firm, the vendor 
viewed maintenance work as a first step in a career development path, which involved rotating 
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professionals within engagements, assigning personnel development managers, and creating both 
technical and management hierarchies.

• Methodology development and dissemination was necessary for consistent delivery of best of 
breed solutions to client problems. Whereas the client’s staff focused on addressing users’ im-
mediate needs, the vendor introduced methodologies that focused on overall operational improve-
ments on projects. The vendor had a long history of methodology development. The methodolo-
gies not only specified processes, they also standardized project documentation through forms and 
templates such as change request forms, lost time logs, and weekly status report forms, to closely 
monitor project status.

• Customer relationship management was formalized through level of service agreements. Each 
agreement set a fixed price for agreed-upon services. The major philosophy of outsourcing was 
that the vendor is taking a risk. The vendor is responsible for whatever is defined in that client in-
terface document as being the vendor’s responsibility. While agreements might not lead to greater 
user satisfaction with the level of IT services, it did reduce uncertainty, thereby creating clearer 
expectations and an acceptance of limits. As users accepted these limits, they recognized and ap-
preciated services that exceeded contract requirements.

These three competencies turned out to be complementary by being mutually reinforcing. Management 
practices targeted at one competency tended to enhance the other competencies as well. This reinforcing 
pattern was apparent in all three pairings of the competencies:

• Personnel development and methodology development and dissemination are complementary 
competencies. The methodology competency reinforced personnel development by helping ju-
nior staff learn quickly what they were expected to do. While methodologies were sometimes 
viewed as constraining individual initiative, one junior consultant argued that the methodology 
empowered her and others to challenge management directives that might be inconsistent with 
documented practices. In addition, standardization of practices around methodology facilitated 
staff rotations and scheduling. In the same way, personnel development practices, such as skill 
development, rotations, and promotion policies, provided training, encouragement, and incentives 
that led to consistent use and improvement of methodologies across the organization.

• Methodology development and dissemination and customer relationship are complementary com-
petencies. When methodology delivered operational improvements, the vendor could sometimes 
increase service levels with no added cost to the client. In some cases, the vendor had been able to 
pull people off a project and had elected to share the savings with the client. These very visible im-
provements in IT service levels reinforced the customer relationship. Methodological approaches 
also improved customer relationship management practices by defining and standardizing best 
practices for creating and managing level of service agreements. The customer relationship man-
agement competence similarly reinforced the methodology competence. The vendor regularly 
communicated with the client to discuss issues and expectations, and one outcome was to help the 
client managers understand the methodologies so that they could facilitate, rather than hinder, the 
vendor’s ability to meet expectations. Thus, client managers shared their knowledge of systems 
with the vendor and provided early warnings, where possible, when business or corporate IT 
changes might have an impact on the vendor’s responsibilities.
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• Personnel development and customer relationship are complimentary competencies. Personnel 
development practices reinforced customer relationships by ensuring that staff understood and ac-
cepted accountability for meeting contractual obligations. Personnel development practices also 
developed communication skills to help staff establish customer expectations and build trust. At 
the same time, strong customer relationships led to better buy-in, on the customer’s part, to per-
sonnel development policies that required release time or movement of personnel, such as training 
programs, mentoring, and job rotations.

The concepts of complementarities and core competencies explain that the vendor can increase 
productivity and reduce costs on client projects by applying this set of complementary application 
management competencies. Levina and Ross (2003) examined how the vendor delivers value to clients 
as a result of its ability to develop complementary competencies. First, they went beyond neoclassical 
economics theory to explain why potential clients are unlikely to develop these complementary com-
petencies internally. They then explored the mechanisms that ensure that the benefits of the vendor’s 
competencies are, in part, passed on to clients.

why clients do not replicate and apply vendors’ competencies

Typically, clients have a different set of market structures and resource constraints than the IT services 
industry. Accordingly, clients have a different organization and different business processes. Clients 
have hired personnel to address the market conditions and customer demands of their industry. Clients 
can attempt to build IT application competencies rather than outsource to vendors, but, unlike vendors, 
they may find that optimizing the development and application of IT competencies will conflict with 
optimizing core business activities. Vendors, on the other hand, can shield themselves from these conflicts 
through the structure provided by contracts, which specify deliverables rather than levels of investment 
in competencies.

For example, to address labor market constraints, clients could increase the compensation of techni-
cal specialists, but non-IT workers might perceive the inflated IT salaries as unfair. Similarly, clients 
are typically not as well positioned as vendors to institute an IT personnel career development office or 
a practice of IT personnel rotation and promotion.

why vendors share productivity gains with clients

From the client perspective, the vendor’s value proposition would not exist if the benefits of comple-
mentary competencies accrued solely to the vendor. Contract-based, interpersonal, and reputation-based 
mechanisms encourage vendors to share advantages with clients. Clients may deploy some contract-based 
mechanisms including pilot projects, multiphase contracting with penalties, interpersonal relationship 
building, carrot and stick incentives and short-term contracts, and competent contract monitoring. All 
of these mechanisms increase client control and motivate vendors to demonstrate value to the client. 
Since the value of outsourcing to the client is very hard to measure, most researchers have focused on 
client satisfaction.

Reputation-based mechanisms provide vendors with a strong incentive to share productivity gains 
with clients. IT service vendors’ focus on reputation building in their relationships with clients. In addi-
tion to their current contracting structure, vendors care about their long-term market position. Thus, the 
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vendor is inclined to share benefits with the client so that the information about the vendor’s contribution 
enables it to win future contracts. Developing a solid industry reputation helps a vendor win new, and 
extend existing, engagements, which lead to the acquisition of, and control over, more projects.

Knowledge-intensive service firms like outsourcing vendors are typical value shops (Gottschalk, 
2005), and such firms depend on reputation for success, as reputation is a key driver of firm value cre-
ation. Reputation is a relational concept, in the sense that firms are judged by their stakeholders relative 
to their competitors. Reputation is what is generally said or believed about an entity by someone, it is 
the net perception of a firm held by stakeholders judged relative to other firms. According to Sheehan 
(2002), there are four conditions, which must be present for reputation to work. Firstly, rents earned 
from maintaining a good reputation must be greater than not. Secondly, there must be a minimum of 
contact among stakeholders to allow for the changes in reputation to be communicated. Thirdly, there 
needs to be a possibility of repeat business. And lastly, there must be some uncertainty regarding the 
firm’s type and/or behavior.

Reputation is related to the asymmetry of information, which is a typical feature of knowledge-
intensive service firms. Asymmetry is present when clients believe the firm knows something that the 
clients do not and believe it is necessary to know to solve their problems. Reputation can be classified as 
a strategic resource in knowledge-intensive firms. To be a strategic resource, it has to be valuable, rare, 
and costly to imitate, and possible to organize. Reputation is valuable as it increases the value received 
by the client. Reputation is rare, as by definition only a few firms can be considered best in the industry. 
Reputation is costly to imitate, as it is difficult to build a reputation in the short run. Reputation is pos-
sible to organize in the general sense of controllability, which implies that a firm can be organized to 
take advantage of reputation as a resource.

The vendor’s strategy and practices are depicted in Figure 1. This model of the IT vendor’s value 
proposition suggests that client needs, as shaped by market constraints, specify the requirements for 
client satisfaction. Client satisfaction results from services provided by vendors through the application 

Figure 1. Vendor’s value proposition (adapted from Levina & Ross, 2003)
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of a complementary set of core competencies targeted at delivering higher service at a lower marginal 
cost.

Client satisfaction is achieved in Figure 1 when the application of core competencies to projects is 
enabled by healthy client-vendor relationship, which is in part influenced by the vendor’s expertise in 
managing client relationships. Competencies, in turn, grow through the vendor’s firm-wide experience 
gained from controlling a large number and variety of projects, which, in turn, grow due to the reputa-
tion the vendor, develops through its ability to satisfy customers. The model represents a set of positive 
feedback loops, which will result in negative outcomes if, for example, the competencies do not match 
client needs.

outsourcIng opportunItIEs

An empirical study of information technology sourcing in US and UK organizations identified indica-
tors of success. The objective of the study was to develop indicators of success based on participants’ 
perceptions of whether the outcome of their IT sourcing decisions met their expectations. Participants 
cited a variety of expectations (anticipated and hoped-for outcomes) and reasons (justifications and 
explanations) for their sourcing decisions. Fifteen categories of expectations/reasons for sourcing were 
identified (Lacity & Willcocks, 1998). Each participant’s expectations/reasons were mapped into the 15 
chosen categories. In many instances, participants stated more than one expectation/reason. The ranking 
from 1 to 15 was based on total responses from participants.

1.  Reduce IT costs
2.  Improve technology or technical service
3.  Jump on the bandwagon; outsourcing perceived as a viable, irreversible trend within their 

industry
4.  Focus business on core competencies; IT perceived as non-core
5.  Restructure IT budgets from capital budgets to fixed operating budgets
6.  Play good corporate citizen; IT managers perceive an outsourcing evaluation demonstrates their 

willingness to subordinate the good of IT department for the good of the overall business
7.  Focus internal IT staff on critical IT activities, such as development, while outsourcing more stable 

and predictable IT activities, such as data center operations
8.  Prove efficiency; invite bids to receive a free benchmark
9.  Eliminate an IT burden; assume a vendor will solve problematic IT function(s)
10.  Downsizing – the entire company is pressured to reduce headcount
11.  Preemptive move by IT managers to expose exaggerated claims made to senior executives by 

consultants or vendors
12.  Improve cost controls
13.  Forced market testing by the government
14.  Justify new IT resources by bundling capital budget requests with a kind of proof that vendors 

cannot do it cheaper
15.  Facilitate mergers and acquisitions – vendors are perceived as experts in merging data centers 

quickly.
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Global outsourcing’s defenders list a number of arguments in favor of outsourcing. Arguments in favor 
of outsourcing can be broken down to five areas: concentration on core business development by firms, 
cost control, access to state of the art technology, market discipline through greater transparency, and 
added flexibility to respond to demand changes (Clott, 2004).The motivations for outsourcing are evolving 
from a primary focus on cost reduction to an emerging emphasis on improving business performance. 
The traditional rationale of vendor economies of scale and specialization is becoming less convincing 
as companies with well-run, innovative IS departments that are large enough to accrue the same scale 
and specialization benefits as a vendor, are nevertheless engaged in significant outsourcing deals.

DiRomualdo and Gurbaxani (1998) discovered in their research that while the academic literature 
and business press discuss IT outsourcing as if it were always driven by a singular focus on reducing 
the costs and enhancing the efficiency of IT resources, this is in fact only one of three kinds of strategic 
intent for IT outsourcing. They called this well-established intent IS Improvement. The other two have 
more recently emerged as significant factors in many companies’ decision to outsource. Outsourcing for 
business impact focuses on improving IT’s contribution to company performance within the existing lines 
of business. The third category of intent, commercial exploitation, focuses on leveraging technology-
related assets in the marketplace:

• IS Improvement. Companies that want better performance from their core IS resources – the hard-
ware, software, networks, people, and processes involved in managing and operating the technol-
ogy and supporting users – have the strategic intent of IS improvement. Their objective typically 
includes cost reduction, service quality improvement, and acquisition of new technical skills and 
management competencies. They believe that outside specialists who are better able to keep pace 
with new technologies and skills, and who use superior processes and management methods, 
should manage some, if not all, of their IT services.

• Business Impact. Many IS organizations are struggling to develop the right mix of technical and 
business skills to exploit technology. As a result, many companies are looking to the IT outsourc-
ing market for help, on the premise that outsourcing vendors’ state-of-the-art skills, capabilities, 
and proficiency at recruiting and managing technologists make them better than internal IS orga-
nizations at using IT to improve business results. The strategic intent is deploying IT to signifi-
cantly improve critical aspects of business performance.

• Commercial Exploitation. Outsourcing information technology with the strategic intent of com-
mercial exploitation aims to improve the return on IT investment by generating new revenue and 
profit or by offsetting costs. The means by which IT assets can be leveraged commercially range 
from licensing systems and technologies developed initially for internal use, through selling IS 
products and services to other firms, to launching new IT-based businesses. Our study discovered 
that companies pursuing commercial exploitation were often those with innovative information 
systems. Many come from technology-intensive industries, such as air transport and financial ser-
vices, and have mission-critical systems that are expensive to maintain and enhance.

outsourcIng thrEats

While literature on outsourcing has often sought to draw lessons from highly visible companies that have 
been successful in outsourcing, Barthélemy (2003) in his article on “The seven deadly sins of outsourcing” 
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sheds light on failed efforts. Failed outsourcing endeavors are rarely reported because firms are reluctant 
to publicize them. Firms do not like to report their failures because such information can damage their 
reputation. His study was based on in-depth analysis of 91 outsourcing efforts carried out by European 
and North American firms. Through his survey, he found that the same mistakes underlie most failed 
outsourcing efforts. These mistakes have been termed the seven deadly sins of outsourcing:

1.  Outsourcing activities that should not be outsourced. Determining which activities can be best 
performed by outside vendors requires a good understanding of where the firm’s competitive 
advantage comes from. Resources and capabilities that are valuable, rare, difficult to imitate, and 
difficult to substitute can be employed to create superior performance. Activities that are based on 
such resources and capabilities (i.e., core activities) should not be outsourced because firms risk 
loosing competitive advantage and becoming hollow corporations.

2.  Selecting the wrong vendor. Selecting a good vendor is crucial for successful outsourcing. The 
literature has identified numerous criteria for successful provider choice. A useful distinction can 
be made between hard and soft qualifications. Hard qualifications are tangible and can be easily 
verified by due diligence. They refer to the ability of vendors to provide low-cost and state-of-the-art 
solutions. Important criteria also include business experience and financial strength. Soft qualifi-
cations are attitudinal. They may be non-verifiable and may change depending on circumstances. 
Important soft criteria include a good cultural fit, a commitment to continuous improvement, flex-
ibility, and a commitment to develop long-term relationships.

3.  Writing a poor contract. Since the 1980s, vendor partnerships have emerged as a model of purchas-
ing excellence. Partnerships replace market competition by close and trust-based relationships with 
a few selected vendors. The notion that outsourcing vendors are partners and that contracts play 
a minor role was popularized by early outsourcing deals. However, there are pitfalls in partner-
ship management. A good contract is essential to outsourcing success because the contract helps 
establish a balance of power between the client and the vendor. Spending too little time negotiat-
ing the contract and pretending that the partnership relationship with the vendor will take care of 
everything is a mistake. Drafting a good contract is always important because it allows partners to 
set expectations and to commit themselves to short-term goals.

4.  Overlooking personnel issues. The efficient management of personnel issues is crucial because 
employees generally view outsourcing as an underestimation of their skills. This may result in a 
massive exodus even before an actual outsourcing decision has been made. Firms that contemplate 
outsourcing must face two interrelated personnel issues. First, key employees must be retained 
and motivated. Second, the commitment of employees transferred to the vendor must also be 
secured.

5.  Loosing control over the outsourced activity. When the performance quality of an activity is low, 
managers are often tempted to outsource it. If poor performance is attributable to factors such as 
insufficient scale economies or a lack of expertise, outsourcing makes sense. If poor performance 
is attributable to poor management, outsourcing is not necessarily the right solution. For an out-
sourcing client, it is particularly important to avoid losing control over an outsourced activity. It 
is critical to keep the outsourced activity in alignment with the overall corporate strategy. While 
vendor management skills are very important, they must also be complemented with technical 
skills. If no one in the company is able to assess technological developments, outsourcing is bound 
to fail.
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6.  Overlooking hidden costs of outsourcing. Outsourcing clients are generally confident that they can 
assess whether or not outsourcing results in cost savings. However, they often overlook costs that 
can seriously threaten the viability of outsourcing efforts. Transaction cost economics suggests two 
main types of outsourcing hidden costs. First, outsourcing vendor search and contracting costs are 
costs of gathering information to identify and assess suitable vendors and costs of negotiating and 
writing the outsourcing contract. Second, outsourcing vendor management costs include monitoring 
the agreement to ensure that vendors fulfill their contractual obligations, bargaining with vendors 
and sanctioning them when they do not perform according to the contract, and negotiating changes 
to the contract when unforeseen circumstances arise.

7.  Failing to plan an exit strategy. Many managers are reluctant to anticipate the end of an outsourcing 
contract. Therefore, they often fail to plan an exit strategy (i.e., vendor switch or reintegration of an 
outsourced activity). Outsourcing relationships can be viewed on a continuum. At one end are long-
term relationships where one or both partners have made investments specific to the relationship. 
There is a considerable advantage in recontracting with the same vendor because switching vendors 
or reintegrating the outsourced activity is very difficult. At the other end are market relationships 
where the client has a choice of many vendors and the ability to switch vendors with little cost and 
inconvenience. In this case, there is no real advantage in recontracting with the same vendor.

Today, outsourcing has extended to more crucial activities such as IT, telecommunications, finance, 
and logistics. Increasingly, complex types of outsourcing have developed. Based on his survey of 91 
outsourcing efforts, Barthélemy (2003) found that there are seven deadly sins of outsourcing, as sum-
marized in Table 1. Historically, outsourcing was restricted to basic support activities such as janitorial 
services. Some sins were “deadlier” than others. “Writing a poor contract” and “losing control over the 
outsourced activity” had the largest impact on the outcome of outsourcing efforts. On the other hand, 
“failing to plan an exit strategy” was not a good differentiator between success and failure, perhaps 
because planning an exit strategy only becomes necessary in the case of vendor switch or reintegration 
of an outsourced activity.

Table 1. The seven deadly sins of outsourcing and lessons learned 

Timetable # Deadly sin Lesson learned

Original idea to outsource 1 Outsourcing activities that should not 
be outsourced

Only non-core business activities

↓ 2 Selecting the wrong vendor State-of-the art and trustworthy vendors

↓ 3 Writing a poor contract Precise, complete, balanced, and flexible 
contract

Beginning of the relationship 4 Overlooking personnel issues Good communication and ethical behavior 
towards employees

↓ 5 Losing control over the outsourced 
activity

Active management of the vendor

↓ 6 Overlooking the hidden costs of out-
sourcing

Search, contracting and managing costs

Vendor switch or reintegration of the 
outsourced activity

7 Failing to plan an exit strategy Building reversibility clauses into the contract
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Several years before Barthélemy, Earl (1996) identified risks of outsourcing. According to him, there 
are many risks that, in practice, indicate limits to outsourcing. Those who have outsourced have more 
regrets than they acknowledge and more anxieties about vendors than they care to confront. Chief In-
formation Officers (CIO) in firms that are currently on the cusp of deciding to outsource have confided 
apparently sound cautionary instincts, but momentum can be difficult to stop. Earl argues that the IT 
sourcing question should be rephrased to, “Why should we not insource IT services?” instead of, “Why 
should we outsource IT services?” by considering the following eleven risks of outsourcing:

1.  Possibility of weak management. If an IT service scores low on operational performance, a company 
will clearly be tempted to outsource it to a third party. This is true whether poor performance is real 
or imagined, or whether top management’s views are rational or emotional. If the IT activity has 
been badly managed in the first place, will the IT managers be any better at managing an external 
provider? Indeed, does executive management want to give the benefits of improving an inefficient 
management to the marketplace? Once outsourcing has been initiated, managing IT services on 
the outside is far from easy. If the third party is not necessarily better, a company has to enhance 
its management of vendor skills and placate users. Hence, to reduce initial risks in outsourcing, a 
company must first be capable of managing the IT service.

2.  Inexperienced staff. One argument for outsourcing is that specialist IT companies is likely to have 
better IT specialists. While this might be true, relatively new IT services businesses do not necessar-
ily have either the best expertise or solid experience. What is worse is that in facilities management 
contracts with even the most established IT service businesses, the customer’s staff may go work 
with the vendor. Transferring internal weak staff and then having to deal with them all over again 
as contractor staff will not solve the problems. Since some of the largest outsourcing contracts 
were initiated to transform a resistant and slack IS function, the risk becomes even starker. The 
biggest risk, however, may occur when a large outsourcing contract is awarded to a major vendor. 
Headhunters call their network of contacts with a frantic request for someone who can manage a 
large facility that has just been outsourced or anyone who has experience in managing contracts 
and can head up a rapidly growing outsourcing division. If the candidate is someone working for 
the company that has just decided to outsource, the chances are that he or she will be retained by 
the original company anyway, or will prefer to work for another user company where his or her 
experience is better suited. Shrewd personnel policies can help mitigate some of the risks at the time 
an outsourcing contract is signed. However, capable IT staff people are rare, and there is a chance 
that the customer company will want to keep them or that they will decide to go elsewhere.

3.  Business uncertainty. If a firm decides to outsource IT services because of costs or focus, it is as-
suming that its future direction and needs are clear. However, when cost is the driver of outsourc-
ing, or converting fixed costs to variable costs is the declared aim, it is likely that the company 
will sacrifice crucial competencies or capabilities. The IT marketplace may offer more variety in 
services and suppliers than any corporation can. Thus, unknown future business needs may, in 
principle, be satisfied when they arise.

4.  Outdated technology skills. When a company outsources an IT service to a third party, how can 
the company be sure that the vendors’ skills stay current? If cost reduction is the objective in an 
outsourcing deal, the hope is that the current cost case is reduced and that, over time, there are 
further cost reductions due to learning and technological change. Indeed, a company can force 
these improvements into the contract at the outset or negotiate them at annual reviews. However, 
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if the vendors’ skills do not advance, the cost-reduction potential is lessened, and unless further 
market testing is done, target setting is sub optimal.

5.  Endemic uncertainty. IT operations and development have always been inherently uncertain. Users 
are not sure of their needs, new technology is risky, business requirements change, and imple-
mentation is full of surprises. A systems project management regime that demands no changes to 
specifications and rigid time and budget controls can produce applications that do not achieve their 
full potential or can create user-specialist conflicts. Companies should avoid outsourcing contracts 
that are set in concrete. At the same time, contracts should be precise, complete, incentive based, 
balanced and flexible, according to Barthélemy (2003a). However, being willing to pay for flex-
ibility may be better than specifying tight performance contracts with penalty clauses, followed 
by litigation.

6.  Hidden costs. When cost reduction is the objective of outsourcing, there is typically a promise of 
early cash flow benefits and long-term cost savings. There are two tendencies, however, that are of 
concern. First, companies underestimate the setup costs, including redeployment costs, relocation 
costs, and longer-than-expected handoff or parallel running costs. Second, companies may under-
estimate management costs. Some companies never anticipated the management resources and 
time - and thus cost - that has to be put in. Companies rarely record the costs of management.

7.  Lack of organizational learning. Much learning about the capability of IT is experiential. Organizations 
tend to learn to manage IT by doing; they do not appreciate the challenges until they have experi-
enced them. Management tends to learn the value of IT applications (or of infrastructure) by using 
them and seeing further opportunities for development. Many strategic information systems were 
discovered in an evolutionary fashion. Thus the strategic scope of systems often emerges as users 
learn what is possible and as the business context and needs change. Of course, there is no reason 
that a third party cannot operate, enhance, or rebuild an application that has been reclassified as 
strategic. However, in other areas of business, responsibility for strategic assets is not so easily 
delegated to the marketplace.

8.  Loss of innovative capacity. In the long run, a company wants to maintain innovative capacity in 
IT because there will be new ways of providing IT services and of exploiting IT for business. If the 
company has outsourced IT services and downsized as well, its ability to innovate may be impaired. 
Innovation needs slack resources, organic and fluid organizational processes, and experimental 
and entrepreneurial competencies - all attributes that external sourcing does not guarantee.

9.  Dangers of an external triangle. Some years ago when IT specialists and users could not under-
stand each other, a few companies created a new role for intermediaries or interpreters between 
the two parties. Often called business analysts, client managers, or systems liaison officers, they 
sought in theory to understand user needs and convey them to the specialists, while representing 
the specialists’ concerns to the users. Similarly after outsourcing, the remaining IT people may act 
as conduits or consultants between the line managers and the vendors. In practice, the liaison roles 
often only succeed in keeping two communities apart and in creating more confusion.

10.  Technological indivisibility. Much of IT is not divisible or capable of separation. Current informa-
tion systems are increasingly integrated or interconnected, and problems can occur at the interface 
of responsibility between different vendors or between the vendor’s domains and the customer’s 
domain.

11.  Fuzzy focus. Outsourcing is essentially concerned with the supply side of IT. The marketplace in 
principle can provide IT operations, development, service, and training. It is not so able to provide 
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acceptable, innovative application ideas, the challenging effort and commitment required in sys-
tems implementation, and the harvesting and delivery of IT benefits. A real problem, then, with 
outsourcing is that it concentrates on the how of IT, not on the what. It focuses on the supply side, 
not the demand side. And because it occupies substantial management resources and executive 
time, it can unwittingly become another form of denominator management rather than revenue 
creation - not a prescription for long-term success.

Also Bahli and Rivard (2003) identified information technology outsourcing risks. They define risks 
as factors that influence the occurrence of undesirable outcomes. The degree to which each factor is 
present in IT outsourcing will contribute to the increased likelihood of a given outcome. Once this list 
of factors is drawn, risk management methods will consist of devising and using mechanisms that will 
either diminish the loss related to the outcome or decrease the likelihood of its occurrence by reducing 
the level of the risk factors. Four undesirable outcomes can be identified in IT outsourcing, and associ-
ated risk factors and consequences can be defined as follows:

1.  Lock-in is an undesirable outcome based on risk factors such as high asset specificity, small number 
of suppliers, and the client’s low degree of expertise in outsourcing contracts. Consequences are 
cost escalation and service debasement. Suggested mitigation mechanisms are mutual hostaging 
and dual sourcing.

2.  Costly contractual amendments are an undesirable outcome based on risk factors such as high 
uncertainty and unanticipated changes. Consequences are cost escalation and service debasement. 
Suggested mitigation mechanisms are sequential contracting and contract flexibility.

3.  Unexpected transition and management costs is an undesirable outcome based on risk factors such 
as high uncertainty, the client’s low degree of expertise in IT operations, and the client’s low degree 
of expertise in outsourcing contracts. Consequences are cost escalation and service debasement. 
Suggested mitigation mechanisms are clan mechanisms and use of external expertise.

4.  Disputes and litigation is an undesirable outcome based on risk factors such as measurement 
problems, the supplier’s degree of expertise in IT operations, and the supplier’s degree of expertise 
in outsourcing contracts. Consequences are cost escalation and service debasement. Suggested 
mitigation mechanisms are alternative methods of dispute resolution, clan mechanisms, and use 
of external expertise.

As global outsourcing or offshoring arises, companies must also be aware of the pitfalls of migrat-
ing business process overseas to India, the Philippines, Ireland, China, and elsewhere to lower their 
costs. Meta Group reports offshoring saves 20 percent in the first year, and creates a 20-percent loss 
in productivity. In other words, actual savings are oftentimes misperceived. Other offshoring pitfalls 
to consider are: security, scope creep, culture, and knowledge transfer. Risks are raised when working 
internationally and companies must address privacy concerns. Many projects grow during the develop-
ment cycle. Scoop creep is not only a phenomenon of offshoring, but might increase as language and 
cultural differences increase. Differences in customs must be taken into account, as the differences are 
often more significant than anticipated. Time and effort to educate and train the vendor is a cost rarely 
accounted for by the IT client organization (InfoWorld, 2004).
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pErformancE mEasurEmEnt

The rapidly increasing use of outsourcing for IT services, both in the public and private sectors, has 
attracted much interest from researchers and practitioners alike. While early studies of IT outsourcing 
were largely qualitative in nature, more recent studies have attempted to analyze the outcomes achieved 
in quantitative terms. Domberger, Fernandez, and Fiebig (2000) are consistent with the latter, but goes 
further by modeling the price, performance and contract characteristics that are relevant to IT outsourc-
ing. A two-equation recursive regression model was used to analyze 48 contracts for IT support and 
maintenance. The results did not reveal any quantitatively significant price-performance trade-off, but 
did suggest that first-term contracts (i.e., the first ever contract awarded by a client for the provision of 
a particular IT service) were more expensive than repeat contracts. Although competitive tendering did 
not result in lower prices than directly negotiated contracts, it was associated with comparatively better 
performance. Well-defined expectations of an organization’s IT requirements were also likely to lead to 
improved performance when the service was outsourced.

service attributes

Domberger et al. (2000) measured IT outsourcing performance by both desired performance and real-
ized performance. Clients typically have an expectation of service quality prior to awarding a contract. 
This can be referred to as desired performance. A necessary part of contract management involves an 
assessment of the realized performance of the contract. The clients responding to the study were asked 
to rate the desired performance and realized performance of the contracts for each of the following eight 
service attributes:

1.  Service availability and timeliness
2.  Out-of-hours availability
3.  Response in emergencies
4.  Provision at expected cost
5.  Delivery to expected quality
6.  Accuracy of advise
7.  Correctness of error fixes
8.  Minimization of system downtime

The original scale for the desired and realized performance ratings was from 1 to 4. A rating of 1 
corresponded to not important for the former and unsatisfactory for the latter, while 4 corresponded to 
very important and excellent, respectively. Ratings which were not reported were filled with zeros to 
preserve the continuity of the scale on the assumption that they were considered irrelevant or very low 
in terms of desired or realized performance.

The eight service attributes listed were taken to represent measures of quality. For the purposes of 
analysis and estimation, a single quality/performance variable was sought. Here there were a number 
of choices. One possibility was to construct what is called principal components. The first principal 
component, which explained approximately 50% of the variation in the attributes, is essentially a simple 
average of the realized ratings. It turned out that the responses were all positively and highly correlated. 
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Thus, the simple average of the ratings attached to the eight attributes represented a simple and readily 
interpretable choice for a single performance variable.

A second possibility was to consider the realized performance relative to the base, as represented by 
the desired performance ratings. Constructing a new set of attributes by subtracting the desired from 
the realized rating for each attribute and contract results in data that has as its first principal component 
a variable which is essentially the simple average. Once again this accounted for approximately 50% 
of the variation in the data. Thus, a second possible proxy for the performance variable is the average 
of the eight realized minus desired attributes. Rather than choose between these alternative proxies, 
the results for both realized and differences were reported (Domberger et al., 2000). Mean of the eight 
realized performance ratings was 2.97. This result can be interpreted as satisfactory, but not excellent, 
indicating that the average response by the 48 firms was that they found realized performance to be 
satisfactory. Mean of the realized minus desired performance ratings was -0.49. The negative mean for 
this performance variable indicates a slight tendency to under-perform relative to the desired levels of 
service quality.

method for development of Quantitative performance measurements

As with any control or performance measure, it is vitally necessary to develop an objective performance 
standard for measuring the success of an outsourcing program. This leads to four main questions sur-
rounding the development of a standard for measuring an outsourcing program (Milgate, 2000):

1.  What was your purpose in setting up an outsourcing program? What did you want to gain?
2.  Who was this outsourcing program supposed to benefit directly? Customers? Suppliers? 

Employees?
3.  Given the above, what should we measure?
4.  What can we measure? Moreover, how can we measure it accurately?

Any decision to outsource should be part of an overall business strategy. Ultimately, what will de-
termine your measures will be your overall aims for your outsourcing program. If, for example, you 
wanted to outsource your logistics system, your purpose may be decrease delivery times of goods to 
your customers. If this is the case, then your performance measures would be focused on the issues of 
meeting delivery schedules and getting goods to customers within a certain guaranteed time frame.

customer satisfaction

Customer attitudes and feelings of satisfaction are vitally important for any company. Attitudes are of 
general interest because attitudes are tied closely to behavior. Using satisfaction surveys to measure at-
titudes is often required. Many vendors do regular surveys of customers to measure customer satisfaction. 
High score in terms of agreement is achieved for the statement that the vendor has a breath of product 
portfolio, while low score is achieved for the statement that the vendor is living up to the expectations. 
There are two curves, one for the local market and one for all Nordic markets.

While there are a variety of techniques for reporting customer attitudes, self-reporting is the most 
common, probably the cheapest, and perhaps the most objective. Attitudes are usually measured using 
a variety of scales, such as Likert scales that attempt to quantify concepts by assigning numbers to them 
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as illustrated in the Ementor example. With these numbers, we can count different responses, prepare 
frequency tabulations of multiple-choice questions, and calculate percentages (Milgate, 2000). (Figure 
2)

However, it is important to note that two errors can occur when we attempt to use attitude scales to 
understand customer satisfaction. First, merely attaching a number to a concept in no way guarantees 
increased accuracy. For example, if on a five-point scale, you attach five to very satisfied, the meaning 
of very satisfied to the customer is still unknown to you. While the ability to count percentages of fives 
is useful in analysis, it in no way gives you the level of understanding you really need. Second, to gain 
any accuracy out of attitude scales you must be sure that the questions you are asking are the right ones. 
This goes for any research in general, but is more important for quantitative research. Typically, to ensure 
increased accuracy of your instrument, you should either pre-test the instrument on a selected sample of 
customers or construct the questions from qualitative data suggested by customers or salespersons that 
deal with customers. Techniques such as focus groups, telephone surveys and experience surveys are 
useful for this. The basic rule to follow is that if you want to increase the accuracy of your satisfaction 
surveys, you need to have a concerted approach to research that involves the end-user, a series of dif-
ferent measures and methods, and a constant review of your approach and questions.

Using satisfaction surveys and involving the end user in this process is implicit in benchmarking. 
However, in the context of an outsourcing agreement, what happens if a major technological change 
enables the service provider to meet customer needs more cheaply? Alternatively, what happens if a 
major new player comes into the market and offers far better service than your service-level agreement 
requires? Essentially, how do you set absolute standards for performance in an environment of continual 
change and high competition in which people’s self-interest is in finding better ways to meet customers’ 

Figure 2. Results from a customer satisfaction survey by an outsourcing vendor
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needs? The answer is benchmarking. Setting benchmark allows taking into account changes in technol-
ogy and monitor whether the provider is keeping up with any changes. One should make sure that any 
potential supplier is innovative by constantly initiating best practice and by investing in its plant, staff, 
and any other essential business functions (Milgate, 2000).

A benchmark is essentially a minimum industry-based standard that you stipulate must be met by 
your service provider. It allows you to at least keep in touch with your competitors and, if constantly 
updated, can enable you to monitor the performance systems. However, they do not cover all aspects of 
work. IT organizations provide user support, help desks, and may use technologies for which functional 
points do not apply. This measure also will not pick up maintenance and technological changes. In short, 
one measure is not enough. In addition, quantitative measures may not provide all the answers to the 
questions asked nor the depth of data needed to give the IT manager a sense of what is going on.

Qualitative measures may be useful in several areas. Quality has to do with nuance, with detail, with 
the subtle and unique things that make a difference beyond the points on a standardized scale. Quality is 
what separates and falls between those points on a standardized scale. Qualitative descriptions provide 
the detail to explain the difference between two people who responded on a scale of five points with a 
“highly” satisfactory experience and someone who responded that she had an “extremely” satisfactory 
experience. This is not a question of interval versus ordinal scaling, but one of meaning.

Qualitative data can provide insights into whether the promises made by the service provider actually 
are occurring. Satisfaction surveys represent an attempt at quantifying attitudes, or feelings. Since these 
factors are generally more qualitative in nature, ringing up or interviewing some customers or questioning 
staff that receive service from the provider can give a great deal of insight into quality issues in relation 
to outsourcing and can often give a much truer picture of the level of quality than a quantitative measure 
can, especially when dealing with intangible items like service.

It is important to know the extent to which an IT outsourcing program is effective after it is fully 
implemented. But to answer that question it is first necessary to know how and the extent to which the 
program was actually implemented. One company that outsourced was less than impressed with the 
mid-term results. They bemoaned the fact that outsourcing had not produced the results they had hoped 
for. However, the program had not been fully implemented. They had decided to outsource in stages so 
as to not to create antagonism amongst their staff (Milgate, 2000).

succEssful rElatIonshIps

Increasing attention is paid to building successful partnerships in information technology outsourcing. 
Lee and Kim (1999) have studied the effect of partnership quality on IS outsourcing success. They define 
partnership as an interorganizational relationship to achieve the participants’ shared goals. Partnership 
is not a new concept in the management area. Marketing and interorganization systems research has 
explored relationships between customer and vendor, buyer and seller, manufacturer and distributor, 
or auditor and client, and so on. A number of different views emerged concerning interorganizational 
relationships.

Research has classified the relationship between organizations into two types: transactional style 
and partnership style. A transactional style relationship develops through the formal contract in which 
rules of the game are well specified and the failure to deliver on commitments by either party should be 
resolved through litigation or penalty clauses in the contract. In contrast, the requirements of a partner-
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ship style relationship include risk and benefit sharing, the need to view the relationship as a series of 
exchanges without a definite endpoint, and the need to establish a range of mechanisms to monitor and 
execute its operations.

In traditional IS management, the role of a service provider was limited in terms of the size of the 
contract and the type of service. Maintenance of hardware or program subcontracting has traditionally 
been the typical IS service provider. However, the type of relationship in outsourcing is changing from 
such buyer-seller relationships to the more strategic partnership relationship. Therefore, a necessary 
condition to move away from self-interest is a belief that the exchange relationship is a win-win situa-
tion for organizations to gain competitive advantages.

Relevant theories to analyze the interorganizational relationship include the resource-dependency 
theory, transaction-cost theory, agent-cost theory from the economic viewpoint, and social exchange 
theory and power-political theory from the social viewpoint. Economic theories aim at explaining the 
characteristics of governance or contract. They treat each sourcing decision as an independent event 
regardless of prior relationships that affect the ongoing sourcing decision. This treatment may be inap-
propriate where organizations repeatedly enter transactions with each other. Explaining the relationship 
between organizations from a purely economic point of view is unjustifiable because interorganizational 
relationships form from the social learning experiences based on specific sequential interactions (Lee 
& Kim, 1999).

Social theorists assume that processes evolve over time as participants mutually and sequentially 
demonstrate their trustworthiness, whereas, in the economic perspective, the organization’s exchange 
activities are enforceable. Social theorists understand relationship as a dynamic process through specific 
sequential interactions in which two participants carry out activities toward one another. However, a good 
relationship does not always bring about the participants’ desired results. According to social theories, 
two mechanisms – trust and power – can explain the relationship between organizations. Trust, a feature 
of relationship quality, has been conceptualized as the firm’s belief that the other company will perform 
actions that will result in positive outcome for the firm, and will not take unexpected actions that would 
result in negative outcomes for the firm. Power is determined by the relative dependence between two 
actors in an exchange relationship, and the concept of power is only meaningful when compared with 
another organization. While social exchange theory uses the concept of trust to explain interactions be-
tween participants, power-political theory relies on the power derived from offering valuable resources 
that few other sources can provide (Lee & Kim, 1999).

partnership Quality

Partnership is an effective way to improve economies of scale and scope provided by the traditional 
modes of organization. However, partnership does not guarantee a desired outcome. Therefore, care-
ful attention needs to be paid to the partnership problems that may lead to an unstable and conflicting 
relationship. Partnership quality is an important concept in this respect. Quality is treated as having two 
dimensions: (1) fitness of use – Does the product or service does what it is supposed to do? Does it pos-
sess the features that meet the customer’s needs? and (2) reliability – To what extent is the product free 
from deficiencies? If we apply the first dimension to partnership, partnership quality may be expressed 
as how well the outcome of a partnership delivered matches the participants’ expectations (Lee & Kim, 
1999).



159

Outsourcing Performance

From this outset, partnership quality can be viewed as an antecedent of the outsourcing success. High 
partnership quality may be a necessary condition for outsourcing success, but not a sufficient condition. 
For instance, if the main objective of the outsourcing was cost reduction but the outsourcing vendor 
failed to meet the objective, such an outsourcing project would be a failure regardless of the partnership 
quality between the service receiver and provider. Thus, Lee and Kim (1999) distinguish the concept 
of partnership quality from that of outsourcing success, and empirically tested whether outsourcing is 
successful when high-quality partnership exists. They identified the following five factors that make up 
partnership quality: trust (degree of confidence and willingness between partners), business understanding 
(degree of understanding of behaviors, goals, and policies between partners), benefit/risk share (degree 
of articulation and agreement on benefit and risk between partners), conflict (degree of incompatibility 
of activities, resource share and goals between partners), and commitment (degree of the pledge of 
relationship continuity between partners).

Partnership quality is affected by organizational, human, and environmental factors. However, most 
literature does not explicitly distinguish the components of partnership quality from the factors that af-
fect it. Lee and Kim (1999) introduced the factors from previous literature as potential determinants of 
partnership quality and presented the hypotheses related to each factor. They expected to find a positive 
relationship between each of the hypothesized determinants of partnership quality and trust, business 
understanding, benefit/risk share, and commitment among the components of partnership quality, and 
a negative relationship between each of the hypothesized determinants of partnership quality and con-
flict.

Figure 3 illustrates their findings. Participation was found to be significantly related to partnership 
quality. From a social perspective, participation is prescribed as a remedy when there is conflict, frustra-
tion, and vacillation in the group. Active participation of the partnership members plays a major part in 
enhancing the sustainability of their partnerships over time. When one partner’s actions influence the 
ability of the other to compete effectively, the need for participation in specifying roles, responsibilities, 
and expectations increases. Accordingly, the higher the degree of participation, the higher the quality of 
partnership. Communication quality was found to be significantly related to partnership quality. Accord-
ing to the social exchange literature, effective communication between partners is essential in order to 
achieve the intended objectives. Intensive communication should lead to better informed parties, which 
in turn should make each party more confident in the relationship and more willing to keep it alive. 
Communication quality is treated as an antecedent of trust in the research literature. Accordingly, higher 
communication quality is believed to enhance the quality of partnership. Information sharing is the third 
significant determinant in Figure 3. Information sharing is the extent to which critical or proprietary 
information is communicated to one’s partner. Partnerships can create a competitive advantage through 
the strategic sharing of organizations’ key information. Closer relationships result from more frequent 
and relevant information exchanges among high-performance partners. Participants are expected to 
sustain more effective relationships over time by sharing information and by being knowledgeable about 
each other’s organization.

Age of relationship had a significant negative effect on the partnership quality. Among the components 
of partnership quality, conflict and commitment were significantly associated with age of relationship. 
However, contrary to many expectations, age of relationship had a positive effect on conflict and a 
negative effect on commitment. Interestingly, mutual dependency was also negatively associated with 
partnership quality. This means that the degree of partnership quality was lower when mutual dependency 
was higher. Although mutual dependency had a significant effect on business understanding, benefit 
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and risk share, and conflict, these results were contrary to the researchers’ expectation. The relationship 
between top management support and partnership quality was significant. Top management support also 
was significantly associated with trust and business understanding, while it was not related to benefit 
and risk share, conflict, or commitment.

In Figure 3, there is a causal relationship between partnership quality and outsourcing success. 
Successful partnership enables participants to achieve organizational objectives and to build a com-
petitive advantage that each organization could not easily attain by itself. To gain these advantages of 
partnership, participants should try to enhance their partnership quality to reflect the extent of intimacy 
between partners. Therefore, a higher quality of partnership is likely to lead to a successful outsourcing 
relationship.

outsourcing success

In their statistical analysis, Lee and Kim (1999) found that the quality of outsourcing partnership had a 
strong positive relationship with both business satisfaction and user satisfaction, as well as with overall 
outsourcing success. Trust showed a strong positive relationship with business satisfaction, while it had 
no effect on user satisfaction. This indicates that trust is a critical predictor of outsourcing success in 
terms of the business perspective, as opposed to the user perspective. Unlike the result with trust, business 
understanding was not a good predictor of business satisfaction while it significantly influenced user 
satisfaction. This means that the outsourcing outcome matched the users’ requirements as understand-
ing of its partner’s business increased. Benefit and risk share showed a strong positive relationship with 
both business satisfaction and user satisfaction, as well as with overall outsourcing success. Although 
conflict was a predictor of business satisfaction, it had no effect on the overall outsourcing success and 
user satisfaction. Lee and Kim’s (1999) finding for the conflict variable indicated that outsourcing suc-
cess was not affected by the degree of conflict between the service receiver and provider. Their study 
also indicated that commitment was significantly associated with outsourcing success in terms of both 

Figure 3. Partnership quality affected by determinants and effecting outsourcing success
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the business and the user perspective. In summary, all partnership quality variables except conflict were 
significantly related to outsourcing success.

In the study by Lee and Kim (1999), success was measured on two variables. The first variable, busi-
ness perspective, had the following items: (i) we have been able to refocus on core business, (ii) we have 
enhanced our IT competence, (iii) we have increased access to skilled personnel, (iv) we have enhanced 
economies of scale in human resources, (v) we have enhances economies of scale in technological re-
sources, (vi) we have increased control of IS expenses, (vii) we have reduced the risk of technological 
obsolescence, (viii) we have increased access to key information technologies, and (ix) we are satisfied 
with our overall benefits from outsourcing. The second variable, user perspective, had the following 
items: (i) reliability of information, (ii) relevancy of information, (iii) accuracy of information, (iv) 
currency of information, (v) completeness of information, and (vi) timeliness of information. Most of 
the other reviewed literature that touch on success, apply the client perspective. However, successful IT 
outsourcing relationships require success for both client and vendor.

In a study conducted among 80 Norwegian large companies the authors examined organizational 
change-related factors that impact outsourcing success (Solli-Sæther, Gottschalk, & Kierulf, 2008). The 
idea was to investigate how firm readiness for change influenced its performance. Outsourcing was 
considered as a change initiative for the purpose of achieving competitive advantage. The independent 
variable outsourcing readiness was defined as a condition that describes how complete a company is 
to begin outsourcing. The dependent variable outsourcing success was defined as the degree to which 
service receivers was satisfied (first defined by Grover, Cheon, & Teng, 1996; and later used by Lee 
& Kim, 1999). The linear influence of organizational readiness on outsourcing success was examined, 
suggesting that understanding of business situation has significant positive effect on outsourcing suc-
cess. As expected, higher levels of understanding business situation increased perception of outsourcing 
success.

conclusIon

The provider of outsourcing services benefits from economies of scale and complementary core compe-
tencies that would be difficult for a firm that does not specialize in information technology services to 
replicate. The vendor’s specialized knowledge and skills can be shared with many different customers, 
and the experience of working with so many information systems projects further enhances the vendor’s 
expertise. To succeed in an IT outsourcing relationship clients cannot replicate and apply vendor’s com-
petencies, and vendors must share productivity gains with clients.

Outsourcing success can be viewed as the level of fitness between the customer’s requirements and 
the outsourcing outcomes. In a business perspective, outsourcing is motivated by the promise of strategic, 
economic, and technological benefits. The success of outsourcing, then, should be assessed in terms of 
attainment of these benefits. Strategic benefits refer to the ability of a firm to focus on its core business 
by outsourcing routine information technology activities. Economic benefits refer to the ability of a firm 
to use expertise and economies of scale in human and technological resources of the service provider 
and to manage its cost structure through unambiguous contractual arrangements. Technological benefits 
refer to the ability of a firm to gain access to leading edge IT and to avoid the risk of technological ob-
solescence that results from dynamic changes in IT. From a user perspective, outsourcing success may 
also be the level of quality of offered services.
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A decision to outsource on the basis of saving costs without analysis of the quality of service frequently 
leads to higher costs and lower user satisfaction. Therefore, it is imperative to conduct a proper analysis 
of the service quality before building a relationship with a service provider for a successful outsourc-
ing project (Lee & Kim, 1999). This chapter provided examples of how to measure the quality of IT 
services outsourced, client outsourcing satisfaction, partnership quality, and the success of outsourcing 
relationships. Some of these measures are objective and some are subjective in nature.

Managing IT outsourcing performance is not only about benefits and service quality that can be expected 
and realized. Managing performance is also about benefits and service quality that can be created by en-
trepreneurial vision and insight. Where others see problems, entrepreneurs see opportunities (Markowski 
& Hall, 2007). Thus, entrepreneurial management will enhance outsourcing performance.
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Chapter 9

Outsourcing Governance

The overall objective of this chapter is to concentrate on the important issues of strategy, structure, and 
management of IT outsourcing arrangements. First, we take a look at the broader issue of governance. 
Learning that IT outsourcing governance includes not only information and IT assets, but also such 
aspects as human, financial, physical, intellectual property, and relationship assets, we present in the 
next section the interaction approach as a model that focuses both on short-term episodes and general 
long-term relationships in dyadic buyer-supplier ventures. Then we discuss how appropriate governance 
structures – including management control systems and the development of trust – may work to reduce 
risk and decrease failure. We continue by presenting the important partnering process, where manage-
ment can take actions when building and sustaining outsourcing relationships. Important stakeholder 
groups are presented as they may have distinct expectations and goals in outsourcing and for outsourc-
ing relationships. Hard and soft sides of outsourcing management are presented, as both sides are keys 
to success. Finally, using theoretical perspectives described earlier and experience earned from several 
business case studies, we present a governance model for successful management of IT outsourcing 
relationships.

DOI: 10.4018/978-1-60566-796-6.ch009
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pErspEctIvEs on govErnancE

IT governance can be defined as a firm’s overall process for sharing decision rights about IT and moni-
toring the performance of IT investments. Weill and Ross (2004) define IT governance as specifying the 
decision rights and accountability framework to encourage desirable behavior in using IT. IT governance 
is not about making specific IT decisions – management does that – but rather determines who system-
atically makes and contributes to those decisions. IT governance reflects broader corporate governance 
principles while focusing on the management and use of IT to achieve corporate performance goals. 
Effective IT governance encourages and leverages the ingenuity of the enterprise’s people in IT usage 
and ensures compliance with the enterprise’s overall vision and values.

All enterprises have IT governance. Those with effective governance have actively designed a set 
of IT governance mechanisms (committees, budgeting processes, approvals, and so on) that encour-
age behavior consistent with the organization’s mission, strategy, values, norms and culture. In these 
enterprises, IT can factor significantly into competitive strategy. In contrast, enterprises that govern IT 
by default more often find that IT can sabotage business strategy. Before we dive into IT outsourcing 
governance, we must look at the broader issue of corporate governance in enterprises. Corporate gov-
ernance is concerned with governing key assets, such as (Weill & Ross, 2004):

• Human assets: People, skills, career paths, training, reporting, mentoring, competencies and so 
on.

• Financial assets: Cash, investments, liabilities, cash flow, receivables and so on.
• Physical assets: Buildings, plant, equipment, maintenance, security, utilization, and so on.
• IP assets: Intellectual property (IP), including product, services, and process know-how formally 

patented, copyrighted, or embedded in the enterprises’ people and systems.
• Information and IT assets: Digitized data, information, and knowledge about customers, pro-

cesses performance, finances, information systems, and so on.
• Relationship assets: Relationships within the enterprise as well as relationships, brand, and repu-

tation with customers, suppliers, business units, regulators, competitors, channel partners, and so 
on.

As we can see from this list, IT outsourcing governance includes not only information and IT as-
sets. IT outsourcing governance is concerned with several of these assets, sometimes even all of these 
assets. In this perspective, IT outsourcing governance may be as comprehensive in scope as corporate 
governance.

In governing IT outsourcing, we can learn from good financial and corporate governance. For ex-
ample, the CFO (chief financial officer) does not sign every check or authorize every payment. Instead, 
he or she sets up financial governance specifying who can make the decisions and how. The CFO then 
oversees the enterprise’s portfolio of investments and manages the required cash flow and risk exposure. 
The CFO tracks a series of financial metrics to manage the enterprise’s financial assets, intervening 
only if there are problems or unforeseen opportunities. Similar principles apply to who can commit the 
enterprise to a contract or a partnership. Exactly the same approach should be applied to IT governance 
(Weill & Ross, 2004).

The dichotomy market or hierarchy has exercised a dominant influence on the study of forms of 
governance and their operation for some time. However, in the past two decades there have been large 
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numbers of investigations of intermediate forms of governance. Subsequently it has been recognized 
that the behavior that occurs within exchanges is not necessarily determined by the forms of governance 
used, and this points to a need to understand behavior within a variety of exchanges. Blois (2002) de-
fines governance as the institutional framework in which contracts are initiated, monitored, adapted, 
and terminated. An exchange occurs between two organizations when resources are transferred from 
one party to the other in return for resources controlled by the other party.

The organization of interfirm exchanges has become of critical importance in today’s business envi-
ronment. Many scholars have criticized the inadequacies of legal contracts as mechanisms for governing 
exchange, especially in the face of uncertainty and dependence. Other scholars argue that it is not the 
contracts per se but the social contexts in which they are embedded that determine their effectiveness. 
Cannon, Achrol, and Gundlach (2000) investigated the performance implications of governance struc-
tures involving contractual agreements and relational social norms, individually and in combination 
(plural form) under varying conditions and forms of transactional uncertainty and relationship-specific 
adaptation. Hypotheses were developed and tested on a sample of buyer-seller relationships. The results 
provide support for the plural form thesis – increasing the relational content of a governance structure 
containing contractual agreements enhanced performance when transactional uncertainty was high, but 
not when it was low.

Cannon et al. (2000) applied the term legal bonds to refer to the extent to which detailed and binding 
contractual agreements were used to specify the roles and obligations of the parties. To the extent contracts 
were characterized in this way, they were less flexible and therefore more constrained in their adaptive 
properties. Highly detailed contracts were also less likely to possess the kinds of general safeguards that 
are more effective in thwarting self-interest-seeking behavior under circumstances of ambiguity.

Various perspectives on the nature of contracts as a mechanism of governance may be found in the 
literature. According to the original transaction cost framework (Williamson, 1979), formal contingent 
claims contracts (i.e. classical contracts) are inefficient mechanisms of governance in the face of un-
certainty because organizations are bounded in their rationality and find it impossible to contemplate 
all possible future contingencies. For exchanges involving high levels of idiosyncratic investments and 
characterized by uncertainty, internal organization or hierarchy is predicted to be a more efficient form 
of governance than the market (Cannon et al., 2000).

However, neo-classical contract law argues that contracts can provide useful governance in exchange 
relationships even in the face of uncertainty and risk. This tradition of contract law is marked by doc-
trine and rules that attempt to overcome the difficulties posed by the classical tradition’s emphasis on 
discreteness and presentation of exchange. The new doctrines enable parties to respond to unforeseen 
contingencies by making adjustments to ongoing exchange and ensuring continuity in their relationships. 
For example, concepts such as “good faith” and “reasonable commercial standards of fair dealing in the 
trade” are recognized under the Uniform Commercial Code (UCC) of 1978 in the US as general provi-
sions for contracting behavior that also help to ensure continuity in exchange relationships. Similarly, 
“gap filler” provisions of the UCC rely on “prior dealings” between parties and “customary practices” 
across an industry or trading area for completing contract terms intentionally left open or omitted, thus 
allowing for adjustments to contingencies (Cannon et al., 2000).

However, neo-classical contracts are not indefinitely elastic (Williamson, 1991). Many scholars 
remain skeptical of how effective even the most carefully crafted contracts can be. It is argued that the 
scope for drafting rules in contracts to address changing or ambiguous conditions, or the ability to rely 
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on general legal safeguards for controlling commercial conduct, is limited by both practicality and the 
law itself.

Drawing on these views, Cannon et al. (2000) argue that when a transaction involves relationship-
specific adaptations and is (1) subject to dynamic forces and future contingencies that cannot be foreseen or 
(2) involves ambiguous circumstances where tasks are ill-defined and prone to exploitation, the difficulty 
of writing, monitoring, and enforcing contracts is increased, and their overall governance effectiveness 
weakened. In each case, efforts to govern the relationship on the basis of detailed and formal contracts 
– without the benefit of some additional apparatus – are not likely to enhance performance. Social or 
relational norms are defined generally as shared expectations regarding behavior. The norms reflect 
expectations about attitudes and behaviors parties have in working cooperatively together to achieve 
mutual and individual goals. The spirit of such sentiments is captured by many overlapping types of 
relational contracting norms. These can be reduced to a core set of five (Cannon et al., 2000):

• Flexibility. The attitude among parties that an agreement is but a starting point to be modified as 
the market, the exchange relationship, and the fortunes of the parties evolve.

• Solidarity. The extent to which parties believe that success comes from working cooperatively 
together versus competing against one another. It dictates that parties stand by one another in the 
face of adversity and the ups and downs of marketplace competition.

• Mutuality. The attitude that each party’s success is a function of everyone’s success and that one 
cannot prosper at the expense of one’s partner. It expresses the sentiment of joint responsibility.

• Harmonization of conflict. The extent to which a spirit of mutual accommodation toward coopera-
tive ends exists.

• Restraint in the use of power. Forbearance from taking advantage of one’s bargaining position in 
an exchange. It reflects the view that the use of power not only exacerbates conflict over time but 
also undermines mutuality and solidarity, opening the door to opportunism.

Together, these cooperative norms define relational properties that are important in affecting adapta-
tions to dynamic market conditions and safeguarding the continuity of exchanges subject to task ambi-
guity. Norms represent important social and organizational vehicles of control in exchange where goals 
are ill defined or involve open-ended performance. They provide a general frame of reference, order, 
and standards against which to guide and assess appropriate behavior in uncertain and ambiguous situ-
ations. In such situations contracts are often incomplete, and legal remedies can undermine relationship 
continuity. In contrast, norms motivate performance through focusing attention on the shared values of 
the partners to safeguard and rely on peer pressure and social sanctions to mitigate the risk of shirking 
and opportunistic expropriation. Because they involve expectations rather than rigid requirements of 
behavior, they create a cooperative as opposed to a confrontational environment for negotiating adapta-
tions, thus promoting continuity in exchange.

The plural form thesis contends that exchange is best understood as embedded in a complex matrix 
of economic, social, and political structures and that the governance of exchange relations more often 
relies on combinations of market, social or authority-based mechanisms than on any one category ex-
clusively. While the plural form thesis is that the various mechanisms in fact work together to reinforce 
or complement one another in some way, little attention has focused on exactly how these mechanisms 
actually complement one another (Cannon et al., 2000).
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Academic literature and business practice are directing increased attention to the importance of creat-
ing value in buyer-supplier relationships. One method for creating value is to reduce costs in commercial 
exchange. Cannon and Homburg (2001) developed at model that explains how supplier behaviors and 
the management of suppliers affect a customer firm’s direct product, acquisition, and operations costs. 
The model proposes that these costs mediate the relationship between buyer-supplier relationship be-
haviors and the customer firm’s intentions to expand future purchases from the supplier, as illustrated 
in Figure 1.

Cannon and Homburg (2001) empirically tested all relationships in their model. Their findings pro-
vide support for the expectation that more complex operational issues at times may require the richer 
interaction provided in face-to-face communications but at other times may benefit from simpler written 
exchanges. As expected, the more standardized issues typical of product acquisition benefit from more 
efficient written/electronic communication. In contrast, open information sharing by suppliers was not 
found to be related to a customer firm’s costs. The lack of support for these hypotheses may be caused 
by buying firms’ failure to use the information received from suppliers effectively. For example, cus-
tomer firms may suffer from information overload and be unable to process and act on such information 
effectively. Further hypotheses in Figure 1 predict the effects supplier accommodation would have on 
customer costs. The empirical results support the prediction that greater supplier flexibility results in lower 
acquisition and operations costs. Contrary to the researchers’ predictions, higher levels of relationships-
specific adaptation did not lead to lower acquisition or operations costs. This may be because many of 
these adaptations are targeted at enhancing value through increasing the benefits a customer receives, 
not through cost reduction.

Whereas Cannon and Homburg (2001) developed a hypothesis that higher direct product costs would 
be associated with greater supplier adaptation, the result was statistically significant in the opposite di-

Figure 1. Model explaining how supplier effect customer costs (adapted from Cannon & Homburg, 
2001)
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rection. Several factors may explain this unanticipated finding. First, relationship-specific adaptations 
may evolve into regular business practices with all customers, which may subsequently lower the cost 
of accommodation. Second, buying organizations may effectively bargain away the premium prices 
a supplier must initially charge for customized products. Finally, at a more general level, buyers may 
compensate suppliers through long-term commitments and/or promises of higher sales volume. Typi-
cally, such agreements also involve lower prices over time.

As predicted in the model in Figure 1, geographic proximity of the supplier’s facilities helped lower 
acquisition costs. The expected effects of quality in lowering the customer’s acquisition costs and op-
erations costs were found, but Cannon and Homburg (2001) were surprised to find that higher-quality 
products had lower direct product costs. Possible explanations for the unexpected finding for the product 
quality-direct product costs relationship can be drawn from the quality literature. It may be that quality 
operates as an order qualifier and high quality is necessary just to be considered as a supplier but does 
not allow a supplier to charge higher prices.

Another hypothesis in Figure 1 predicts the effects of actively monitoring the supply market on each 
cost. More active monitoring of the supply market was found to be associated with higher operations 
costs but not with higher acquisition costs. A final hypothesis in Figure 1 was supported in the empirical 
data. It predicts that lowering the customer firm’s direct product, acquisition, and operations costs leads 
the customer to expand its business with the supplier. These findings suggest that a supplier’s efforts to 
lower a customer firm’s costs can have long-term benefits to suppliers as well.

As IT outsourcing becomes more commonplace, new organizational forms are emerging to facilitate 
these relationships. Chase Bank has created “shared services” units that compete with outside vendors to 
furnish services to the bank’s own operating units. Delta Airlines has established a “business partners” unit 
to oversee its relations with vendors. Microsoft outsources almost everything – from the manufacturing 
of its computer software to the distribution of its software products, thereby focusing the organization 
on its primary area of competitive advantage: the writing of software code. Still other firms are creat-
ing “strategic services” divisions in which activities formerly decentralized into autonomous business 
units are now being recentralized for outside contracting. As these various approaches suggest, the best 
ways to structure outsourcing remain the subject of ongoing management debate and media coverage 
(Useem & Harder, 2000).

As companies devise new forms of organization to assure that outsourcing works as intended, those 
responsible require a new blend of talents. Rather than issuing orders, managers must concentrate on 
negotiating results, replacing a skill for sending work downward with a talent for arranging work out-
ward. Thus, the outsourcing of services necessitates lateral leadership. Useem and Harder (2000) reached 
this conclusion about leadership capabilities required for outsourcing through interviews conducted 
with several companies. What emerged from the interviews and a broader survey was a picture of more 
demanding leadership environment, even as day-to-day management tasks are streamlined by outsourc-
ing. They found that four individual capabilities encompass much of what is required of managers as 
outsourcing becomes commonplace:

• Strategic thinking. Within the outsourcing framework, managers must understand whether and 
how to outsource in ways that improve competitive advantage.

• Deal making. Outsource process managers must broker deals in two directions simultaneously - 
securing the right services from external providers and ensuring their use by internal managers.

• Partnership governing. After identifying areas suitable for outsourcing through strategic 
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assessment and upon clinching a deal, effectively overseeing the relationship is essential.
• Managing change. Forcefully spearhead change is critical because companies are certain to en-

counter employee resistance.

These four capabilities emerged repeatedly when Useem and Harder (2000) were discussing the es-
sential skills of those responsible for outsourcing decisions, contracting, and oversight. None of these 
qualities taken singly were found to be unique to outsourcing, but their combination is critical to leading 
laterally.

Williamson (2000) argues that governance is at level 3 in the new institutional economics as illustrated 
in Figure 2. He defines governance as play of the game – especially contract by aligning governance 
structures with transactions. At level 1 we find the social environment, consisting of norms, customs, 
mores, traditions, and religion. Level 2 is the institutional environment consisting of laws, bureaucracy 
and politics. Level 4 is resource allocation and employment, where we also find prices and quantities 
for resources and incentive alignment for employees. It is useful for the purposes of perspectives on IT 
governance to study the hierarchy of Figure 2. The solid arrows that connect a higher with a lower level 
signify that the higher level imposes constraints on the level immediately below. The reverse arrows 
that connect lower with higher levels are dashed and signal feedback.

In the models of corporate governance literature one can organize the variety of variables and con-
cepts used to describe the complexity of corporate governance mechanisms into two main categories: 
capital-related and related-related. The capital related aspects contain, among others, variables like 
ownership structure, corporate voting, the identity of owners, and the role of institutional owners. The 
related-related aspects refer mainly to the stakeholdning position of related in corporate governance. Here 
one could mention employee involvement schemes, participatory management, and co-determination 
(Cernat, 2004).

Figure 2. Economics of institutions
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IntEractIon approach

The interaction approach draws upon inter-organizational theory, the marketing and purchasing literature, 
and on transaction cost theory to substantiate its different constructs and dimensions. Figure 3 reproduces 
the basic interaction model, which Kern and Willcocks (2002) adopted from Håkansson (1982). The 
model focuses both on short-term episodes and general long-term relationships in dyadic buyer-supplier 
ventures. The model recognizes that participants are commonly confronted with a complex pattern of 
interactions between and within organizations, and that the interactions become institutionalized into a 
set of roles that each organization’s stakeholder expects the others to perform. This process may involve 
different degrees of both conflict and co-operation. As illustrated in Figure 3, the interaction model 
suggests that the environment, in which the interaction takes place, and the atmosphere affecting and 
affected by the interaction, are important variables. The interaction process is influenced by both short-
term exchange episodes and long-term relationships.

Environment of organizations can be described in terms of market structure determining the rate of 
change, the concentration of suppliers and buyers, and the number of alternative relationships available 
for the participants; the degree of dynamism influencing either party’s ability to predict and forecast 
changes in the market that in turn may affect the relationship; and social system defining the real barri-
ers to interacting between organizations. Such aspects as protocols, procedures, experiences and ways 
of behaving when dealing with particular industries and organizations influence relations.

Atmosphere of working relations between organizations can best be described in terms of power de-
pendence, the degree of conflict or co-operation, and the overall social distance between the contributing 
organizations. In the age of electronic business, the important dimensions of reach, affiliation and richness 
have to be included in the atmosphere construct (Evans & Wurster, 1999). Reach is about willingness to 
provide access and connection, affiliation is about whose interests the business represents, and richness 
is the depth and detail of information that the business can and will give the other organization.

Figure 3. Interaction approach to governance structure for outsourcing customer and outsourcing 
vendor
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Short-term exchanges are the core part of the model. The goods and services bought and sold may 
entail a number of risks, depending on their complexity. Information exchanges are essential and are 
constituted by content in technical and financial areas, media of communication, and the degree of for-
mality. Financial exchanges reveal the importance of the relationship. Social exchanges help to reduce 
uncertainty, especially in situations of cultural or spatial disparity. Formalization, trust, understanding, 
flexibility and integrity are important aspects of social exchange.

Long-term relationships are concerned with institutionalization and knowledge transfer. Institutional 
theory seeks to explain homogeneity of organizational forms and practices. The role of institutional 
influence is particularly powerful in explaining organizational phenomena in industries where well 
laid-out rules, structures, external regulation and practices govern organizational exchanges and opera-
tions (Ang & Cummings, 1997). Knowledge transfer concerns how an organization’s individuals and 
internal structure transfer their knowledge to another organization. Knowledge transfer has the purpose 
of improving the competence of customer and supplier (Sveiby, 2001).

Informed by this interaction approach as a guiding framework, Kern and Willcocks (2002) searched 
for insights into the nuances of relationship practice in IT outsourcing. They found several contributions 
the interaction approach can make to increase clarity and improved management:

• Four exchange episodes. Practitioners have tended to become over-focused on the financial and 
service exchanges. All too often they complain of little manifest development, and business opti-
mization, of the relationship, but do all too little on the informational and social exchange fronts. 
Clearly, all four exchange episodes need to be managed interactively and for the length of the 
contract.

• Beyond transaction or relationship-based exchanges. Relatedly, practitioners tend to see IT out-
sourcing in terms of a dichotomy – that is, as a transaction-based or relationship-based exchange. 
However, applying the interaction approach shows that there is always a complex relationship 
dimension that needs to be managed if IT outsourcing is going to be effective for all parties.

• How to mitigate risks. A major risk that materializes often in IT outsourcing is a client’s loss of 
control of the arrangements and, eventually, its IT destiny. The focus in the interaction approach 
on power-dependency, commitment, cooperation and on exchange theory shows to practitioners 
that dealing with certain issues beyond contract monitoring form fundamental ground for achiev-
ing or failing in their managerial objectives.

• Being realistic about trust. Given that there are a lot of IT outsourcing arrangements self-defined 
variously as strategic alliances, strategic partnerships or strategic relationships, the interaction 
approach brings home to practitioners the naivety of the earlier notions of trust on which these 
seemed to be founded, resulting in contracts of insufficient detail and clarity, and an over-belief 
in the suppliers’ good offices. The interaction approach offers a more complex, realistic position-
ing of the role of trust amongst other influential factors, and provides the tools to show how trust 
needs to be earned over time, through experiences, and cannot be assumed to be in place at any 
time, let alone on day one.

Outsourcing research and experience recurrently emphasizes the importance of the contract. Con-
tracting needs careful consideration, as it is traditionally seen as the beginning and foundation of the 
outsourcing relationship. Kern and Willcocks (2002) find that the interaction approach largely neglects 
it. Although the outsourcing relationship is contractually governed to ensure opportunistic behavior can 
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be regulated at any point by termination, Kern and Willcocks’ study underlines that the contract is no 
panacea nor does it ensure successful relations. Instead, the contract provides a sub-stratum, it is about 
getting the foundations right. Careful contract – management is fundamental, and entails careful moni-
toring of services, payments and other requirements and regular revisiting of the contract for updates.

Kern and Willcocks (2002) found that IT outsourcing requires active management involvement beyond 
what most expect when they contract out. Traditionally, clients expect that the supplier takes over and 
delivers the service while the client stands back and monitors. However, this is a misperception. In fact, 
70% of client managers’ time in post-contract management is spent on managing relations. This suggests 
two considerations. Firstly, it is critical for the client to establish an appropriately skilled management 
infrastructure prior to outsourcing, which it can implement during post-contract management. Secondly, 
the supplier needs to formalize an account team that mirrors the customer’s management group. In other 
words, the overall contract structure should be formalized and both parties should be aware who their 
respective counterpart is.

It should be a key goal of client companies to move together with the supplier towards standardization 
of interactions and routine operations. Achieving what others have termed the state of embeddedness 
holds the true benefits of outsourcing ventures for both parties. For the client, it provides potential areas 
of where the supplier can add true value by applying its specific technological expertise, which in a 
number of client organizations can result in reengineering programs and new technology investments. 
For the supplier, it entails potential opportunities for new business and hence increased profits. Some 
refer to this level of client-supplier integration as a win-win situation, where both parties benefit in their 
ways from the relationship. Others have explained it as the result of embeddedness, where economic 
actions become embedded in ongoing social ties that facilitate further exchange relations.

The interaction approach has both potential and limitations in explaining IT outsourcing relation-
ships. It represents an interesting starting point for further research into identifying IT outsourcing re-
lationship practice. The interaction approach’s focus on exchange issues is highly pertinent to the study 
of IT outsourcing relationships, but it further needs to be combined with contract and transaction cost 
perspectives (Kern & Willcocks, 2002).

managEmEnt control systEms

Outsourcing is a form of strategic alliance that has increased in popularity over the past decade. However, 
there is a growing body of evidence of a high failure rate in such arrangements. One cause of this is the 
high level of risk associated with alliances, compared to in-house activities. Aspects that cause high risk 
include the difficulties inherent in gaining cooperation with partners who have different objectives, and 
the potential for opportunistic exploitation of the dependence relationship that exists between partners. 
Appropriate governance structures, including management control systems and the development of trust, 
may work to reduce risk and decrease failure (Langfield-Smith & Smith, 2003).

There are several, well-established models or frameworks for studying the design of management 
control systems. However, these frameworks typically focus on control systems within organizations. It 
is only recently that researchers have begun to consider the design of governance structures in situations 
that span traditional organizational boundaries, including strategic alliances with suppliers, or outsourc-
ing. These alliances involve the sharing of joint decision making in areas such as strategic planning, and 
new product and process development. They may also entail joint investments in relation-specific assets. 
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Compared to arms-length relationships, which are often well defined and contractually based, outsourc-
ing relationships may encompass a great deal of uncertainty or risk for both parties. The nature of the 
contract between the two parties can be complex and cover many areas of interest that extend beyond 
the mere actions of supply and receipt of goods and services. The complexity of such arrangements may 
preclude the complete ex ante specification of detailed contracts. In addition, the need for flexibility 
and adaptation in those partnerships may imply that control systems rely less on formal mechanisms. 
However, in some outsourcing situations the institution of a formal control system may enable greater 
control and transparency, which not only may impact on the interorganizational relationship, but also 
may have implications for strengthening control and increasing insights within the outsourcing firm.

Almost every control system involves some degree of trust that the individuals of concern will do 
what is best for the organization without any, or with only incomplete, monitoring of actions or results. 
Trust in governance relationships may develop over time through processes of learning and adaptation, 
which are essential to the strengthening of the relationship between partners, making the relationship 
more durable in the face of conflict and encouraging interactions between partners involving knowledge 
exchange and promotion of each other’s interests (Langfield-Smith & Smith, 2003).

A common framework for viewing the choice of governance structures in inter-firm relationships is 
transaction cost economics. Transaction cost economics is based on the notion that firms choose efficient 
organizational forms and governance structures based on transactional issues, such as firm-specific invest-
ments, and external and internal uncertainty. Governance structures can be characterized as one of three 
forms: markets, hybrids (including strategic alliances) and hierarchies (Williamson, 1991). Transaction 
cost economics is based on the idea that three aspects of transactions determine the appropriate mode of 
governance: the frequency of the transaction, the uncertainty encompassed in those transactions, and the 
asset specificity of the transactions (Williamson, 1979). Asset specificity, in particular, is said to be of 
particular significance in explaining the choice of governance structure (Langfield-Smith & Smith, 2003). 
Asset specificity is the degree to which an asset can be redeployed to alternative use without sacrifice of 
productive value. It is the opportunity loss associated with the early termination of a relationship. High 
level of asset specificity creates dependency between the parties in a relationship, increases switching 
costs and leads to difficult governance situations.

Three broad types of governance structures have been suggested by Williamson (1979): non-transaction-
specific, semi-specific and highly specific. The market is the classic nonspecific governance structure 
within which faceless buyers and sellers meet for an instant to exchange standardized goods at equilib-
rium prices. By contrast, highly specific structures are tailored to the special needs of the transaction. 
Identity here clearly matters. Semi-specific structures, naturally, fall in between. Several propositions 
are suggested immediately. (1) Highly standardized transactions are not apt to require specialized gov-
ernance structure. (2) Only recurrent transactions will support a highly specialized governance structure. 
(3) Although occasional transactions of a nonstandardized kind will not support a transaction-specific 
governance structure, they require special attention nonetheless.

For outsourcing relationships, management control systems will, according to transaction cost eco-
nomics theory, depend on three dimensions: task programmability, ex post information impactedness 
(output measurability) and asset specificity. Two control archetypes for outsourcing relationships can be 
specified: hybrid arms-length control and hybrid exploratory control. Langfield-Smith and Smith (2003) 
developed three different outsourcing control patterns labeled market based pattern, bureaucracy based 
pattern and trust based pattern:
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The • market-based pattern suits transactions characterized by high task programmability, high 
measurability of output, low asset specificity and high task repetition. Many suppliers will com-
pete for the contract, and market prices will be directly linked to the quality of the output of the 
outsourcer’s activities. Detailed contracts are not required, and the possibility of returning to the 
market for competing bids provides discipline for the current outsourcer to provide an efficient 
and effective output. In the face of effective market mechanisms, no specific control instruments 
are needed to manage the relationship. The institutional environment is not relevant, and nor is 
supplier reputation, prior history of cooperation, or risk attitude. If one party to the relationship 
behaves opportunistically, another party can be chosen without high switching costs, as there are 
no specific investments. The transaction environment is characterized by low uncertainty and 
many available alternative suppliers.
The • bureaucracy based pattern, or hybrid arms-length control, suits transactions that have high 
task programmability, high output measurability, moderate asset specificity and low to medium 
repetitiveness. The transaction environment has relatively low uncertainty, and the future is fairly 
predictable. Controls will be prescriptive and include detailed rules of behavior and rigid perfor-
mance targets. These will be captured in detailed contracts, which are used to monitor perfor-
mance. Comprehensive selection criteria are set up and formal bidding is used to select a partner. 
So-called hostage arrangements can be used to ensure compliance to contractual provisions, and 
arbitration may be used to resolve contract disputes and to counter opportunistic behavior in an 
environment of moderate asset specificity. Contracts are specific and long-term, and the autonomy 
of the two parties is preserved. In this situation, a combination of behavior and outcome controls 
will be used, which is consistent with prescriptions for control systems in the face of high task 
programmability and high output measurability. Trust plays a limited role in the bureaucracy 
based pattern, but is important in the early stages of a relationship. Where human knowledge and 
skills are critical to the quality of the work, the outsourcing firm must perceive that the outsourcer 
has high levels of competence trust and contractual trust in order to select the outsourcer and to 
proceed with the contract.
The • trust-based pattern is characterized by low levels of task programmability, low levels of 
output measurability and high asset specificity. Transactions are not highly repetitive. The envi-
ronment is highly uncertain and risky, so trust becomes the dominant mechanism for achieving 
control in this form of relationship, and this mitigates the risks associated with high asset specific-
ity. The initial selection of the outsourcer is based on perceptions of competence trust, contractual 
trust and goodwill trust, which arise through friendships, former contractual relationships and 
reputation. Initially, contracts are merely broad frameworks, which then develop further over 
time. A series of control devices, such as personal consultations and intense communications, 
are put in place to develop competence trust and goodwill trust. In addition, the institutional 
environment can stimulate the development of competence trust and contractual trust, through 
certification of the firm’s activities and legal regulations. Goodwill trust becomes the solution to 
overcoming information asymmetry, and regular personal contacts and an attitude of commitment 
can lead to its development. Control systems, in general, are more informal under these forms of 
relationships, and often take the form of social controls. Behavior controls are not suited in these 
situations of low task programmability, and when controls are formalized they tend to emphasize 
outcome controls, and these develop over time through the sharing of private information and 
the alignment of the parties’ performance expectations. Trust is necessary to achieve control, as 
activities and output cannot be measured with any certainty.
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The transaction characteristics of hybrid exploratory control are similar to those of trust-based con-
trol, except that asset specificity is moderate rather than high. High asset specificity (as found under 
a trust based pattern) cannot be tolerated under an outsourcing situation as it increases the potential 
for opportunistic behavior and information leakage, requiring outsourced function to be taken back 
in-house. However, firms do continue to engage in outsourcing in situations of high asset specificity. 
The trust-based pattern demonstrates that the development of goodwill trust and contractual trust can 
mitigate opportunistic behavior and the abuse of unequal bargaining power. Similarly, under hybrid 
exploratory control, exclusive contacts with suppliers are considered unacceptable, as they increase as-
set specificity, dependence and risk, in light of incomplete contracts. However, organizations do enter 
into exclusive contracts with outsourcers. Again, goodwill trust and contractual trust will counter the 
potential opportunistic behavior.

Table 1 contains a summary of the characteristics of the transaction, transaction environment and 
parties for the three patterns of control, as well as the form of control mechanisms and the role of trust in 
achieved control. Thus, depending on the characteristics of the transaction, the transaction environment 
and the parties, we would expect the management control system of outsourced operations to follow 
one of these patterns.

partnErIng rElatIonshIps

Partnering is not new to the information systems literature, and the development of partnering has been 
studied elsewhere in the management literature as well, particularly in marketing, and a number of mod-
els have been proposed for the building and sustaining of these relationships. Social exchange theory 

Table 1. Control mechanisms and trust (adapted from Langfield-Smith & Smith, 2003) 

Market based pattern Bureaucratic based pattern Trust based pattern

Transaction High task programmability 
High output measurability 
Low asset specificity 
High repetition

High task programmability 
High output measurability 
Moderate asset specificity 
Low repetition

Low task programmability 
Low output measurability 
High asset specificity 
Low repetition

Transaction environ-
ment

Many potential parties 
All market information 
Social not relevant

Future known 
High market risks 
Institutional factors

Future unknown 
High market risks 
Social embeddedness 
Institutional factors

Parties Not important Competence reputation 
Medium risk sharing 
Asymmetry in bargaining

Competence reputation 
Experience in networks 
Experience with parties 
Risk sharing attitude 
No asymmetry

Control mechanisms No specific instruments 
Competitive bidding 
No detailed contracts 
Market prices

Outcome control 
Rigid performance targets 
Detailed rules 
Detailed contracts 
Comprehensive selection 
Hostage arrangements

Social controls 
Non-specific contracts 
Performance assessed 
High levels of information

Role of trust Not relevant In selecting the outsourcer Perceptions of competence trust, 
contractual trust and goodwill trust
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underlies many of the contributions. In partnering relationships, five processes occur, where customer 
management can take action (Klepper, 1998):

• Attraction. This process involves rewards provided directly to the client by the vendor and rewards 
inherent in the characteristics of the vendor. Direct rewards are the benefits the client receives 
from work done for it by the vendor in the past and present. Vendors that carry out high quality 
work within time and budget constraints offer higher direct rewards than vendors who do not. 
Vendors whose personnel work easily and co-operatively with personnel of the client firm offer 
higher direct rewards than vendors who do not. Customer management action is to systematically 
gather and centralize the information on rewards of the vendor and characteristics of the vendor.

• Communication and bargaining. This process involves open revelation of needs and resources 
related to the future of the relationship. Bargaining arises as part of contract negotiations with 
every project undertaken by a vendor, and often arises again when unforeseen mid-project circum-
stances require an adjustment of requirements and performance. Customer management action is 
to rate vendors in terms of communication skills and bargaining results.

• Expectations development. This process involves actions that are beneficial to the other party in 
expectation that the second party will reciprocate. These expectations and the actions that stem 
from them are based on trust. Expectations that are fulfilled build trust, and trust allows expecta-
tions to rise. Customer management action is to develop sets of expectations to which it will hold 
any partner-vendor, and by providing incentives for vendors who meet these expectations.

• Norm development. This fourth process has to do with expected patterns of behavior in a relation-
ship. Norms guide the actions of the client and vendor and set the stage for further interaction. 
Customer management can strengthen and promote norm development by identifying positive 
vendor actions as the basis for possible norms as they occur and communicating these expecta-
tions to the vendor.

• Power and justice. This is the final process. One party has power over a second party if the second 
is dependent on the first for valued resources, and this power is enhanced if there are limited alter-
native sources available to the second party. Exercise of power can be classified as just or unjust. 
It is unjust if the first uses its power for its sole benefit, without the second party’s consent or un-
derstanding. It is just if both parties benefit jointly from, or if the second party is adequately com-
pensated for, the exercise of the first party’s power. Customer management can exercise power in 
information technology outsourcing relationships through investment in knowledge, practices and 
assets that are specialized to the relationship between client and vendor.

Klepper (1998) presents four stages of partnership development: awareness, exploration, expansion 
and commitment. Management processes listed above are found particularly important in the exploration 
stage. The five processes continue to operate in the expansion and commitment stages. Management 
can work through the processes to speed the movement toward full partnering relationship in the final 
stage of commitment and to maintain the partnership, once it is established.
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stakEholdErs

An IT stakeholder group consists of people tending to have the same expectations, perceptions, and goals 
for IT and outsourcing. Rather than merely categorizing people as either customers or suppliers, Lac-
ity and Willcocks (2000) identified eight types of IT stakeholders: customer senior business managers, 
customer senior IT managers, customer IT staff, customer IT users, supplier senior managers, supplier 
account managers, supplier IT staff, and subcontractors. There are four distinct customer IT stakehold-
ers, three distinct supplier stakeholders and one subcontractor role:

• Customer senior business managers are responsible for achieving business results from IT expen-
ditures, but they often lack the tools to assess whether the IT function is adding value. They often 
ask senior managers for evidence of business value.

• Customer senior IT managers are typically centralized and responsible for balancing the costs of 
IT with the services provided to ensure value for money. In general, senior IT managers are often 
frustrated by their charge. Users often demand service excellence while their bosses often demand 
cost containment.

• Customer IT staff is responsible for IT service delivery. Although they are expected to meet budgets 
and deadlines, IT professionals are generally technology enthusiasts who also seek to please users. 
The internal IT staff is often the stakeholder groups most profoundly affected by outsourcing.

• IT users typically focus on IT service excellence, expecting systems to be up and running, to 
provide business functionality, and to facilitate the execution of their business responsibilities. IT 
users rarely resist outsourcing, although they frequently have questions about confidentiality and 
integrity of data.

• Supplier senior managers are responsible for sales and negotiations. They must balance the need 
to satisfy their customers with the need to generate a profit for their organization. A tremendous 
amount of judgment, typically based on years of experience, is often needed to assess what can be 
delivered at what price while still generating profit.

• Supplier account managers are responsible for profitability and customer satisfaction on a given 
IT contract. Again, supplier account managers must strike a delicate balance between the often-
conflicting goals of service excellence and cost containment.

• Supplier IT staff are concerned with providing good customer service. Like customer IT staff, 
supplier IT staff is generally technology enthusiasts who are anxious to please users. Sometimes 
their enthusiasm for customer service has to be harnessed by their management to protect profit 
margins.

• Subcontractors are hired by prime suppliers to deliver part of the service to customers. Prime 
contractors often hire subcontractors to access scarce technical skills.

These eight types of stakeholders generally hold different IT expectations and goals in outsourcing. 
Some stakeholders primarily focus on IT costs because they are the ones paying for IT. Other stakeholders 
focus on service excellence because they are the ones using the IT service or providing the IT service. 
Such diverse goals and orientations amongst stakeholders can have a profound impact on the types of 
relationships that can develop.
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hard and soft sIdEs

Barthélemy (2003) contends that IT outsourcing management has two sides. While the hard side refers 
to the contract, the soft side refers to trust. Both sides are keys to success. The hard side and the soft 
side are often used separately. The greater the contractual hazards that characterize an IT outsourcing 
operation, the more likely the soft side will be preferred over the hard side. However, the hard side and 
the soft side can also be used simultaneously. In that case, the interplay between these two techniques 
can lead to a virtuous circle. Finally, IT outsourcing that are managed neither through the hard side nor 
through the soft side are doomed to fail.

The hard side of IT outsourcing management refers to the development and enforcement of a good 
contract. Contractual quality has huge impact on the outcome of IT outsourcing efforts as it helps protect 
the client from the potential opportunism of the vendor. When clients sign bad contracts, there is a risk 
that vendors may not provide the expected level of service or charge excess fees for services that are 
not included in the contract. A good contract is essential because it helps establish a balance of power 
between the client and the vendor. The contract also provides incentives for value creation. Drafting a 
good contract also helps organize the relationship because it allows partners to set expectations and to 
commit themselves to short and medium-term goals the literature suggests a good contract must have 
the following characteristics (Barthélemy, 2003):

• Preciseness. Ill-defined contracts generally result in high IT costs and poor IT service levels. 
Hence, cost and performance requirements should be established from the outset and clearly spec-
ified in the contract.

• Completeness. Writing a contract, which is as complete as possible, has important benefits. 
Basically, the more complete the contract, the smaller the exposure to the potential opportunism 
of the vendor and the smaller the probability that costly renegotiations will be needed.

• Balance. In general, one-sided contracts do not last long. Even a contract that is weighted against 
the vendor is not necessarily beneficial for the client. Indeed, the vendor will try to win back some 
value by imposing extra fees.

The actual content of a good contract will vary according to the level of contractual hazards. In IT 
outsourcing, the main sources of contractual hazards typically are asset specificity and technological 
uncertainty. Asset specificity refers to the uniqueness of the firm’s hardware and software and the special-
ized know-how of IT employees. The soft side of IT outsourcing management refers to the development 
of relationships based on trust. Trust can be defined as the expectation that the vendor will not take 
advantage of the client or vice versa, even when the opportunity is available. Trust implies that both 
partners will subordinate their own interests to the joint-interest of the IT-outsourcing relationship.

Management of IT outsourcing through the soft side is associated with success for several reasons. 
First, trust provides a context in which partners can achieve individual and joint goals. When an IT 
outsourcing relationship is characterized by trust, partners are aware that joint efforts lead to superior 
outcomes. Second, trust lowers transaction costs. The mechanisms through which the soft side mitigates 
contractual hazards are both economic and sociological. Economists emphasize the rational and calcula-
tive origin of trust. For economists, expectations of future exchange lead to cooperation in the present. 
For sociologists, trust is embedded in relationships between people.
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There is agreement that trust will develop only when there is some kind of risk and interdependence 
between partners. When contractual hazards are low, the hard side is sufficient to manage IT outsourcing 
relationships. Requirements can be totally specified up-front and included in the contract. As it is easy 
to switch to another vendor there is no advantage for the incumbent vendor to behave opportunistically. 
When contractual hazards are high, managing through the contract becomes increasingly difficult. The 
client is often captive to the relationship and not every future contingency can be known at the time the 
contract is signed. The vendor may then seize these opportunities to levy additional fees for servicing 
new needs. In that case, the soft side becomes crucial.

Barthélemy (2003) studied IT outsourcing management practice. He found that 44% of the studied 
companies had hard and soft sides, 16% had hard side only, and 10% had soft side only, while 30% had 
neither hard nor soft side. These four management types were compared with the level of contractual 
hazards. The study showed that 62% of the IT outsourcing operations management through the hard side 
only were surrounded by low contractual hazards, while 60% of the IT outsourcing operations manage-
ment through the soft side only were surrounded by high contractual hazards. This is quite consistent 
with the contingency view that was advocated above.

thE It outsourcIng govErnancE modEl

The IT outsourcing governance model consists of five elements (contracts, principles, resources, activi-
ties and managers), two main links (terms-exchanges link between contracts and resources, and norms-
relationships link between principles and activities), and four local links (roles between contracts and 
principles, capabilities between principles and resources, efficiencies between resources and activities, 
and outcomes between activities and contracts). Our governance model is illustrated in Figure 4.

Contracts provide a legally bound, institutional framework in which each party’s rights, duties, and 
responsibilities are codified and the goals, policies, and strategies underlying the arrangement are speci-
fied. Principles define decision rights concerning general IT principles, IT infrastructure, IT architecture, 
business application needs and IT investments. Resources define decision rights concerning human assets, 
financial assets, physical assets, IP assets, information and IT assets, and relationship assets. Activities 
define decision rights concerning transactions, projects, and problem solving and reporting. Managers 
are classified into stakeholder groups of client business management, client IT management, vendor 
business management, and vendor account management.

Exchanges of resources occur through transactions based on contracts. Terms for use of resources 
are defined in contracts. Norms create expectations of behavior and imply a certain action and are 
shared by the actors. Norms are based on principles and they occur in activities. Norms are concerned 
with flexibility, solidarity, mutuality, harmonization, and power. Relationships frame activities based 
on principles and norms.

Roles are defined by contracts and carried out when making decisions about principles. Management 
roles include spokesperson, entrepreneur, personnel leader, resource allocator, monitor, and liaison roles. 
Capabilities enable the use of resources based on principles. Efficiencies are determined by the use of 
resources in activities. Outcomes occur in activities that are performance results from contracts.

Table 2 illustrates how managers and principles are related through decision rights. General principles 
are high-level statements about how IT is used in the business. IT infrastructure are strategies for the base 
foundation of budgeted-for IT capability (technical and human), shared throughout the firm as reliable 
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services, and centrally coordinated such as network, help desk and shared data. IT architecture is an 
integrated set of technical choices to guide the organization in satisfying business needs. The architec-
ture is a set of policies and rules that govern the use of IT and plot a migration path to the way business 
will be done (includes data, technology and applications). Business application needs are concerned 
with business applications to be acquired and built. IT investment and prioritization are decisions about 
how much and where to invest in IT, including project approvals and justification techniques (Weill & 
Ross, 2004).

Table 3 illustrates how managers and resources are related through decision rights. Human assets 
are people, skills, career paths, training, reporting, mentoring, competencies, and so on. Financial as-
sets are cash, investments, liabilities, cash flow, receivables, and so on. Physical assets are buildings, 
plant, equipment, maintenance, security, utilization, and so on. IP assets are intellectual property (IP), 
including product, services, and process know-how formally patented, copyrighted, or embedded in the 
enterprises’ people and systems. Information and IT assets are digitized data, information, and knowl-
edge about customers, processes performance, finances, information systems, and so on. Relationship 
assets are relationships within the enterprises as well as relationships between client and vendor at all 
levels (Weill & Ross, 2004).

IT outsourcing governance consists of five elements as illustrated in Figure 4. Four of these elements 
are really dimensions of governance, while the remaining element is management, which integrates the 
four dimensions of governance. In Figure 5, the four dimensions of governance are illustrated along 
the time dimension, defined as the formation stage (vision, evaluation, negotiation), the operation stage 
(transition, improvement) and the outcome stage (performance, results, goals, objectives).

Figure 4. IT Outsourcing Governance Model
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In the formation stage, contracts are concerned with transactions in the outsourcing arrangement. 
Later, as relationships and norms develop between vendor and client, contracts will be renegotiated, 
shifting focus from transactions to relationships and partnerships. While the first contracts will be 
transactional contracts, later contracts will be relational contracts. Contract work is characterized by 
progressive contractual work, where focus slowly shifts from transactions to relationships as contract 
outcomes start to materialize.

It is important to design effective IT outsourcing governance. We defined governance as specifying 
the decision rights and accountability framework to encourage desirable behavior in an IT outsourcing 
relationship. Governance performance must then be how well the governance arrangements encourage 
desirable behaviors and ultimately how well both firms achieve their desired performance goals as 
vendor and client.

Early on in this book we presented several IT outsourcing theories. Each theory implies suggestions 
for managing successful IT outsourcing relationships. As a total set of suggestions and ideas from all 
theories, these guidelines represent critical success factors after outsourcing, as illustrated in Chapter 

Table 2. The governance model defines decision rights concerning principles 

Principles 
Stakeholders

General 
principles

IT infrastructure IT architecture Business 
application needs

IT investments

Client business man-
agement

Strategic informa-
tion systems plan-
ning decisions

Infrastructure capa-
bilities decisions

Architecture perfor-
mance decisions

Strategic informa-
tion systems plan-
ning decisions

Financial invest-
ments decisions

Client IT management Technology busi-
ness alignment de-
cisions

Infrastructure func-
tions decisions

Architecture struc-
ture decisions

Information systems 
decisions

Investment analysis 
contents decisions

Vendor business man-
agement

Service level deci-
sions

Service organization 
decisions

Service organization 
decisions

Information systems 
organization deci-
sions

Financial invest-
ments decisions

Vendor account man-
agement

Technology deci-
sions

Infrastructure integra-
tion decisions

Architecture integra-
tion decisions

Technology deci-
sions for information 
systems

Investment analysis 
contents decisions

Table 3. The governance model defines decision rights concerning resources 

Resources 
Stakeholders

Human assets Financial as-
sets

Physical assets IP assets Information and 
IT assets

Relationship as-
sets

Client business 
management

Knowledge man-
agement deci-
sions

User investment 
decisions

Tangible assets 
policy

Intangible assets 
policy

Strategic informa-
tion systems plan-
ning decisions

Information shar-
ing policy

Client IT man-
agement

Internal IT per-
sonnel decisions

User technology 
investment deci-
sion

Tangible assets 
management

Intangible assets 
management

Technology busi-
ness alignment de-
cision

Project sharing 
policy

Vendor business 
management

Knowledge man-
agement deci-
sions

Vendor invest-
ment decisions

Tangible assets 
governance

Intangible assets 
governance

Service level deci-
sions

Competence 
sharing policy

Vendor account 
management

Internal IT per-
sonnel decisions

Vendor technol-
ogy investment 
decisions

Tangible assets 
governance

Intangible assets 
governance

Technology deci-
sions

Knowledge trans-
fer policy
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Figure 5. Stages of Growth in IT outsourcing

Figure 6. Managing successful IT outsourcing relationships through the governance model based on 
IT outsourcing theories
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3. The guidelines can be implemented in the governance model as illustrated in Figure 6. We see that 
resource-based theory and theory of firm boundaries both provide guidelines for resource management. 
Alliance and partnership theory and relational exchange theory both provide guidelines for principles 
management. Transaction cost theory, neo-classical economic theory and social exchange theory all 
provide guidelines for activity management, while contractual theory provide guidelines for contract 
management. Theory of core competencies, agency theory and stakeholder theory provide guidelines 
directly to managers in charge of the outsourcing arrangement.

Based on outsourcing theories and practice presented in Chapter 2, recommendations for managing 
successful IT outsourcing relationships and how to succeed in outsourcing arrangements are listed in 
Table 4. The interaction approach to outsourcing governance focuses both on short-term episodes and 
general long-term relationships in dyadic buyer-supplier ventures. In addition to understand and applying 

Table 4. Recommendations for managing successful IT outsourcing relationships based on theories 

Theory How to succeed in an outsourcing arrangement

Neo-classical econom-
ic theory

Capability to integrate and exploit IT services from the vendor together with own services to produce competi-
tive goods and services. An example of such a service is the vendor’s operation of the client’s communication 
network.

Transaction cost the-
ory

Minimize transaction costs by reducing the need for lasting specific IT assets; increase transaction frequency; 
reduce complexity and uncertainty in IT tasks; improve performance measurements; and reduce dependence on 
other transactions.

Contractual theory A complete IT contract based on information symmetry in a predictable environment with occurrence adaptation 
that prevents opportunistic behavior in an efficient collaborative environment with balance of power between client 
and vendor, where the contract is a management instrument that grants decision rights and action duties.

Agency theory It must be easy and inexpensive for the principal (client) to find out what the agent (vendor) is actually doing. 
In addition, both outcome-based and behavior-based incentives can be used to reduce and prevent opportunistic 
behavior.

Theory of firm bound-
aries

The supply of IT services from the organization’s environment should change firm boundaries between the firm that 
desires the competence (sourcing firm) and the firm having the technology (source firm) in a clear and unambiguous 
manner. This can be achieved in a strict and rigid division of labor between client and vendor.

Theory of core compe-
tencies

Capability to define IT needs and ability to manage IT services from the vendor represent the core competence 
within IT needed in the client organization to succeed in an IT outsourcing arrangement.

Resource-based the-
ory

Capability to integrate and exploit strategic IT resources from the vendor together with own resources to produce 
competitive goods and services. An example of such a resource is the vendor’s competence in an IT application 
area where the client has limited experience.

Partnership and alli-
ance theory

Develop experience with alliances, develop alliance managers and develop the ability to identify potential part-
ners.

Relational exchange 
theory

Develop and secure common norms that are relevant to both parties. Norms determine behavior and are mainly 
concerned with flexibility, information exchange and solidarity. Norms shall secure integration in the relation, 
which takes place through involvement. Involvement occurs by coordination of activities, adaptation of resources 
and interaction between individuals. The degree of involvement in these three dimensions is called activity link, 
resource link and actor link.

Stakeholder theory Create efficient and effective communication with and between stakeholders to secure continued support from 
all stakeholders, to balance their interests and to make the IT outsourcing arrangement so that all stakeholders 
achieve their goals.

Social exchange the-
ory

Enable social and economic outcomes in the exchange between client and vendor such that these outcomes out-
perform those obtainable in alternative exchanges. Positive economic and social outcomes over time increase the 
partners’ trust of each other and commitment to maintaining the exchange relationship. Commitment is important, 
as it is an exchange partner’s belief that an ongoing relationship with another is so important as to warrant maxi-
mum efforts at maintaining it.
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a general governance approach, management control systems have to be implemented. Regular perfor-
mance measurement should be conducted, including measurement of partnership quality. Professional 
partnering relationships have to develop through attraction, communication and bargaining, expectations 
development, norm development, and power and justice.

conclusIon

The interaction approach to outsourcing governance focuses both on short-term episodes with exchanges 
and general long-term relationships with cooperation in dyadic buyer-supplier ventures. In addition to 
understand and apply a general governance approach, management control systems have to be imple-
mented. Regular performance measurement should be conducted, including measurement of partnership 
quality (as presented in Chapter 8). Professional partnering relationships have to develop through mutual 
attraction, communication and bargaining, as well as expectations development, norm development, and 
power and justice. All stakeholders have to be considered and included in the governance structures. Both 
hard and soft sides of outsourcing have to be included in the governance structures to be successful.
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Chapter 10

Case Study Research

In order to understand the inherent complexities and the underlying constructs of managing IT outsourc-
ing relationships and the performance of these relationships, empirical research was conducted. The 
empirical research in terms of an exploratory case study had the following guiding research questions: 1) 
How do client and vendor organizations manage their IT outsourcing relationship? 2) How do different 
stakeholders influence, or get influenced by, the IT outsourcing relationship? In this research context, 
the unit of analysis was both the relationship (question 1) and the individual stakeholders (question 2). 
As our goal was to explore managerial and individual issues, rather than analytical generalization, no 
research propositions or hypotheses were developed in advance of the empirical study.

First in this chapter, we present the methodology applied in the case study process. Next, we present 
three internationally based IT outsourcing relationships that were studied (Solli-Sæther, 2006). In the 
following section, data collected are put into cross-case issues of managing IT outsourcing relationships. 
Finally, we use the theoretical framework developed in Chapter 2 for evaluating different aspects of the 
cases studied.

DOI: 10.4018/978-1-60566-796-6.ch010
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thE casE study procEss

The selection of cases was based on an instrumental approach, which means that the case study was 
carried out to provide insight into issue or refinement of theory. “The case is of secondary interest; it 
plays a supportive role, facilitating our understanding of something else. The choice of case is made 
because it is expected to advance our understanding of that other interest” (Stake, 1994, p. 237). All three 
cases were selected for their paradigmatic characteristics in terms of their outsourcing undertaking. In 
other words, the cases were selected because, the ABB – IBM is a global one; the SAS – CSC contract 
belongs to one of the largest buy-outs in Europe; the Rolls-Royce – EDS contract is a mature one. All 
cases are unique, with global client companies from different industries, and all vendor companies are 
global service providers. In all three international based cases more than a thousand employees were 
transferred from client to vendor organizations. They provide a broad base of relationship practice, sug-
gesting that a case in each company would be of interest and value to this research study.

Data collection was done through interviews, with questions addressing relationship management 
issues: enter and exit strategies, activities and phases, contract and contract management, governance 
structures and relationship management, personnel issues, and knowledge management, with a strong 
emphasis on what characteristics influenced IT outsourcing relationship. A certain group of questions 
were addressing individual stakeholder attitude, behavior, and performance. Thus, interviews were fo-
cused directly on case study topics. For each client-vendor outsourcing relationship, 2 – 3 interviewees 
were selected from each of the two parties.

The interviews were scheduled for 1 hour, but some lasted for 90 minutes. All interviewees were 
assured anonymity to promote openness. Interviews were personal meetings or held as telephone confer-
ences. The exploratory case studies were conducted through July – September 2004. All interviews were 
tape-recorded and transcribed immediately afterwards. Transcripts from the 16 interviews comprised 
65,342 words and 108 pages of text. The analysis of each case was focused essentially on transcripts of 
the interviews, but to some extent on other materials made available to the researcher (e.g., presenta-
tions, internal reports, press releases, annual reports, the Internet). An abbreviation of each case was 
written and sent to a contact person of each participating company for approval. The individual cases 
serve only as the evidentiary base for the study and were used in a cross-case analysis. The purpose was 
not to portray any single one of the relationships. Rather, it was to synthesize the lessons learned from 
all of them, dispersed throughout separate cross-case issues.

According to Yin (2003), the case study is preferred in examining contemporary events and when 
the focus is on a contemporary phenomenon within some real-life context. The case study’s unique 
strength is its ability to deal with a full variety of evidence, like documents, artifacts, interviews, and 
observations. For case studies, five components of research design are especially important: a study’s 
questions, its propositions (if any), its unit(s) of analysis, the logic linking the data to the propositions, 
and the criteria for interpreting the findings (Yin, 2003, p. 21). In designing the case study, all these 
components have been dealt with.

thrEE IntErnatIonal BasEd It outsourcIng rElatIonshIps

The following three subsections have the purpose of presenting the outsourcing ventures and revealing 
company specific data from the discussions of the outsourcing relationships. The overview essentially 
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outlines a brief description of the institution, the role and influence of IT, and the degree/extent of the 
outsourcing. Table 1 shows some characteristics of the IT outsourcing relationships studied.

a mature relationship

Rolls-Royce is a global power systems company providing power for land, sea and air, with leading 
positions in civil aerospace, defence, marine and energy markets. Rolls-Royce is also one of the most 
famous names in engineering throughout the world. The history of Rolls-Royce starts back in 1884, when 
Henry Royce and Charles Royce start to build, manufacture and sell quality cars. Success with the cars 
led to the formation of the Rolls-Royce Company in March 1906 and to the launch of the six-cylinder 
Silver Ghost, which, within a year, was hailed as “the best car in the world”. At the start of the First 
World War, Charles Royce designed his first aero engine, used in the air war by the allies. Demand for 
the Merlin engine, which powered the Spitfire during the Second World War transformed Rolls-Royce 
from a relatively small company into a major contender in aero propulsion. Rolls-Royce entered the 
civil aviation market in 1953, and the company has become a major player within this market. In the 
1980s and 1990s Rolls-Royce has been undergoing a number of mergers and acquisitions to create the 
only company in Britain capable of delivering power for use in air, at sea and on land (Rolls-Royce, 
2004b). Today, there are some 54,000 Rolls-Royce gas turbines in service and these generate a demand 
for high-value service throughout their operational life. Rolls-Royce is a technology leader, employ-
ing 35,200 employees and operating in 48 countries. Group turnover in 2003 ended at £ 5,645 million 
(Rolls-Royce, 2004a).

Until 1996 Rolls-Royce had its own information technology operation. The company was growing 
rapidly in the 1990s, and both IT costs and the number of IT employees were increasing dramatically. In 
the IT business, there was a change between large mainframes and green screens to GUI and clustered 
server environments. The company got to a point where they had to manage both environments. The, 
then, CIO did a study of the capability of the IT function. He had serious doubts about the in-house 
team’s ability to handle the change, both on a capability and scale prospective. In addition, Rolls-Royce 
was strapped financially. They considered outsourcing as one way, at least in a short term, to help the 

Table 1. Three international based case studies 

Client 
company

Industry Origin Outsourced Start 
of deal

Length 
of deal

Value No of people 
transferred

Vendor 
company

Rolls-Royce Power for civil 
aerospace, 
defence aero-
space, marine 
a n d  e n e rg y 
markets

UK Infrastructure, 
application sup-
port and develop-
ment

2000 
(1996)

144 
months

$2,1M 1220 EDS

ABB Power and au-
tomation tech-
nologies

Switzerland D a t a  c e n t r e , 
infrastructure, 
desktop

2003 120 
moths

$1,1M 1200 IBM

Scandinavian 
Airlines

Air travel and 
airline related 
businesses

Nordic Infrastructure 
management, 
application de-
velopment and 
support

2003 60 
moths

$1,47M 1150 CSC
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company deliver its results. Rolls-Royce also needed a change agent. The company began to look outside 
for a partner to deal with those aspects.

The first outsourcing deal was done in 1996, and was renewed in 2000 for 12 more years. Rolls-
Royce outsourced the basic operation of the complete infrastructure – the management of networks, 
data centers, servers, and so on. And they outsourced the application support for most of their major 
applications, and the application development function. What was kept was development of internal 
software at the control level, such as control systems for jet engines. All major assets were transferred, 
like computers, software, and people. More than 1200 people were transferred from Rolls-Royce to 
Electronic Data Systems Corporation (EDS). As almost 90% of the IT budget goes with the outsourcer, 
we may regard this as a total outsourcing. Total outsourcing transfers IT assets, leases, staff and manage-
ment responsibility for delivery of IT services from internal IT function to a third-party vendor, which 
represents at least 80 percent of the IT budget (Lacity, Willcocks, & Feeny, 1996). The intention was to 
put a long-term agreement in place, and to build a close relationship.

In the early years, after the initial outsourcing, Rolls-Royce kept very little competence in-house. But 
they realized that was unhelpful, because it created naivety on their side and created a degree of frustra-
tion on the outsourcer’s side. This was later corrected and now they have senior people with experience 
in managing outsourcers. The central staff, doing information technology, covers the architecture, the 
oversight of projects, and the management of service levels. Today, Rolls-Royce has around 30,000 
computer users, and a lot of the staff are using ERP systems.

In 1999, when Rolls-Royce acquired Vickers (now Rolls-Royce Commercial Marine) the company got 
a strong in-house IT group with more than 70 professionals. This group provided operational IT services 
for more than 3200 people at 50 locations worldwide. A memorandum of understanding was signed in 
2000, between Rolls-Royce and EDS, to evaluate outsourcing of this group. The process was stopped, 
concluding that outsourcing was not profitable for Rolls-Royce. The in-house IT group of Rolls-Royce 
Commercial Marine was a self-efficient group with very significant geographic boundaries, located in 
Norway, and serving small business units primarily in Norway, Sweden, and Finland. They had just over 
10% of the overall IT budget. They were kept in-house for two reasons. First of all, they were not in the 
natural environment for an outsourcer. And second, maintaining a complete vertical capability in IT was 
healthy in a CIO perspective. It was possible to build on that group to bring services back in-house, and 
they provided Rolls-Royce with direct cost comparison versus the outsourcer.

the largest Buy-out in Europe 2003

The SAS Group serves northern Europe with air travel and airline related businesses. SAS’ parent com-
panies were founded in Denmark (1918), Sweden (1924), and Norway (1927). Scandinavian Airlines 
System (SAS) was founded August 1, 1946, to co-ordinate flights from Scandinavia to the USA. They 
have more than half a century of aviation experience. SAS airline companies are flying to more than 80 
major destinations in Scandinavia and in Europe. In addition, there are also flights to the United States 
and to Asia (Scandinavian Airlines System, 2004a). Through partnership in Star Alliance, the SAS 
Group can offer a worldwide network covering a total of 673 airports in 127 countries. Today, the SAS 
Group is Europe’s 4th largest airline group, carrying more than 31 million passengers in 2003. The SAS 
Group 2003 revenue was Skr 58,000 million employing more than 33,000 people in five business areas 
– Scandinavian Airlines, Subsidiary & Affiliated Airlines, Airline Support Businesses, Airline Related 
Businesses, and Hotels (Scandinavian Airlines System, 2004b).
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SAS started a huge cost reduction program called “turn around 2005”, due to the state of the airline 
market after September 11, 2001. The group looked at all kinds of costs, including IT costs. The goal 
was to reduce IT costs significantly within a few years, partly by reducing costs directly and partly by 
exchanging old legacy systems with new standardized ones. Scandinavian IT Group (SIG) was sold 
out of Airline Related Business during the forth quarter of 2003, and the SAS Group entered into an 
IT outsourcing agreement with Computer Science Corporation (CSC). Under the terms of the contract, 
CSC provides IT consulting, systems integration, application development and maintenance, and IT 
infrastructure services for mission-critical SAS business needs, including booking and ticket reserva-
tion systems, ticket-free travel technologies, self-service check-in, flight maintenance and cargo control 
systems. All SAS destination airports were included in the services of the outsourcing deal, as they were 
previously serviced by SIG.

a global deal

The history of ABB goes back to the late nineteenth century, and is a long and illustrious record of 
innovation and technological leadership in many industries. Elektriska Aktiebolaget was established 
in Stockholm in 1883 as manufacturers of electrical lighting and generators. Some years later in 1990 
a merger founded Allmänna Svenska Elektriska Aktiebolaget (Asea). In the beginning of 1900, Asea 
played a major role in the electrification of Swedish industry, railways and homes. They expanded their 
business internationally and in the 1980s Asea was one of the top ten companies in the world in power 
technologies. In 1986, the year prior to its merger with Brown, Boveri & Cie, Asea had revenues of Skr 
46 billion, and 71,000 employees (ABB Group, 2004a).

Brown, Boveri & Cie (BBC) was established in Baden, Switzerland, in 1891. Shortly afterwards, 
BBC was the first company to transmit high-voltage AC power. The company has since continued to 
invent a number of major new technologies – like electrical machines in motors and generators, combus-
tion gas turbines for generating electricity, locomotive technology, transformers and control systems. In 
1986, the year prior to its merger with Asea, BBC had revenues of Skr 58 billion, and 97,000 employees 
worldwide (ABB Group, 2004a).

In 1988 Asea and BBC merged to form ABB (Asea Brown Boveri Ltd.), one of the largest electrical 
engineering companies in the world. A large-scale program of expansion resulted in several acquisitions 
in the following years. In 2002 ABB streamlined its divisional structure to focus on two core areas of 
business: power technologies and automation technologies. ABB sold its Financial Services division, 
its Oil, Gas & Petrochemicals division, and its Building Systems business area. A divestment program 
of non-core business continued in 2003. Today, ABB is a leader in power and automation technologies 
that enable utility and industry customers to improve performance while lowering environmental impact. 
The ABB Group of companies operates in around 100 countries and employs around 105,000 people. 
The parent company is located in Switzerland. ABB Group revenues for 2003 ended at $18.8 billion 
(ABB Group, 2004b).

By July 28, 2003, ABB and IBM had signed a ten-year agreement to outsource close to 90 percent 
of ABB’s information systems infrastructure operations – including the transfer to IBM of more than 
1,200 employees. The agreement was valued at US$ 1.1 billion and built on a well-established relation-
ship between the two companies. The contract was part of ABB’s strategy to focus on its core industrial 
businesses and would help ABB significantly reduce costs over the period. Combined with pilot contracts 
signed in the fourth quarter of 2001 for approximately US$ 600 million the full value of the relationship 
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approached US$ 1.7 billion over ten years. IBM Global Services took responsibility for the operation 
and support of information technology infrastructure in 14 countries in Europe and North America – 
representing some 90 percent of ABB’s information technology infrastructure. The deal included taking 
over the management of servers, operating systems, and corporate networks, personal computers, and 
help desks. Control systems within power and automation technologies were regarded as a part of ABB’s 
core business, and were kept in-house. The company had several laboratories developing such industrial 
IT solutions. Industrial IT solutions enabled ABB customers to manage their installations better and to 
link up in real time with their own suppliers and customers. Standard applications, such as ERP systems, 
were not a part of the outsourcing deal.

cross-casE IssuEs

In the below subsections, empirical data collected are put into cross-case issues of managing IT out-
sourcing relationships. These issues are enter strategies, phases and activities, contract development and 
management, transfer of IT employees, governance structures, outsourcing costs, retained skills, and 
exit strategies. This is done in order to get a rich representation of the cases studied, and to explain the 
complexity and variety of the arrangements.

Enter strategies

Rolls-Royce did a capability study previous to the outsourcing. It may be regarded as a strategy process. 
Although none of the interviewees used the term “enter strategy” for what was happening at that point 
in time: the decision to outsource was regarded as a strategic decision. None of the interviewees were 
involved in the capability study, as this was done many years ago, and before the interviewees entered the 
companies. The strategic issues told to be underlying the outsourcing decision were costs, capabilities, 
and the need for a change agent. Rolls-Royce wanted a 10% reduction in IT costs. The criteria that were 
presented for vendor selection were pretty clear: around maximum service levels, being able to handle 
large, skilled contracts of that size, and also pretty clear around costs. EDS had generally been competitive 
on costs, and they demonstrated that they could provide capability for large scale contracts. Rolls-Royce 
doubted they had necessary in-house capabilities to do the required step change from managing large 
mainframe systems to GUI based client-server systems. A change, which was believed to require both 
human capabilities and financial capabilities to succeed. Rolls-Royce was looking for a company they 
might discuss as the change agent, a company somewhat different to themselves. They were not looking 
for a traditional outsourcer, but a very service oriented company. A major transformation seemed to be 
a part of the plan, a transformation of Rolls-Royce from a manufacturing oriented company to a service 
oriented company. The culture that EDS was bringing was part of what Rolls-Royce was looking for; a 
service oriented, global, and people oriented company.

SAS outsourced for three main reasons. First, they wanted to benefit from economies of scale of-
fered by an external service provider and to realize corresponding cost reduction. Compared with other 
airliners, the cost and efficiency of their internal IT group were far too high. Second, they wanted to lift 
their existing technologies to new platforms and replace their old legacy systems with standard applica-
tion in order to establish a more cost-effective platform. And third, they wanted to offer the employees 
in their internal IT group better development opportunities for their professional careers. Information 



193

Case Study Research

technology was the core competence of CSC, but it was not at the core of the airliner. SIG management 
group and their Chairman of the Board took the initiative to start the process.

We were in financial pressure, our bankers pushed the outsourcing forward. (Client IT Manager)

Global IT management at ABB started to develop a strategy document before the outsourcing, which 
later was signed by senior management. It was never an outsourcing strategy, but a strategy for how to 
achieve a number of aims. It was at the time when ABB had strong financial difficulties. Because of 
this, cost reduction was a significant aim to achieve, and was a factor provoking outsourcing. One of 
the things the CIO did, was to use a lot of time assuring that the countries in ABB were aligned to the 
outsourcing project. The starting point was a strategy document, but it ended up as a pure cost case, af-
fected by external environment. During the last few years ABB had been through several organizational 
changes. Focusing on two core business areas, power and automation technologies, they sold away other 
business. But, remaining internal functions were huge and inflexible. Simultaneously, the requirements 
from business unit areas were full transparency regarding IT. ABB’s financial difficulties at that time 
and their restructuring around two core business areas pushed the IT outsourcing.

phases and activities

Six relationship phases of IT outsourcing are defined as scooping, evaluation, negotiation, transition, 
middle, and mature phase (Lacity & Willcocks, 2000). These phases are discussed in this section as they 
were recognized at the three international based IT outsourcing relationships studied.

Prior to the outsourcing, Rolls-Royce did a capability study of the company’s IT function, identifying 
core competence and activities. The capability study raised doubts about the in-house IT function’s abil-
ity to handle the challenges of the company. This was the scooping phase, establishing a goal or vision 
for the outsourcing. Evaluation and negotiation phases were limited in a time perspective. Rolls-Royce 
went through a very standard procurement process of defining all the pieces that needed to be outsourced, 
defining what was required, and then inviting bids to the standard request for proposal. All the big exter-
nal outsourcing vendors were involved in the bidding. The first contract with EDS, the one for the aero 
business, was negotiated in 1996. The second contract for the industrial business was signed in 1997. 
The goal of these phases was first to select the best vendor and then to sign the contract. In the transition 
phase the major goal of the two parties was to establish agreed upon operational performance. After the 
contract was signed, there was a ”honeymoon period,” during which the outsourcer gave Rolls-Royce 
”anything.” The outsourcer put a new desktop on, because it was more efficient and because they had 
got the know-how to standardize. The users got lucky; they got something quick and fashionable, and 
faster than what the IT department could deliver. All major IT assets and more than a thousand people 
got transferred to the outsourcer. As service levels were established, the parties moved into the improve-
ment phase, where the overall goal was to achieve value-added services above operational performance. 
The IT department thought they had got a partner they could manage and control. Problems arose when 
Rolls-Royce started to add new services and remove old services from the original contract. Rolls-Royce 
had to pay extra for everything, and the parties had to refer to the contract, and they started quarrelling. 
Rolls-Royce merged the aero business and the industrial business, and in 2000 they had to realign the 
contracts to reflect changes in technology, services, and business. The original contracts were made a 
“foot” thick. Then in 2000, they tried to make it a trusted one, and they actually went to buy services. It 
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was widely reported in the press that it was a 1.3 billion pound deal over 12 years. When the relationship 
was extended, the mature phase provided an opportunity for the two parties to learn from past experi-
ences as well as to explore creative options when constructing the new deal.

In the scooping phase, SAS used business, economic and technical criteria to identify potentials for 
outsourcing. As a part of the company’s huge cost reduction program, the group looked at all kinds of 
costs, including IT costs. SIG was at that point of time already a stand-alone company, wholly owned 
by its largest customer, SAS. The management of SIG looked at different scenarios for survival; one of 
them was to sell the company to an external service provider. This way SIG could continue to serve its 
largest customer, and with possibilities of gaining large-scale opportunities, and access IT capabilities. 
SIG management meant an outsourcer would be a better place for SIG employees. Thus they made a 
suggestion for their board of directors to sell the company. Selective outsourcing was also considered, 
but they concluded it would require too much management attention. The objective of the evaluation 
phase was to select the best and final offer. The SAS board of directors decided in August 2003, to start 
the process of selling SIG and to establish a frame agreement for buy-back of services. First step was to 
develop an information memorandum describing SAS’ IT governance structure, including a description 
of SIG as a company in terms of economic conditions, assets, and management. An investment banker 
was also chosen, a short time after the decision, who handled the formalities of the bidding process. 
Several vendors signed the confidentiality statement and they received the information memorandum. 
A few vendors delivered a non-binding bid. All the Nordic vendors quit, first of all because of the size 
of the deal. The steering committee decided which four vendors should be invited to give binding-bids. 
One of the invited vendors quit and one of them was later removed from the list. SAS started negotia-
tion with two vendors. Important evaluation criteria were economy, financial strength and perseverance 
of partner, sensitivity to SAS’ proposed conditions, and handling of SIG personnel. By December 18, 
2004, the outsourcing agreement between SAS and CSC was signed. Due to the fact that SIG was a 
stand-alone company, they were delivering services to SAS on already established agreements, and thus 
the evaluation and negotiation phases could be done in a relatively short period of time. The outsourcing 
deal was partly a take-over, and partly a buy-back of services. Technically the transition of shares took 
place at February 1, 2004. And by this transaction, SAS were transferring IT assets, leases, staff, and 
management responsibility for delivery of services from an internal IT function to a third-party vendor. 
About 1100 employees got CSC as a new employer. Intellectual property rights for business applica-
tions were kept in SAS. As SAS had already been treating SIG as an external supplier, the scope, costs, 
levels and responsibilities of the baseline services were already established, but of course some changes 
were made during negotiation. Later, there was some disagreement around contractual interpretations, 
but no serious problems. And thus, the objective of the transition phase, to establish operational perfor-
mance, was going relatively straightforward. Transforming SIG into CSC’s global operating model was, 
however, a huge program involving a lot of people from the vendor organization. Although operational 
performance was not affected, the internal focus of the transformation period took focus away from 
value-added services.

In the scooping phase, ABB identified IT activities for potential outsourcing. Although ABB global 
senior IT management set forth to create a strategic vision of IT in the company, the IT sourcing deci-
sions ended up as a business decision. As the overall organizational goal was to cut costs, there was 
also a pressure for significant cost reduction within IT. And a few months later, close to 90% of ABB’s 
information technology infrastructure operations were outsourced to IBM, including more than 1200 
employees in 14 different countries. In the evaluation phase a few potential suppliers were invited to 
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bid for the infrastructure operations. There were not many service providers that could deliver services 
to a large number of locations in many different countries. ABB were aiming for competition, but one 
service provider after the other dropped out. In ABB’s opinion one service provider was not capable 
of delivering the required services at that time, and they were also not focused sufficiently hard on 
cost reduction. They were disqualified. Another one declined to bid, because they didn’t believe their 
chances of success were high enough to justify the investment in bid time and quest. A third one was 
interested in making the investment and attempt to win the business, but they needed to know ABB as 
an organization. Due to the very difficult financial situation in ABB, it was difficult for senior executives 
to spend time with the service provider. Consequently they lost the third one. ABB already had a long 
lasting relationship with IBM. A pilot outsourcing to IBM in Sweden and India twelve months before 
was at that time going reasonably well. And thus, IBM was selected as the best and final offer. Negotia-
tion was done in two major areas. The first element was the core contract, which was the core service 
specification. This was negotiated and developed centrally by a global team. The other element was that 
the ABB countries negotiated their own versions of the contract, underlying the core documents. During 
the local negotiations, changes to the standard documents were kept at a minimum. This was done to 
obtain economies of scale. One basic country contract was negotiated globally, with very small country 
variations. Global sign-off of the agreement was done July 28, 2003. Country agreements were signed 
locally. Transfer of responsibilities took place in September 2003. It was a ten-year contract helping 
ABB significantly reduce costs. In the transition phase, the main focus was to establish agreed upon 
operational performance, including consolidation, rationalization, and standardization of infrastructure. 
Another important issue was to establish a post-contract management infrastructure and processes. A 
relationship alignment project between the ABB team and IBM team was set up to take care of this.

contract development and management

In the original outsourcing agreement between Rolls-Royce and EDS, assets were transferred, and ser-
vices bought back through two different contracts, one for the aero and one for the industrial business. 
In 2000 these two contracts were merged into one contract. During the time that Rolls-Royce had been 
in the arrangement, services had been taken away and new services were added. The result was that the 
outsourcing contract had been more complicated. In the beginning, the two contracts were arrangements 
around capability and scale. What they were doing in 2000 was to organize the new contract around 
services that could be provided. The new structure was an overall master services contract, and then 
services were grained and managed in so called towers – e.g., data centers, networks, application sup-
port. Having had a period where they spent a lot of time arguing around interpretations of contractual 
clauses, Rolls-Royce and EDS had reached the point where they hardly used the contract in the day-
to-day operations. The two parties understood each other’s goals. If there were changes required in the 
contract, then they instructed the lawyers to make them. Rolls-Royce had an IT procurement team, a 
dozen people who were part of the central procurement unit, but had a functional accountability to the 
IT community. These people did follow-up on the commercial part of the contract.

Concurrent to asking for binding bid, SAS sent contractual suggestions to potential vendors, and 
they asked for remarks on suggested contractual conditions. The previously contractual relationship 
between SAS and SIG served as a base for the new outsourcing contracts. Reviewing both binding bids 
and contractual comments was a learning process for both client and vendor, as they learned more about 
each other and the services to be delivered. All information around systems solutions – e.g., source 
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codes, costs, and service levels – was accessible for bidders in certain “data rooms.” SAS were well 
prepared in the contractual negotiations as they used both internal and external expertise, e.g., lawyers, 
purchasers, and financial experts. The contract was structured in four parts. First there was an overall 
Master Service Agreement, which lay out the length of the relationship, minimum level of services for 
the five year agreement, and options for extending the agreement. Then there was a Share Purchase 
Agreement, which regulated the sale of shares, price of shares, balance sheets, bonds, pensions, etc. 
Subsequently there was a Transition Agreement describing activities tied to the transfer of assets, e.g., 
transferring of IT employees, facilities, hardware, and software licenses. This agreement lasted for six 
months, and then all major transition activities were finished. Finally, there was a Frame Agreement, 
which laid out terms and conditions for buy-back of services. This agreement was a traditional service 
agreement deal with service description, service levels, prices, conditions, templates, etc. The deal was 
a five-year contract, starting February 1, 2004, with options for extension. CSC must make an effort 
to get SAS to provoke the option. On the other hand SAS had the freedom to evaluate the quality of 
services delivered and to pick a new supplier without being locked for a too long period of time. There 
had been some contractual interpretation issues, especially concerning price and service clauses. But 
these issues had been handled successfully of by the relationship steering committee, in which both 
parties were represented. Each business unit in SAS was responsible for its own use of IT services and 
its own costs, and thus they had a business relationship with CSC. Contract managers at CIO’s staff did 
contractual follow-up at corporate level.

Both parties had accepted the agreement, but they also tried to get the maximum out of situations where 
contractual clauses opened up for interpretations. (Vendor Account Manager)

At ABB, core contract documents were negotiated globally, because the service provider could only 
leverage economies of scale if there were some similarities in the environment. The global teams also 
negotiated one basic country contract, which was used in the local negotiations, e.g., between ABB Nor-
way and IBM Norway. Statement of work was negotiated globally. Country adjustments contained local 
supplements and further details where needed. Responsibility for country agreements was distributed, 
but supported with expertise from the global team. Each contract had several exhibits and schedules. 
Exhibits included, e.g., form of country agreement, country agreement, and country adjustment. There 
were several schedules – e.g., acquired assets, employees, facilities, software, transition, service recipi-
ents, charges, governance, security, business continuity, exit management, subcontractors, and service 
measurements. The two parties were trying to verify as much as possible, and “nothing” should be left 
to coincidence. It was a very complex contractual set up, with one global agreement and 14 separate 
country agreements operating under it, and there were some very complex linkages. It was really a global 
agreement, meaning that the country agreements did not operate independently. If IBM, for example 
defaulted in one country, consequently ABB had the right to terminate in that country, and then they had 
the right to terminate in all countries participating in the agreement.

transfer of It Employees

A thousand people in the aero deal, and an around 200 people in the industrial business deal, were 
transferred from Rolls-Royce to EDS during 1996 – 1997. The jobs were transferred to the outsourcer, 
and the terms and the conditions were transferred for a period. This was done in the context of a project, 
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where the services and the management of the services were moved across in about six months. The 
standard process in accordance with British law was followed. Less than half of those original individu-
als transferred were still involved in service deliveries to Rolls-Royce. EDS had a normal turnover rate, 
and they moved people around in projects. There were people no longer interacting with Rolls-Royce, 
and there were people who had skills that were useful serving Rolls-Royce. Transfer of people in an 
outsourcing agreement was an issue that EDS as a company had to be very good at. This was stated 
as the number one risk of an outsourcer. The ability to take over the people, keep some of them on the 
account, and give the others opportunities to move elsewhere, was emphasized as fundamental for 
the outsourcer. Another issue stated as critical, was the ability for a client to understand the skills to 
be retained: ”You won’t necessarily find the management skills to manage outsourcers within a client 
organization, because (by definition) they have not done that before within their internal IT.” Certainly 
an IT director, who had previously run an IT department, might not always be the right person to run 
an outsourcing arrangement. Rolls-Royce realized it was difficult to run an outsourcer, and it was very 
different in terms of skills.

The top management of the SAS Group handled the sales process of the shares, while the manage-
ment group of SIG had to handle their employees. As this was a friendly take over, there were no im-
mediate changes for the employees. All conditions of employment were carried on. About 1100 people 
were transferred from the SAS Group as CSC took over SIG businesses. The employees of SIG were 
informed about the process, the necessity of the take over, and they got an understanding there was no 
other way to keep SIG together. During the process, employees did not know the name of the bidders, 
but of course there were some rumors. Top management of SIG and the labor union were involved, but 
lower level employees and mid-level managers were not. The employees were loyal to their management 
and to the process, and they understood the reason why. Regardless of that, there was some frustration 
and the situation stressed them. The sales process did not last for more than six months, but the trans-
formation continued when SIG was taken over by CSC. Job insecurity was obviously an issue, because 
some places there were double sets of managers and functions.

We joined a collective job application, without knowing to whom we applied and without any opportunity 
to influence. (Transferred IT Employee)

As a consequence of the outsourcing, more than 1200 employees were transferred from ABB to IBM. 
Around 510 of these were transferred under the Sweden and India pilots, and the rest were transferred 
in September 2003. Because of the global deal, each country had to follow its local laws for transfer of 
people. ABB countries had to handle the transfer separately, involving human resource managers, labor 
unions, employees, and information, according to local laws. In Norway for example, 35 people had to 
change employer. It was a process where nobody quit or got fired as a consequence of the outsourcing. 
IBM had experience taking over people and they had a procedure for how to handle the following trans-
formation. Old organizational structures among transferred people were broken down, and the employees 
were replaced into IBM according to their competencies. This meant new managers, new colleagues, 
and to some extent new clients to support. According to a project executive of ABB, the quality of the 
technical people who were transferred to IBM was generally high; “A number of them had, even in a 
short period, done extremely well at IBM.”
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governance structures

Rolls-Royce had a small corporate staff doing information technology and that covered the architecture, 
the oversight of projects, and the management of service levels. And they were relatively senior people. 
Rolls-Royce owned the project management overall, and they also owned the IT architecture. They had 
an IT procurement team that was part of the procurement unit, but had a functional accountability to 
the IT community. There was a tight top management relationship between the two parties. The CIO 
of Rolls-Royce met EDS’ board members once a year for a couple of days, where they discussed the 
progress of the contract and the overall relationship in a formal sense. Rolls-Royce also had a “hot 
line,” where the CIO could pick up the phone and get straight through to the CEO of EDS, if something 
was disastrous. There were regular monthly meetings between the CIO of Rolls-Royce and those that 
oversaw the accounts of EDS. One of them was account manager and the other was responsible for all 
the projects and all the services. In addition to that, there were a number of meetings. There were com-
mercial review boards, the review on expenditure, and there were service review boards that managed 
the quality of the services against the service level and the individual performance of the projects. Where 
the services were provided directly to Rolls-Royce lines of business, the IT head in the businesses would 
work out what was needed for the business and would communicate that back to the central IT unit, 
which in turn brought this back to EDS. Thus, the lines of business had a stake holding in defining the 
standards. However, managing the services was done centrally. When EDS were attempting to manage 
all the services and interact with all the business divisions, it actually got quite complicated and expen-
sive in terms of manpower. So, the management of the services on a day-to-day basis took place from 
Rolls-Royce centrally with experienced service management teams.

Rolls-Royce had more than 70 IT employees in an in-house team in the Commercial Marine busi-
ness, and this team was a self-efficient group mainly serving their own division. But the in-house team 
was also involved in some of the central projects, and thus they cooperated with EDS to some extent. 
Rolls-Royce had a benchmarking process built into the contract where they could take the services to a 
third party to benchmark against other companies. However, they had found that to be unsatisfactory, 
because it was very difficult to compare like with like, apples with apples. The in-house IT department 
kept in the Commercial Marine division gave a value assurance, in the sense that they knew the costs 
having their own people to do the services, which gave Rolls-Royce an opportunity to measure that 
against the outsourcer.

In the SAS – CSC case, a steering committee was established for an overall governance of the relation-
ship. The committee had three members from SAS and two members from CSC. From the client side, 
participants were the CIO, the vice president of the airline business, and the manager of IT purchasing. 
From the vendor side, participants were the account executive and the operations manager. There were 
also established some functional groups reporting to the steering committee, and they were working with 
standardization, security, etc. Each business unit in SAS had a relationship with CSC as the responsibil-
ity for IT services and costs were delegated to the consumers of IT services.

At ABB they realized that outsourcing relationships might be extremely dynamic, which was one of 
the reasons why they tried to develop a contract and a governance approach to these contracts that itself 
was dynamic. As a client manager at ABB stated: “Within ten years ABB will be a different company 
than it is today, and so will technology.” A real challenge was to develop a contract and a relationship 
to satisfy a violent cost reduction environment, but also at the same time to serve a business expansion 
environment. Despite this, the governance model put in place was rather simple. Basically it was local 



199

Case Study Research

meetings with global escalating. Each country was responsible for their operations (service levels) and 
their financials. Take Norway as an example; there were two meetings each week between ABB and 
IBM. First, there was the operational meeting, where technical personnel met. And second, there was 
the commercial meeting, where project executives met. The intention of the deal was that everything 
was to be solved locally. Each month every country reported its costs to headquarters. And once a month 
there was the project executive meeting, either by phone or physically, where all the country executives 
participated.

outsourcing costs

Due to their financial conditions, Rolls-Royce was looking for a 10% reduction of IT costs. But the 
strategic issues underlying the outsourcing decision were also internal IT capabilities, and the need for a 
change agent. Due to fact that the decision was made a long time ago, and none of the interviewees were 
involved in the decision-making process, it was difficult to state what criteria were the most important. A 
large company such as Rolls-Royce can (to some extent) generate economies of scale and scope internally 
by reproducing methods of vendors. And thus, defining outsourcing simply in terms of procurements 
activities seems not to capture the true strategic discussion of the Rolls-Royce IT outsourcing. What 
Rolls-Royce had done, on the premises of managing information technology services from the board 
perspectives, was to look at their total IT costs as a percentage of sales. They were moving with EDS 
towards being at least as competitive as the best of competitors in terms of low costs as a percentage of 
sales. The two parties were attempting to drive operational costs as low as they could, to open up for 
new investments spent at the highest possible level.

In the SAS – CSC case it was obvious that IT costs was an important issue. Benchmarking of SIG 
showed that costs were far too high. Enquiring the market of IT services, bidders showed that SAS could 
benefit from economies of scale by outsourcing IT to an external service provider. In neo-classical economic 
theories, outsourcing may be regarded as the substitution of external purchase for internal activities and 
an initiation of procurement from outside suppliers (Gilley & Rasheed, 2000). By selling SIG and buying 
services back, the outsourcing reduced SAS’ involvement in successive stages of production, and thus 
the outsourcing might be viewed as vertical disintegration. SAS had estimated a turnover of around Skr 
10 billion in the five-year period of the outsourcing deal. They had gained a 20% cost reduction, partly 
taken up-front as a share price, and partly negotiated through lower service prices. SAS had estimated 
its total IT budget to be decreasing year by year for the time period 2004 – 2008. For each year in the 
deal, SAS had committed a level of IT purchase from CSC. The committed level could be a composite 
of different services, defined in the Frame Agreement by service descriptions, levels, and prices, or it 
could be new projects and services as well. By the end of each year all services bought from all the dif-
ferent lines of business in SAS were counted. If the total level of services did not exceed the committed 
level, an additional fee was calculated. There were, however, several mechanisms regulating what was 
inside the deal and what was outside the deal, and how to transfer services between years.

This long-term deal allows us to significantly take down costs, while benefiting from vendors global 
expertise. (Client CFO)

There is no doubt ABB had a very strong focus on reducing IT costs. They invited the largest outsourcers 
in the world to bid for their information technology infrastructure. The scope was defined and the goal 



200

Case Study Research

was to obtain economies of scale. Neo-classical economic theory suggests that all IT functions, which 
an external vendor can operate at lower costs than the company, should be outsourced. Selecting IBM 
as vendor, ABB would obtain better cost-performance of their IT infrastructure. Whatever service IBM 
provided under the contract, they were committed to provide competitiveness compared to the market. 
The ABB – IBM contract contained a basic volume for each of the ten years. For each year there was an 
estimate of the number of users, and with defined decreasing unit prices. By the agreed upon decrease 
in unit prices, ABB had already pocketed the cost savings.

retained skills

When the initial outsourcing took place, Rolls-Royce kept very few skills in-house. They realized that 
was unhelpful, because it created naivety on Rolls-Royce’s side and created a degree of frustration on 
the outsourcer side. Rolls-Royce had to rebuild a team with very experienced IT outsourcing manag-
ers. Teams were built around managing the services and the projects, and managing the procurement 
activities. Rolls-Royce found that the best way of arriving at a strong relationship with the outsourcer 
was to have people who deeply understood the business; meaning, to be an intelligent buyer you need 
to understand your own business. Rolls-Royce realized that they needed to keep knowledge about the 
business processes and how they were built up, which included the applications and their architecture. 
They had to rebuild that knowledge in-house – overall architecture skills, solution architecture skills, 
contract management skills, strategic management skills, and skills to manage top-down governance.

Failure to set up retained IT management is probably one of the key success crushers. We have a lot 
of problems with it, and the outsourcer does not feel it is on their span of influence, because you can-
not yet tell the client how you should be managed. It requires a lot of trust to do that. (Vendor Account 
Manager)

The top management decision of SAS was to sell SIG, and not to touch other IT communities in the 
SAS Group. In this way the transfer of SIG could be handled clean and fast. Corporate IT, the CIO’s 
staff, was a small group of people. They had gradually built management capacity, contract management 
skills, and service level management skills. They had the responsibility for the Frame Agreements with 
SIG for several years, being more professional and market oriented year by year. SAS kept around 300 
IT employees in the airline businesses, ground handling, and technical services. As an example, the com-
mon function Airline IT was a competence center focusing on airline business applications. They had 
the necessary resources to manage and follow-up services, analyze new requirements, and to purchase 
from CSC. The Airline IT organization had more than 100 employees. This kind of common function 
was not expected to be very numerous in the future. As the vendor organization was expected to be more 
professional, SAS would continue to professionalize itself as a buyer of business application services.

The ABB countries were locally responsible for their country agreements, and they had the respon-
sibility for operations management, contract management, and for their business applications, which 
were not outsourced. ABB kept in-house senior sourcing managers following up the commercial and 
economic sides of the deal, and they also kept operational managers following up service levels. Glob-
ally there was a small group of people handling the global deal.
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Exit strategies

Rolls-Royce had an exit strategy, because of the length and size of the contract. These plans already 
existed, the resources were already identified, and the major activities were all in place. In the context 
of commitment to the board, the CIO was the risk owner. He reported up to an overall risk committee. 
Directors in the company had the responsibility to identify all major risks in the business, and to have 
plans in place to both contain them when they occur and to avoid them happening. Exit strategies were 
important both from a risk perspective and from a performance failure perspective.

In the SAS – CSC deal there were agreed upon termination clauses which, to a certain level, described 
rules and procedures for termination. In the Transition Agreement there were identified activities, which 
should refine the operational description of the parties’ obligations if termination occurs. SAS were 
discussing possible exit scenarios, any they had started to work with an exit strategy.

The global deal of ABB – IBM had a schedule called Exit Management, where termination clauses 
were defined as the two parties’ rights and obligations in case of exit. The bottom line of the schedule 
was the costs of quitting. For each year there were defined costs, sinking as the years go by. If several 
countries used the termination clause, this would release a global renegotiation. Beyond the economic 
clauses of termination, there had not yet been developed exit plans.

EvaluatIng thE It outsourcIng rElatIonshIps

In this section we will use the analytical framework presented in Chapter 2 for evaluating the case study 
of IT outsourcing relationships. These different theoretical lenses are used to enhance the understanding 
of the relationships on topics such as: high economic benefits, low transaction costs, effective contracts, 
good principal-agent cooperation, efficient division of labor, development of skills and capabilities, access 
to vendor resources, alliance performance, social and economic exchange, and balancing stakeholder 
interest. Of course the researchers are omnipresent in the description, but the theoretical lenses give 
room for different positions or opinions.

In this form of writing case studies the focus is on interaction between multiple voices (Van der 
Blonk, 2003). The empirical case material is not approached as a neutral collection of facts, but as an 
ongoing outcome of the interaction between the diverse actors and events. The chapter is, in this sense, 
the result of a complex construction of influences and interpretations, and where the researchers’ own 
voices are not the least important one.

production costs reduction

According to neo-classical economic theory, firms outsource IT to attain cost advantages from assumed 
economies of scale and scope possessed by vendors (Ang & Straub, 1998). Neo-classical economic 
theory regards every business organization as a production function (Williamson, 2000), and where their 
motivation is driven by profit maximization. This means that companies offer products and services to 
the market where they have a cost or production advantage. They rely on the marketplace where they 
have disadvantages. According to neo-classical economic theory, companies will justify their sourcing 
strategy based on evaluating possibilities for production cost savings. Thus, the question whether to 
outsource, is a question whether the marketplace can produce products and services at a lower price than 
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internal production. In the context of IT outsourcing, a company will keep its IT function internally if 
this has production cost advantages, and it will outsource when the marketplace can offer production 
cost savings.

In all three cases, an important driver of outsourcing was cost reduction. Rolls-Royce was looking 
for a 10% reduction of costs. In the SAS – CSC case it was obvious that IT costs was an important is-
sue. Bidders showed that SAS could obtain a 20% cost reduction, benefiting from economies of scale 
by outsourcing IT to an external service provider. There was no doubt ABB had a very strong focus on 
reducing IT costs. They invited the largest outsourcers in the world to bid for their information technol-
ogy infrastructure. The scope was defined and the goal was to obtain economies of scale. As stated by 
ABB’s CFO: “This long-term deal allows us to significantly take down costs, while benefiting from 
IBM’s global expertise.” (Source: press release of July 2003). Client companies reported reduction of 
costs, better cost-performance, economies of scale and scope, compared to internal IT function. Select-
ing global outsourcing vendors, the client companies could obtain better cost-performance of their IT 
functions.

Principles of neo-classical economic theory were recognized in the decision making process of 
outsourcing. Client companies outsourced their IT function to gain IT cost savings. The IT function, 
including IT assets such as employees, was nothing but a production function, which an external service 
provider could handle more effectively than the client company. As such, the only concern of the client 
company was costs of services, and they were handling responsibility of transferred employees to the 
vendor company. For the purpose of this study we notice that neo-classical economic theory does not 
pay very much attention to the human side of IT outsourcing.

transaction cost reduction

IT outsourcing causes additional costs to occur that are labeled transaction costs. Transaction costs occur 
in the exchange between client and vendor. According to transaction cost theory, transaction costs are 
positively associated with (1) the necessity of investments in durable, specific assets, (2) infrequency of 
transacting, (3) task complexity and uncertainty, (4) difficulty in measuring task performance; and (5) 
independencies with other transactions. Organizations choose to source via their own hierarchy or via 
the market based on relative costs, which has two components: production costs and transactions costs. 
In every IT outsourcing transactions costs are present in terms of effort, time and money incurred in 
searching, creating, negotiation, monitoring, and enforcing service contracts between client and vendor. 
Therefore, transactions costs can erode comparative advantages in production costs of vendors.

Rolls-Royce had no doubt discovered the costs of service and contract management. By outsourcing, 
Rolls-Royce had transferred to EDS, physical IT assets and almost all resources with IT competencies. 
What they later realize was that they had a problem understanding what the vendor was doing, what 
technology and what costs were reasonable. Business needs were of course developing, and these needs 
had consequences for technology and costs. Rolls-Royce’s contract managers were not able to understand 
and control the development within a complex information technology and business environment. And 
thus, they had to build strong teams around services and projects, procurement activities, and knowledge 
about business processes and applications. ABB seemed to be aware of the complexity of their global 
deal, and they had got management teams with both operational and sourcing expertise locally and glob-
ally. Although transaction costs were significant in all three cases, production cost differences seemed 
to be more influential in the sourcing decision than transaction cost differences.



203

Case Study Research

Case studies recognized human capital as a transaction-specific asset. Vendor investments in human 
and physical assets may have shifted the balance of power between the transaction participants. Employees 
transferred from client to vendor during IT outsourcing may contribute to reduction of uncertainties of 
the outsourcing arrangement. As these employees already know clients infrastructure and systems and 
how they support client business processes, these employees are able to deliver the required services 
although they have a new employer. But they may also be exposed to vendor opportunism and bounded 
rationality. As they learn to know demands and obligations from both client and vendor, it is not unlikely 
they may feel occupational stress.

contract completeness

When entering an IT outsourcing arrangement, vendor and client sign a contract. An outsourcing contract 
provides a legally bound, institutional framework in which each party’s rights, duties, and responsibili-
ties are codified and the goals, policies, and strategies underlying the arrangement are specified. Every 
outsourcing contract has the purpose of facilitating exchange and preventing opportunism. A complete 
outsourcing contract reduces uncertainty and risks, but a contract alone is insufficient to guide outsourc-
ing evolution and performance. Luo (2002) argues that contract and cooperation are not substitutes, 
but complements in relation to performance. Since outsourcing involves repeated inter-organizational 
exchanges that become socially embedded over time, cooperation is an important safeguard mechanism 
mitigating external and internal hazards and overcoming adaptive limits of contracts.

The original Rolls-Royce – EDS contract was made a “foot thick,” but still they started quarreling. The 
ABB – IBM outsourcing relationship was based on a complex contractual set up, with both global and 
local agreements, and complex linkages between them. Although they had tried to cover “everything,” 
contractual completeness was Utopia. For example in Norway there had been more than 80 contractual 
changes or supplements within the first year of the deal. Because of environmental dynamism, contract 
and contract governance also had to be dynamic. ABB and IBM had recognized the need to manage 
the relationship professionally, and a relationship alignment project was the enabler for supporting the 
contractual and commercial relationship between the two parties. SAS and CSC had a professional 
attitude developing outsourcing contract. A skilled team from SAS met a special European business 
development team from CSC. The contract was more complex and comprehensive than any previous 
deal between SAS and SIG. Despite this, the steering committee with representatives from both parties 
of the relationship had several times been forced to handle disagreements regarding interpretation of 
contractual terms.

Transfer of physical and human assets from client to vendor was a part of the outsourcing relation-
ships studied. Typically, the outsourcing contracts were outcome based, specifying service levels of 
infrastructure and information systems. The contracts were set up to take care of the transactions between 
the parties (sales and lease back). Human assets were typically IT employees transferred from client to 
vendor, and which continued to deliver services back to their prior employer. They were an important 
part of the sale of assets agreement, but they were only an indirect part of the lease back agreement. 
They became “invisible” as behavioral aspects were left out of the contract. As such, an incomplete 
contract may bring about ambiguity and raise the likelihood of conflict, which in turn will decrease the 
outsourcing performance.
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vendor Behavioral control

In an outsourcing relationship, the cooperating parties engage in an agency relationship defined as a 
contract under which one organization (the principal) engages another organization (the agent) to per-
form some service on its behalf which involves delegating some decision-making authority to the agent. 
Agency theory describes the relationship between the two parties. According to Eisenhardt (1985), agency 
theory is concerned with resolving two problems that can occur in agency relationships. The first is the 
agency problem that arises when the desires or goals of the principal and agent conflict, and it is difficult 
or expensive for the principal to verify what the agent is actually doing. The second is the problem of 
risk sharing that arises when the principal and agent have different risk preferences (Gonzales, Gasco, 
& Liopis, 2005). These problems are well known in IT outsourcing. An example might be that the client 
organization wants to reduce its costs, while the vendor organization wants to maximize profits.

The initial outsourcing contract between Rolls-Royce and EDS had a lack of transparency, which 
was a potential for mistrust. When something was going wrong the contract played an important role. 
The contract was reviewed in 2000, and the parties were putting a new long-term arrangement in place 
and built a pretty close relationship. A high degree of transparency of difficulties like finance, should 
remove mistrust. In both cases ABB – IBM and SAS – CSC, the parties agreed upon the service levels 
and their prices. As outsourcing contracts were outcome based, client companies were not intended to 
do behavioral control of vendors or their IT employees

Before outsourcing, from a principal-agent perspective, client organization was principal and IT 
employees served as agents in the same organization. After the outsourcing, relationships changed. IT 
employees were no longer agents of the client organization, but they became agents of a new principal, 
the vendor organization. The vendor organization contracted its services to client organization and 
operated as an agent of the client organization. IT employees transferred became contractors to the cli-
ent organization, and they were only indirectly agents of their former employer. As such, transferred 
employees of IT outsourcing must adopt new attitudes towards their previous principal (client organiza-
tion), their new principal (vendor organization), and towards the outsourcing arrangement (where they 
serve as contractor).

Ho et al. (2003) examined client managerial attitudes and expectations toward employees in IT spin-off 
arrangements. Specifically, they focused on the phenomenon of persistent client managerial expectations 
by exploring the conditions under which client managerial expectations persist and the effect on client 
managerial evaluation of transplant performance. They posit that client managers will expect former 
subordinates to perform their duties and contribute much as they did in the past, even though these duties 
and responsibilities may not be included in the new outsourcing contractual arrangement.

demarcation of labor

Firm boundaries – defined as the scope of revenue-sharing arrangements across individuals – reflect 
trade-offs associated with referral problems, which are problems of matching economic opportunities to 
individuals’ efficiency (Garicano & Hubbard, 2003). A large theoretical literature focuses on the question, 
“What determines firms’ boundaries?” In our case of IT outsourcing, firms’ boundaries are determined 
by the extent to which there are large markets for specialization. If there are large markets for IT services 
available from vendors, then a client company will tend to outsource more of its internal IT function.

In the case of SAS, one of the arguments for outsourcing was that the internal IT Group had better 
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development opportunities for their professional careers at an outsourcer. During the transformation 
program, employees were replaced according to their competencies. In the case of ABB, IT employees 
were transferred into IBM according to their competencies. Outsourcing information technology infra-
structure and the people operating it, ABB and IBM obtained a clear and unambiguous division of labor. 
The idea was that individuals transferred to IBM would increase their efficiency through specialization, 
and this would benefit ABB through cost reduction. EDS stated that the ability to take over people, 
keeping some of them at the account, and giving others the opportunity to move elsewhere (specialize), 
is the number one risk of an outsourcer.

One of the oldest ideas in economics is that returns to specialization increase with market size. If there 
are large markets for IT services available from vendors, then a client company will tend to outsource 
more of its internal IT function. In our case of IT outsourcing, firms’ boundaries were determined by 
the extent to which there were large markets for specialization. As IT workers get transferred to vendors 
they have an opportunity to become even more specialized, working for an IT service provider.

core competence management

After outsourcing, the client organization will typically focus on and strengthen its core competencies. 
Core competencies can be defined as the skills that are the determinant resources for a firm’s competi-
tive advantage. Quinn (1999) argues that core competencies are not products or “those things we do 
relatively well.” They are the set of skills and systems that a company does at best-in-the-world levels 
and through which a company creates uniquely high value for customers. According to the theory of 
core competencies, developing best-in-the-world capabilities is crucial in designing a core competency 
strategy. Long-term advantage will depend on identifying the next unique combination no one else is 
exploiting in the marketplace; however, sustainable competitive advantage is strongest if tied to firm-
specific capabilities.

In case studies, production cost reduction was not the only reasons for outsourcing. New business 
strategies and restructuring of client companies were also important drivers. ABB was restructuring 
around two core business areas, and SAS admitted that information technology was not at the core of 
the airliner. Core competencies theory suggests activities which are none-core should be considered 
for outsourcing with best-in-the-world suppliers. ABB’s and SAS’ outsourcing vendors, IBM and CSC 
respectively, are large IT service companies with information technology and systems as their core com-
petence. Client managers interviewed in case studies expected their vendor organizations to influence 
Transferred employees’ work outcome. They expected these employees to become more professional 
service providers.

According to Levina and Ross (2003), client and vendor should develop complementary core com-
petencies. A vendor’s efficiency is based on the economic benefits derived from the ability to develop a 
complementary set of core competencies. This ability, in turn, is based on the centralization of decision 
rights, and shared with clients through formal and informal relationship management structures. An 
outsourcing vendor must develop different competencies, as suggested by Levina and Ross: IT personnel 
development, methodology development and dissemination, and customer relationship management. As 
such, the role of IT employees may change as they get transferred from client to vendor.
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vendor resource Exploitation

With resource-based theory, organizations are viewed as a collection of resources that are heterogeneously 
distributed within and across industries. The value generation potential from vendor resources can be 
significant for the client. If the vendor has strategic resources, applications of these resources for the 
client can provide the client organization with sustained competitive advantage. Strategic resources are 
characterized by being valuable, rare, non-imitable, non-transferable, non-substitutable, combinable, 
and exploitable (Barney, 2002) .

The ability to handle technological change was reported as a major issue for outsourcing, as both 
Rolls-Royce and SAS had a challenge, handling cost reduction and new technologies at the same time. 
According to resource-based theory, outsourcing is a strategic decision that can be used to fill gaps in the 
firm’s IS resources and capabilities. In the case of Rolls-Royce and SAS, there was a difference between 
desired capabilities and actual capabilities. Both companies needed external resources to implement the 
required technological changes.

But the transferred IT employees also represented an important resource in the outsourcing arrange-
ments. A unique combination of transferred IT employees, infrastructure and systems, were required to 
secure the delivery of services from vendor back to client company. In the short-term, the vendor com-
pany needed these employees to do infrastructure operation and management, and systems development 
and support. For the client company, they served as a safeguard for the delivery of services. And thus, 
transferred IT employees work outcome affects the success of the relationship.

Interesting to notice, the transforming of Rolls-Royce from a manufacturing oriented company to a 
service oriented company, seemed to be a part of the plan. According to Linder (2004), vendor resources 
can be brought to the organization to facilitate rapid organizational change, which might be important for 
long-term survival of the client. In this specific case of Rolls-Royce, the vendor’s ability to do change 
agentry was an important criterion for vendor selection. EDS were engaged for IS/IT outsourcing and 
for transformational outsourcing.

alliance Exploitation

Partnership, often referred to as an alliance, has frequently been noted as a major feature of IT outsourc-
ing. Alliances are broadly defined as collaborative efforts between two or more firms in which the firms 
cooperate in an effort to achieve mutually compatible goals that they could not achieve easily alone 
(Koh, Ang, & Straub, 2004).

The outsourcing arrangement studied was based on tightly defined contracts, and where the main 
goals were not necessarily shared. For example, ABB had a contract that locked in their cost savings. 
IBM, on their side, had to balance profit with customer satisfaction, and internal business control. The 
IT outsourcing relationship seemed to be an arm’s length cooperative relationship, rather than one of 
strategic partnership. ABB needs IBM to provide the IT infrastructure service; IBM needs ABB to pay 
the fee. While it is clear that these goals are not shared, each party has a vested interest in the other’s 
success. This type of cooperative relationships manifests itself when goals are complementary, and when 
each party needs something from the other party to succeed (Lacity & Willcocks, 2000).

According to Lambe et al. (2002), competence in finding, developing, and managing alliances is 
recognized as important to alliance success. This will also apply for an IT outsourcing relationship. Rela-
tionship managers are higher order resources, who must develop their understanding of how to facilitate 
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the combining of the distinct lower order complementary resources contributed by the outsourcing parties. 
Transferred employees of IT outsourcing had competencies which client organization no longer posited. 
IT assets were transferred from client to vendor organization, and transferred employees had unique skills 
and know-how to operate, maintain, and support information technology and systems service delivery 
back to the client organization. As a result of the outsourcing arrangement, the client organization no 
longer had these competencies in-house. Thus, it is reasonable to state that the transferred IT employees 
contribute to distinctive client – vendor complementary resources. Transferred employees’ competen-
cies may be considered as vital for service delivery in the outsourcing arrangement, especially in the 
first phase after contract signing. For the client organization, transferred employees may contribute to 
reduction of uncertainty and improve the communication between vendor and client organization. For 
the vendor organization, transferred employees may secure the ability to fulfill contract agreements.

relationship Exploitation

According to relational exchange theory, a partnership is dependent on relational norms. Norms are 
expectations about behavior that are at least partially shared by a group of decision makers. Norms are 
important in relational exchange because they provide the governance rules of the game. Relational norms 
are based on the expectation of mutuality of interest, essentially prescribing stewardship behavior, and 
are designed to enhance the wellbeing of the relationship as a whole (Lambe, Spekman, & Hunt, 2000). 
Kern and Blois (2002) have studied norm development in a major IT outsourcing relationship. Their 
findings suggest: 1) where unusual organizational structure is proposed, management must recognize the 
possibility that norms dominant within the constituent organizations will not necessarily be compatible, 
2) where norms are not compatible the action must be taken through changing management schemes in 
order to develop appropriate norms, and 3) the development and initialization of new norms takes time. 
Norm development becomes more salient as the relationship matures.

The relationship alignment project of ABB and IBM is one example of development of new norms. 
The project was seen as a key success factor to create and maintain a good working relationship between 
the two parties. The objective of the project was (among others) to create a framework to manage the 
natural tension between both parties, to find an agreement on a vision of how the parties needed to work 
together, to build a strong working relationship between the teams in the various countries, to build 
and commit to an appropriate strategic relationship structure and enabling mechanisms, to support a 
group-wide collaborative approach, to review and refine roles & responsibilities, and to align across 
all countries.

Businesses recognize the impossibility of a contract meeting every eventuality so that there is a need 
for adaptability within a contract and the completion of a contract is frequently dependent upon workers 
being able to take up a lot of the uncertainty. Both the normal economic models of a market transaction 
and the legal model of a contract tend to obscure the degree to which large numbers of contracts are 
agreements to deliver an indefinite good or service for an indefinite price. Without such willingness to 
be adaptable many business relationships would grind rapidly and regularly to a halt. Norms are in a 
sense the lubricants that keep relationships from being stymied by their contractual terms (Kern & Blois, 
2002). In case studies, outsourcing contracts were outcome based, measuring agreed upon levels of speci-
fied services for an agreed upon price. Transferred employees of IT outsourcing were the contractors to 
deliver the services. They were the employees ultimately faced with uncertainty of indefinite services. 
Developing and securing relational norms will guide transferred employees with regard to how to behave 
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if and when exchange issues occur. Prescribed behavior shared by the parties will reduce transferred 
employees’ uncertainty of their new role. And thus, relational norm will supplement the outcome-based 
contractual agreements and benefit the relationship as a whole.

social Exchange Exploitation

Social exchange theory assumes self-interested actors who transact with other self-interested actors to 
accomplish individual goals that they cannot achieve alone. Self-interest and interdependence are central 
properties of social exchange. Two or more actors, each of whom has something of value to the other, 
decide whether to exchange and in what amounts. Thus, a critical success factor becomes the enabling 
of social and economic outcomes that outperform alternatives. This applies both at individual level and 
inter-organizational level.

Outsourcing may have a negative impact on employees’ sense of job security and loyalty. Barthélemy 
(2003) defined overlooking personnel issues as a deadly sin of outsourcing. Meaning, there is more to 
outsourcing than transferring people and renegotiating their pay and benefits. Transferred employees 
of IT outsourcing not only change employer, but as a result their social network and outcome may also 
change.

stakeholder management

The following stakeholder theory recommendations for successful IT outsourcing relationships are meant 
to create efficient and effective communication with and between stakeholders to secure continued sup-
port from all stakeholders, to balance their interests and to make the IT outsourcing arrangement such 
that all stakeholders achieve their goals. During the case studies several stakeholder groups were identi-
fied – client senior management, client business management, client retained IT management, client IT 
users, transferred IT employees, vendor senior management, vendor account management, and vendor 
IT employees – each group with its own expectations and goals.

• Client senior management was driven by the overall financial goals of their companies, and typi-
cally their main interest was to gain economic benefits from the outsourcing. As contracts were 
signed, senior managers lost their interest in the outsourcing relationship.

• Client business management was constantly seeking more efficient IT services. They expected 
better service quality at lower prices, and a professional client-vendor relationship. Business man-
agers also expected the vendor to be innovative, coming up with new solutions. After all, vendor 
was a world-class outsourcing company.

• Client retained IT management initially expected the same service levels and the same accessibil-
ity to their service provider as prior to outsourcing. Their experience was however a more formal 
and commercial relationship. Running an IT outsourcer was very different from running an inter-
nal IT department, different in terms of skills and emphasis. Senior project executives, sourcing 
managers, and operations managers were first of all responsible for systems and infrastructure 
service delivery, and to secure commercial and contractual agreements.

• Client IT users typically expected better IT services. But very soon they realized that a profession-
al service provider required a more formalistic interaction. Taking away a lot of legacy and non-
standard IT from the users, the outsourcer had to be careful not to make a bad name for itself.
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• IT employees transferred from client to vendor (transplants) represented a huge group in all three 
cases. First they were doing business as usual, but after some time they got redeployed into com-
petencies and they got new colleagues. The transition of employees from the internal IT depart-
ment to the global business of the outsourcer was an important issue, as some employees liked 
it and others did not. Some looked forward to work as an IT professional within an organization 
where IT was core competence. The transplant group, is defined as those IT employees who get 
transferred from the client company to the vendor company (Ho et al., 2003). These employees 
formally leave their organization and are transplanted into the vendor company, which employs 
them and offers their services back to the original employer for a service fee. Even though these 
transplants still provide services to the original organization, it no longer directly employs them.

• Vendor senior management was driven by growth and profit expectations. Thus, the initial analy-
sis up-front (due-diligence) was fundamental. Their investments in such deals were huge, and 
their number one priority was on safeguarding their investments.

• Vendor account management had to balance profit, customer satisfaction, and business control 
procedures.

• Vendor IT employees were those people doing the job (sometimes called factory or delivery unit). 
Their mission was to deliver agreed upon service levels, neither more, nor less. To some extent 
they were involved up-front to see how easy the transferred IT department could be built into their 
own factory.

• Third party suppliers had more or less no influence in the process. Some of them regarded the 
outsourcing as a threat because it reduced their turnover; others saw it as an opportunity as they 
got more sales. Regardless of that, they had to spend time transferring leases and licences from 
one company to the other.

Some other stakeholder groups were also identified, such as vendor transition groups, labor unions, 
and even client customers. In one organization, a vendor transition group was established having a 
standardize process for transition, and they were HR oriented types of people. Labor unions were rep-
resentatives for the IT employees, but they also represented a power base in themselves, which they 
would like to maintain. Client customers were also mentioned as a stakeholder group. Although they 
could not influence the process, some of the consequences might hit them.

These stakeholder groups are different from those identified by Lacity and Willcocks (2000) at one 
important point: interviewees recognize and emphasized the important group of transplants. In all three 
cases the transplant group counted more than 1000 people. Transplants were not recognized in the study 
of Lacity and Willcocks (2000). Another interesting observation was that the interviewees seemed to be 
aware of other stakeholders’ expectations and goals. Transplants were a necessary precondition for the 
success of the deal. And thus, their contribution must be seen in the light of costs and risks. This requires 
efficient and effective communication with and between stakeholders. Neglecting the moral principles 
that underlie stakeholder theory, vendor companies will have less satisfied transplants, and transplants 
will show performance that is consistently below industry average. Vendor (and client) organizations have 
responsibilities to transplants for moral reasons. Upholding moral principles is a necessary precondition 
for transplants’ efficient working.
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conclusIons from casE study rEsEarch

This chapter presented and discussed three paradigmatic case studies that broadly span the most com-
mon outsourcing arrangements in today’s industry. They were conducted to investigate outsourcing 
relationship, its development, configuration, costs, and performance, and investigated how individuals 
affect or get affected by the relationship. The rich qualitative data illustrated the complexities inherent 
to relationship management, revealing in particular the difficulties various stakeholders encountered.

The three internationally based outsourcing cases studied in this research followed two guiding 
research questions, an interview protocol was designed and handed out before the interviews, and the 
analysis of each case focused essentially on transcripts of interviews. Regarding scientific generalization, 
the aim of the case studies was twofold: 1) to identify characteristics influencing and creating success-
ful IT outsourcing relationships, and 2) to identify individual level attitude, behavior, and performance. 
The purpose of the case study was to obtain a richer description and understanding not only of how to 
manage successful IT outsourcing relationships.

Two major themes emerged from the qualitative study. First, stakeholders interviewed emphasized 
the following issues as important in managing successful IT outsourcing relationships: clear enter strate-
gies; relationship building activities are important after contract signing; specialist resources needed for 
contract development and management; the ability to handle transfer of IT employees is critical; estab-
lishment of new governance structures; the economy of outsourcing is not only an issue of production 
cost reduction; client skills have to be rebuilt to handle the outsourcer, establishment of exit strategies 
serve as a safeguarding mechanism making the client able to handle difficult situations.

And second, stakeholders emphasized the unique position of the transplants – the IT employees 
transferred from client to vendor. Occupational stress was recognized among transplants. That is, trans-
plants perceived different expectations and demands from stakeholders they dealt with. The identified 
outsourcing arrangement stressors included such factors as client managerial persistent expectations, 
relational norms, and complementary core competencies. Transplants interviewed reported different 
attitudes, behavior and task performance, and also different perception of occupational stress.
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Chapter 11

Conclusion

Achieving superior performance in IT outsourcing relationships is both a demanding and a rewarding 
activity. To perform well managers need to understand outsourcing opportunities, critical success fac-
tors, company value configuration and maturity for outsourcing, the need for knowledge transfer, and 
management and control of outsourcing arrangement.

Outsourcing opportunities can be derived from resource-based theory, transaction cost theory, activ-
ity theory, agency theory, or other theories of the firm. Based on such opportunities, companies develop 
business-oriented enter strategies. A strategy defines vision, mission and objectives of the firm. It includes 
changes in electronic business and other important business areas that impact future use of information 
technology. The strategy analyzes business direction, information management strategy, and ambition 
level for IT outsourcing.

The theoretical and empirical based critical success factors serve as recommendations for what to 
outsource and how to succeed in managing IT outsourcing relationships.

Outsourcing business functions, managers must first understand – the underlying business logic of 
their firm, the company’s value configuration, and how resources such as information systems affect 
the performance of various component activities.

The maturity model can be applied for strategic planning to understand both state and direction of 
development in client-vendor relationships. To guide developmental energies at lower levels of orienta-
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tion, which provide additional understanding of the transitional events, individuals and organizations 
have to accumulate experience in order to move and grow from one stage of development to the next, 
i.e., from cost stage, through resource stage and into partner stage.

Knowledge management is important to strengthen know-what, know-how and know-why at both the 
vendor and the client. Knowledge transfer mechanisms have to be installed to handle troubleshooting, 
technology upgrades and emerging business needs.

Cost controls include both production and transaction economics. Hidden costs are of particular 
interest, as well as contract development and management costs. To appreciate the cost benefit ratio of 
outsourcing, both planned and unplanned benefits have to be included in the equation.

Managing IT outsourcing performance is concerned with exploiting outsourcing opportunities and 
avoiding outsourcing threats. We should remind our self of some of the outsourcing threats suggested by 
Barthélemy (2003) to avoid them. Outsourcing activities that should not be outsourced can be avoided 
by thorough understanding of business goals, company boundaries and resources. Selecting the wrong 
vendor can be avoided by exploring both contractual and relational reactions of potential vendors. 
Writing a poor contract can be avoided by organizing a qualified contract team that includes a good 
lawyer. Overlooking personnel issues can be avoided by retaining key employees and securing transfer 
of employees to the vendor. Losing control of the outsourced activity can be avoided by complement-
ing vendor management skills with technical skills. Overlooking hidden costs of outsourcing can be 
avoided by identifying search and contracting costs, vendor management costs and other potentially 
hidden costs. Failing to plan an exit strategy can be avoided by explicitly anticipating the end of an 
outsourcing contract before it is signed.

An important part of managing successful IT outsourcing relationships is to secure strategic, economic, 
and technological benefits. This cannot be achieved and controlled without some kind of performance 
measurement, e.g., in terms of service quality, client satisfaction, partnership quality, and overall success 
of the outsourcing relationship.

Transparent governance structures may be based on the interaction approach. Management control 
systems have to be implemented, including regular performance measurements. Partnering relationships 
have to be defined, and acceptable partnership quality has to be achieved. All stakeholders have to be 
considered and included in the governance structures. Both hard and soft sides of outsourcing have to 
be included in the governance structures.

Effective handling of personnel issues includes humane and predictable human resources management 
in times of IT staff reduction and transfer, employment protection, pension considerations and handling 
of persistent managerial expectations. For example, transferred IT personnel from client to vendor may 
not be employed to work with the previous employer. Rather, a contingent approach can imply that 
transferred personnel are trained in new areas to serve other vendor clients.
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Chapter 12
Dynamics of Outsourcing

Relationships

Given the potential headaches of managing IT, it is tempting to hand the job over to someone else. 
Indeed, outsourcing once appeared to be a simple solution to management frustrations, and senior 
management teams at many companies negotiated contracts with large service providers to run their 
entire IT functions (Gottschalk & Solli-Sæther, 2006). At a minimum, these providers were often able 
to provide IT capabilities for a lower cost and with fewer hassles than the companies had been able to 
themselves. But many of these outsourcing arrangements resulted in dissatisfaction, particularly as a 
company’s business needs changed.

Service providers, with their standard offerings and detailed contracts, provided IT capabilities that 
were not flexible enough to meet changing requirements, and they often seemed slow to respond to 
problems. Furthermore, a relationship with a supplier often required substantial investments of money 
and time, which entrenched that supplier in the company’s strategic planning and business processes. 
The company then became particularly vulnerable if the supplier failed to meet its contractual obliga-
tions (Ross & Weill, 2002).

In our dynamic perspective of knowledge resources, outsourcing relationships are not just about 
transactions between a vendor and a supplier. The resource-based theory argues that the firm’s ability 
to mobilize and utilize both internal and externally available resources determines its ability to succeed 
in the market place. If the firm is short of important resources such as IT resources, an outsourcing 
arrangement might help overcome the problem as the vendor makes IT resources available to the firm 
for a price. 

The quality of an outsourcing relationship will vary over time. For example, when the client’s behavior 
in the relationship changes, then a reaction from the vendor should be expected. The vendor’s reaction 
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will have to be responded to by the client. In this manner, the relationship might dynamically improve 
or deteriorate over time. We apply system dynamics to understand such developments over time.

Often, the vendor will have a different value configuration than the client. The vendor being a 
solutions provider makes it a value shop, while the client might be a value chain, value shop, or value 
network. Understanding how different value configurations interact will improve the relationship. For 
example, if the client is a value chain, then information systems operated by the vendor have the main 
purpose of making production more efficient and effective at the client site. If the client is also a value 
shop, the information systems operated by the vendor have the main purpose of adding value to the 
problem solution work done by the client for its customers. 

agEncy thEory

Agency theory has broadened the risk-sharing literature to include the agency problem that occurs when 
cooperating parties have different goals and division of labor. The cooperating parties are engaged in 
an agency relationship defined as a contract under which one or more persons (the principal/s) engage 
another person (agent) to perform some service on their behalf which involves delegating some decision-
making authority to the agent (Jensen & Meckling, 1976). Agency theory describes the relationship 
between the two parties using the metaphor of a contract. In an IT outsourcing relationship this is a 
client-vendor relationship and an outsourcing contract.

According to Eisenhardt (1985), agency theory is concerned with resolving two problems that can 
occur in agency relationships. The first is the agency problem that arises when the desires or goals of the 
principal and agent conflict and it is difficult or expensive for the principal to verify what the agent is 
actually doing. The second is the problem of risk sharing that arises when the principal and agent have 
different risk preferences. These problems are well known in IT outsourcing. An example might be that 
the client organization wants to reduce its IT costs, while the vendor organization wants to maximize 
profits. The agency problem arises when the two parties do not share productivity gains. The risk-
sharing problem might be the result of different attitudes toward the use of new technologies. Because 
the unit of analysis is the contract governing the relationship between the two parties, the focus of the 
theory is on determining the most efficient contract governing the principal-agent relationship given 
assumptions about people (e.g., self-interest, bounded rationality, risk aversion), organizations (e.g., goal 
conflict of members), and information (e.g., information is a commodity which can be purchased). Thus 
the question becomes: Is a behavior-oriented contract more efficient than an outcome-oriented contract? 
Outsourcing contracts are to a great extent tied up to service-level agreements, where the outcome of 
the service is the focal point.

The agency theory is applicable when describing client-vendor relationships in IT outsourcing 
arrangements. Typically, the client organization (principal) transfers property rights to the vendor 
organization (agent). In the context of IT, assets transferred might be infrastructure, systems and docu-
mentation, and employees. For a certain amount of money, the vendor organization provides services 
to the client organization. This implies a change in legal relationships, and IT services are carried out 
using a more formal transaction process. The status of personal relationships also changes, from that 
of a manager and a subordinate, to that of a client-manager and a vendor. According to agency theory, 
control mechanisms also change, from that of behavioral control, to that of outcome-based control. If 
both parties to the relationship are trying to maximize their utility, there is good reason to believe that 
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the vendor organization will not always act in the best interests of the client. Monitoring and bonding 
activities in reducing agency costs include auditing, formal control systems, budget restrictions, and the 
establishment of incentive compensation systems which serve to more closely identify the manager’s 
interests with those of the outside equity holder.

The original impetus for the development of agency theory was large corporations’ separation of 
control from ownership. Thus, its focus was never on organizational boundaries, as with transaction 
cost theory. Agency theory’s primary interest is not the decision to source via the hierarchy or via the 
market. Although all contractual arrangements contain important elements of agency, agency theory is 
essentially concerned with the delegation of work by the principal to the agent via a contract, whether 
or not they are both within the same organization. However, agency and transaction cost theories share 
several concepts, such as opportunism, uncertainty, and bounded rationality, and there is a rough cor-
respondence between transaction cost economics’ hierarchies and markets and agency theory’s behavior-
based contracts and outcome-based contracts. 

According to Hancox and Hackney (2000), the choice of contract type depends on the agency costs, 
which include the principal’s effort in assessing the agent’s performance and the agent’s efforts in assuring 
the principal of his commitment. Agency theory holds that human beings act through self-interest and 
therefore, as contracting parties, they may have divergent goals. An important aspect of the theory is 
that both principal and agent wish to avoid risk when dealing with each other. The principal may prefer 
to place risk with the agent via an outcome-based contract, whereas the agent may prefer to avoid risk 
by having a behavior-based contract. 

Outcome-based contracts are claimed to reduce agent opportunism because the rewards of both agent 
and principal depend on the same actions. Behavior-based contracts need the principal to have sufficient 
information to identify two possible dangers: First, whether there is adverse selection (the agent does 
not possess the skills he claims), and second, whether there is a moral hazard—the agent is shirking. 
Overall risk may be reduced by sourcing via the hierarchy, but agency costs also exist in hierarchies. 
Problems between agents and principals are greater in complex organizations with many managerial 
layers. Given that many public sector bodies are large and complicated both in the range of their activi-
ties and the structures adopted to manage and account for those activities, it may be that agency costs 
are inclined to be higher in the public sector. Nonmarket organizations may be especially susceptible 
to influence costs, where employees pursue their own agenda. This might imply that within a public 
sector organization, if the employees of one department were motivated by self-interest, then workers 
in other departments would be inconvenienced and resent the action, unless, perhaps, they themselves 
were pursuing a similar or compatible agenda. 

The technological and business complexity of IT means that there may be major problems for the 
principal in choosing a suitable agent and in monitoring the agent’s work. Only the agent knows how 
hard he is working, and that can be especially important in multilateral contracting where one agent acts 
for several principals. This is often the case in IT outsourcing because of the market dominance of one 
large firm. Given the difficulties of behavior-based contracts suggested by agency theory, it is reason-
able to assume that the overwhelming majority of clients would insist on outcome-based contracts when 
acquiring IT products and services. Such a strategy can only succeed if the client can confidently specify 
current and future requirements. But accurate predictions by the client may not always be in the vendor’s 
interests, since vendor account managers often are rewarded according to contract profitability, which 
is principally achieved through charging the client extra for anything, which is not in the contract.
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Hancox and Hackney (2000) interviewed IT managers to find support for the agency theory in IT 
outsourcing. In their interviews, it was difficult to find examples of some of the ideas from agency theory, 
although a minority of the organizations had been disappointed with aspects of vendor performance 
and behavior. 

partnErshIp and allIancE thEory

Partnership appears to be a less rigorously defined analytical framework than the theories of core com-
petencies, transaction cost economics, and theories that are typically applied to explain outsourcing 
(Gottschalk & Solli-Sæther, 2006). Indeed, the very word “partnership” has a more everyday ring to 
it and is associated with the readily understood characteristics, which may be found in a relationship 
between two or more parties in a particular context. Partnership’s treatment in the information systems 
literature seems largely nontheoretical, perhaps reflecting a wide diversity of practical arrangements 
and the absence of a single commonly recognized theory. Although the sharing of risk and reward is 
sometimes mentioned in the information systems literature, often the emphasis is on intangibles such 
as trust, comfort, understanding, flexibility, cooperation, shared values, goals, and problem solving, 
good interpersonal relations, and regular communication. The influential Kodak-IBM outsourcing deal 
had much to do with a sense of honor and a chemistry between the parties, and changed the common 
perception of IT outsourcing from an arm’s length relationship to one of strategic partnership (Hancox 
& Hackney, 2000). 

Partnership, often referred to as an alliance, has frequently been noted as a major feature of IT out-
sourcing. Partnership can reduce the risk of inadequate contractual provision, which may be comforting 
for clients about to outsource a complex and high-cost activity such as IT. However, in the relationship 
between vendor and client, the latter may be overly dependent on the former, and goals are not necessarily 
shared. A client may be more comfortable if he knows the vendor already. In partner selection, cultural 
compatibility is vital and shared values and objectives inform all stages of the partnership development 
process. This may make a successful relationship especially difficult if the putative partners are from 
fundamentally different domains and bring fundamentally different perspectives, as might well be argued 
is the case in a private sector/public sector arrangement. The difficulty may be compounded where, as in 
the UK government’s compulsory competitive tendering policy, the outsourcing can be involuntary.

Hancox and Hackney (2000) found that few organizations claim to be in a strategic partnership with 
their IT suppliers. The contract is more likely to favor the vendor because he has greater experience in 
negotiation. Clients with loose contracts were more likely to regard outsourcing as a failure; yet most 
respondents in a study used the vendor’s standard contract as a basis for outsourcing agreement and 
most did not use external technical or legal advice. It was found that 80% of clients wished that they had 
more tightly defined contracts. Partly the client’s view of IT influences its relationship with the vendor, 
such that firms regarding IT as a core competence capability are more likely to look upon outsourcing 
as an alliance. Clients who view IT as a core are also more likely to be satisfied with the outsourcing 
arrangements because they negotiate from a more knowledgeable position. 

Hancox and Hackney (2000) interviewed IT managers to find support for the partnership theory in 
IT outsourcing. Despite assurances found in vendors’ marketing literature, most clients were skepti-
cal about partnership. If partnership did exist, it was usually as a collection of some of the intangibles 
mentioned earlier, rather than as a formalized arrangement. Partnership was more likely to be claimed 
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in the area of systems development, where vendors needed to have a greater understanding of the 
organization, than in outsourcing of operations and IT infrastructure support. There seemed to be no 
correlation between those organizations regarding IT as strategic and those regarding relationships with 
vendors as partnerships. 

Das and Teng (2002) studied how alliance conditions change over the different stages of alliance 
development to understand the development processes of strategic alliances such as an IT outsourcing 
relationship. They defined the following stages in the alliance development process:

• Formation stage: Partner firms approach each other and negotiate the alliance. Partner firms then 
carry out the agreement and set up the alliance by committing various types of resources. The al-
liance is initiated and put into operation. Alliances will be formed only under certain conditions. 
These conditions include a relatively high level of collective strengths, a low level of inter partner 
conflicts, and a high level of interdependencies.

• Operation stage: Not only is the formation stage directly influenced by alliance conditions, the 
transition from the formation stage to the operation stage is also dictated by the same alliance condi-
tions variables. During the operation stage, partner firms collaborate and implement all agreements 
of the alliance. The alliance will likely grow rapidly in size during this stage, somewhat akin to 
the growth stage of organizational life cycles. Other than the growth route, an alliance may also 
be reformed and/or terminated at this stage.

• Outcome stage: During this stage, alliance performance becomes tangible, and can thus be evalu-
ated with some certainty. There are four possible outcomes for an alliance at this stage: stabiliza-
tion, reformation, decline, and termination. A combination of outcomes is also possible, such as 
a termination after reformation. Alliance reformation and alliance termination do not necessarily 
signal alliance failure. Reformation and termination may be the best option under certain circum-
stances, such as the achievement of preset alliance objectives. Alliance condition variables continue 
to play a decisive role in the outcome stage. The particular alliance outcome will depend on the 
condition of the alliance.

Das and Teng (2003) discussed partner analysis and alliance performance. An important stream of 
research in the alliance literature is about partner selection. It emphasizes the desirability of a match 
between the partners, mainly in terms of their resource profiles. The approach is consistent with the 
resource-based theory of the firm, which suggests that competitors are defined by their resources profiles. 
They found a lack of agreement concerning alliance performance. This lack of agreement reflects an 
underlying conceptual puzzle: What does effective alliance performance mean? There are two distinct 
loci of alliance performance in the literature: the alliance itself and the partners forming the alliance. 
On the one hand, when alliances are viewed as separate entities, alliance performance is the success of 
these separate entities, in terms of, say, profitability or growth rate. On the other hand, because partner 
firms use alliances to achieve certain strategic objectives, alliance performance ought to be measured 
in terms of the aggregated results for the partner firms.

Alliances are broadly defined as collaborative efforts between two or more firms in which the firms 
pool their resources in an effort to achieve mutually compatible goals that they could not easily achieve 
alone. Resources here are defined as any tangible or intangible entity available for use by a firm to com-
pete in its marketplace. When interfirm business relationships are collaborative, rather than adversarial, 
in nature, a variety of types of these relationships may be classified as alliances, for example outsourc-
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ing. According to Lambe, Spekman, and Hunt  (2002), the popularity of alliances is growing. Alliances 
account for anywhere from 6 to 25%of the market value of the typical company. Yet alliance success 
remains elusive. Studies find that as many as 70%of alliances are not successful. Thus, an important 
question for researchers and practicing managers is, what makes alliances succeed? They argue that 
alliance competence contributes to alliance success, both directly and through acquisition and creation 
of resources. Using survey data gathered from 145 alliances, empirical tests provide support for the 
posited explanation of alliance success.

Alliance competence has three facets, which Lambe et al. (2002) labeled alliance experience, alli-
ance manager development capability, and partner identification propensity. Furthermore, consistent 
with competence-based theory and resource-advantage theory conceptualizations of a competence (a 
higher-order resource that is a distinct combination of lower-order resources), the researchers proposed 
that these three facets are the three lower-order resources that collectively comprise the higher-order 
resource of an alliance competence. That is, more of each of these three lower-order resources will 
contribute to increasing a firm’s competence in finding, developing, and managing alliances:

• Alliance experience is a resource that can be leveraged across an organization because it contrib-
utes to knowledge about how to manage and use alliances.

• Alliance manager development capability enables firms to plan and navigate the mechanisms 
of an alliance so that roles and responsibilities are clearly articulated and agreed upon. In addi-
tion, these managers have the ability to review continually the fit of the alliance to the changing 
environment to make modifications as necessary.

• Partner identification propensity enables firms to systematically and proactively scan for and 
identify partners that have the complementary resources that are needed to develop a relationship 
portfolio or mix that complements existing competencies and enables them to occupy positions of 
competitive advantage. 

Lambe et al. (2002) posited that two specific types of resources affect alliance success: idiosyncratic 
and complementary resources. In terms of resource-advantage theory, complementary resources may 
be thought of as lower-order resources that are brought to the alliance and idiosyncratic resources as 
the higher-order resources that are developed by the alliance through the process of combining the 
complementary resources of the partner firms. Idiosyncratic resources are resources that are developed 
during the life of the alliance, are unique to the alliance, and facilitate the combining of the distinct 
lower-order resources contributed by the partner firms. Idiosyncratic resources may be tangible, such as 
computers and cables, or intangible, such as developing a methodology or a process together. Similarly, 
some researchers refer to idiosyncratic investments or assets.

rElatIonal ExchangE thEory

Contracts are often extremely imperfect tools for controlling opportunism. While relational contracts 
may mitigate some opportunistic behavior, significant residual opportunism may remain. It is possible 
that transactors using relational contracts may incur significant ex-post bargaining costs as they peri-
odically negotiate contract adjustments (Artz & Brush, 2000). Relational exchange theory is based on 
relational norms. According to this theory, the key to determining how efficiently contract governance 
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is carried out lies in the relational norms between the transactors. For example, the degree to which 
transactors engage in joint planning or their extent of interfirm information sharing are process elements 
that determine the costs associated with periodically renegotiating contracts. Those transactors who 
have established behavioral norms that can simplify and smooth the renegotiation process can reason-
ably expect to incur lower ex post bargaining costs than those who have not. 

Artz and Brush (2000) examined supplier relationships that were governed by relational contracts, 
and they found support for the relational exchange theory. By altering the behavioral orientation of the 
alliance, relational norms lowered exchange costs. In their measurement of relational norm, Artz and 
Brush (2000) included collaboration, continuity expectations, and communication strategies. Collabo-
ration refers to the willingness of the client and vendor to work together to create a positive exchange 
relationship and improve alliance performance. Collaborative actions can act to enhance the client-vendor 
relationship as a whole and curtail opportunistic behaviors. For example, joint planning and forecasting 
can allow both the customer and the supplier to participate in determining the roles and responsibilities 
of each and foster mutually beneficial expectations. Continuity expectations refer to the extent to which 
the customer and the supplier expect the relationship to continue for the foreseeable future. Expecta-
tions of a long-term supply relationship can encourage cooperation by providing the opportunity for one 
alliance partner to retaliate if the other behaved opportunistically. Specifically, opportunistic behavior 
by one party in one period can be matched by opportunistic behavior by the other partner in the next. 
Similarly, cooperation can be met with cooperation. “Communication strategies” refers to the type of 
communications the customer and vendor use in their bargaining sessions to try to influence the nego-
tiations. Such strategies can be grouped into either coercive or noncoercive communications. Partners 
using coercive communications attempt to achieve their desired goals by applying direct pressure with 
adverse consequences of noncompliance stressed. Examples of coercive communications include using 
threats or legalistic pleas, in which one party argues that compliance is required by the formal contract 
terms. When one firm attempts to coerce another in order to gain a more favorable negotiation outcome, 
that firm is likely to be viewed by its alliance partner as exploitative rather than accommodative, and 
retaliatory behavior often results. In contrast, noncoercive strategies attempt to persuade rather than 
demand. Noncoercive communications center on beliefs about business issues and involve little direct 
pressure. Examples include simple requests or recommendations, in which one party stresses the benefits 
the other party will receive by complying.

Kern and Blois (2002) considered the role of norms within networks by describing how BP Explora-
tion outsourced its information technology function,a major business activity. This outsourcing venture 
led to the formation of a consortium of vendors. However, this attempt was found to have failed. They 
suggested that central to the failure of the consortium, as an outsourcing arrangement was the issue of 
norms. Norms create expectations of behavior and imply a certain action and are shared by the actors. 
It is believed that society shares a number of common norms that make it necessary for contracts to 
contain certain features but not necessary to include statements about others. Yet norms vary a great 
deal between and within societies, as is illustrated by international contracts in which a foreigner’s 
requirements as to what should go into a contract will often surprise us but what we would not consider 
necessary to include may surprise them.

Businesses recognize the impossibility of a contract meeting every eventuality, so there is a need for 
adaptability within a contract and the completion of a contract is frequently dependent upon workers 
being able to take up a lot of the uncertainty. Both the normal economic models of a market transaction 
and the legal model of a contract tend to obscure the degree to which large numbers of contracts are 
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agreements to deliver an indefinite good or service for an indefinite price. Without such willingness to 
be adaptable many business relationships would grind rapidly and regularly to a halt. Norms are in a 
sense the lubricants that keep relationships from being stymied by their contractual terms.

In the case of BP Exploration, three problems arose. First, the consortium’s members, though com-
petitors, were expected to work closely with each other as the senior partner on some sites and as the 
junior partner on others. Yet neither BP Exploration nor any member of the consortium recognized in 
advance that the norms that they usually applied in their relationships with their clients would not be 
applicable to this situation. Consequently, their staff was working with norms that were at best not ap-
propriate to the new situation and at worst made for difficulties. For example, a company’s norms do not 
normally encourage the acceptance of flexibility, information exchange, and solidarity in contacts with 
competitors, all of which are needed if sound relationships are to be developed between organizations. 
Second, BP Exploration’s line managers conducted their relationships with the consortium members 
as if they were buying a commodity service. Yet a major reason for outsourcing was BP Exploration’s 
desire to obtain a state-of-the-art IT service. Its behavior toward the consortium was therefore based 
on norms that were inappropriate relative to its stated objectives. The third problem was that one of the 
vendors was not familiar with European modes of operations and had a horrendous job trying to adapt 
to a non-U.S. culture.

Norms are formed in different ways. Some norms’ roots can be related to cultural backgrounds, but 
the roots of others are more difficult to identify. However, how norms develop when new industries or, 
as in the case of BP, new forms of organization evolve is far from apparent. In relationships such as 
the one described in this case, which develop in a new environment, the relative power of the parties 
involved is presumably a major factor. Thus, where one organization is very dominant in a new market 
it seems probable that their values and approaches to business will be very influential. Within business 
relationships the nature of exchanges that occur between the personnel involved can vary a great deal. 
Sometimes the relationships at a senior level are more relaxed than those at a junior level. Yet the opposite 
can be true with junior staff making the relationship work on a day-to-day level in spite of adversarial 
behavior among the directors. Many classifications of norms have been proposed, but no one is regarded 
as dominant. It has been proposed that relational norms are a higher-order construct consisting of three 
dimensions (Kern & Blois, 2002):

• Flexibility, which defines a bilateral expectation of the willingness to make adaptations as cir-
cumstances change.

• Information exchange, which defines a bilateral expectation that parties will proactively provide 
information useful to the partner.

• Solidarity, which defines a bilateral expectation that a high value is placed on the relationship. It 
prescribes behaviors directed specifically toward relationship maintenance.

Many factors led to BP Exploration being a less than successful experiment in outsourcing. However, 
a major contribution was a failure to recognize the need for establishing norms of behavior that were 
appropriate to the consortium form of organization (Kern & Blois, 2002).

Norms are expectations about behavior that are at least partially shared by a group of decision mak-
ers. Norms are important in relational exchange because they provide the governance rules of the game. 
These rules depend on the game, which from an exchange perspective has been described as either 
discrete or relational. Discrete exchange norms contain expectations about an individualistic or competi-
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tive interaction between exchange partners. The individual parties are expected to remain autonomous 
and pursue strategies aimed at the attainment of their individual goals. In contrast, relational exchange 
norms are based on the expectation of mutuality of interest, essentially prescribing stewardship behavior, 
and are designed to enhance the well-being of the relationship as a whole. In the evolutionary model of 
relational exchange, relational norm development takes place during an extended period of time through 
many interactions between the partners. For example, tacit relational norms emerge as partners interact 
during the exploration stage of relational development (Lambe, Spekman, & Hunt, 2000).

Relational exchange is an interactive process where commitments are made, outcomes are observed, 
and further investments are made, if outcomes meet or exceed expectations. Based on previous inter-
actions as well as expectations about the future, a mutual orientation develops resulting in a common 
language and mutual knowledge. The exchange is embedded in a normative structure that determines 
the functioning of the system. Patterns of behavior are taken for granted. The actors share common 
expectations about expected and accepted behavior, and collective interests are incorporated into the 
preferences and belief structures of the actors (Rokkan & Haugland, 2002). Discrete and relational ex-
change can be regarded as polar cases. Pure discrete exchange is consistent with the underlying assump-
tions of neoclassical economic theory. Relational exchange, on the other hand, accounts for the social 
and historical context in which exchange takes place. The fundamental norms of discrete exchange are 
discreteness and presentation, which means that any transaction is separated from all else between the 
participants at the same time and before and after, and that all future obligations and actions are brought 
into the present. Relational exchange, on the other hand, is based on norms such as role integrity, conflict 
resolution, and preservation of the relationship.

Rokkan and Haugland (2002) studied the effect of power on relational exchange. Power is related to 
whether the relationship is symmetrical or unbalanced. A key characteristic of long-term relationships 
is mutual power relations. Actor A’s power in the relationship with actor B is the inverse of B’s depen-
dence upon A. Dependence or interdependence thus affects and constrains the behavior of the actors, 
but it may also create opportunities. This factor is important in relation to relational exchange, as it is 
closely linked to the question of equity or fair dealing. They hypothesized that dependence asymmetry 
would have a negative effect on relational exchange, but they did not find empirical support in their 
survey for this hypothesis. 

partnErshIp QualIty dEtErmInants

Increasing attention is paid to building successful partnerships in information technology outsourcing. 
Lee and Kim (1999) have studied the effect of partnership quality on IS outsourcing success. They define 
partnership as an interorganizational relationship to achieve the participants’ shared goals. Partnership 
is not a new concept in the management area. Marketing and interorganizational systems research has 
explored relationships between customer and vendor, buyer and seller, manufacturer and distributor, 
or auditor and client, and so on. A number of different views emerged concerning interorganizational 
relationships.

Research has classified the relationship between organizations into two types: transactional style 
and partnership style. A transactional style relationship develops through the formal contract in which 
rules of the game are well-specified and the failure to deliver on commitments by either party should 
be resolved through litigation or penalty clauses in the contract. In contrast, the requirements of a part-
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nership style relationship include risk and benefit sharing, the need to view the relationship as a series 
of exchanges without a definite endpoint, and the need to establish a range of mechanisms to monitor 
and execute its operations.

In traditional IS management, the role of a service provider was limited in terms of the size of the 
contract and the type of service. Maintenance of hardware or program subcontracting has traditionally 
been the typical IS service provider. However, the type of relationship in outsourcing is changing from 
such buyer-seller relationships to the more strategic partnership relationship. Therefore, a necessary 
condition to move away from self-interest is a belief that the exchange relationship is a win-win situa-
tion for organizations to gain competitive advantages.

Relevant theories to analyze the interorganizational relationship include the resource-dependency 
theory, transaction-cost theory, and agent-cost theory from the economic viewpoint, and social exchange 
theory and power-political theory from the social viewpoint. Economic theories aim at explaining the 
characteristics of governance or contract. They treat each sourcing decision as an independent event 
regardless of prior relationships that affect the ongoing sourcing decision. This treatment may be inap-
propriate where organizations repeatedly enter transactions with each other. Explaining the relationship 
between organizations from a purely economic point of view is unjustifiable because interorganizational 
relationships form from the social learning experiences based on specific sequential interactions (Lee 
& Kim, 1999).

Social theorists assume that processes evolve over time as participants mutually and sequentially 
demonstrate their trustworthiness, whereas in the economic perspective, the organization’s exchange 
activities are enforceable. Social theorists understand a relationship as a dynamic process through spe-
cific sequential interactions in which two participants carry out activities toward one another. However, 
a good relationship does not always bring about the participants’ desired results. According to social 
theories, two mechanisms, trust and power, can explain the relationship between organizations. Trust, a 
feature of relationship quality, has been conceptualized as the firm’s belief that the other company will 
perform actions that will result in a positive outcome for the firm, and will not take unexpected actions 
that would result in negative outcomes for the firm. Power is determined by the relative dependence 
between two actors in an exchange relationship, and the concept of power is only meaningful when 
compared with another organization. While social exchange theory uses the concept of trust to explain 
interactions between participants, power-political theory relies on the power derived from offering 
valuable resources that few other sources can provide (Lee & Kim, 1999).

Partnership is an effective way to improve economies of scale and scope provided by the traditional 
modes of organization. However, partnership does not guarantee a desired outcome. Therefore, care-
ful attention needs to be paid to the partnership problems that may lead to an unstable and conflicting 
relationship. Partnership quality is an important concept in this respect. Quality is treated as having two 
dimensions: fitness of use (does the product or service does what it is supposed to do? Does it possess 
the features that meet the customer’s needs?), and reliability (to what extent is the product free from 
deficiencies?) If we apply the first dimension to partnership, partnership quality may be expressed as 
how well the outcome of a partnership matches the participants’ expectations (Lee & Kim, 1999).

From this outset, partnership quality can be viewed as an antecedent of the outsourcing success. 
High partnership quality may be a necessary condition for outsourcing success, but not a sufficient 
condition. For instance, if the main objective of the outsourcing was cost reduction but the outsourcing 
vendor failed to meet the objective, such an outsourcing project would be a failure regardless of the 
partnership quality between the service receiver and provider. Thus, Lee and Kim (1999) distinguish 
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the concept of partnership quality from that of outsourcing success, and empirically tested whether 
outsourcing is successful when high-quality partnership exists. They identified the following five fac-
tors that make up partnership quality: trust (degree of confidence and willingness between partners), 
business understanding (degree of understanding of behaviors, goals, and policies between partners), 
benefit/risk share (degree of articulation and agreement on benefit and risk between partners), conflict 
(degree of incompatibility of activities, resource share, and goals between partners), and commitment 
(degree of the pledge of relationship continuity between partners). 

Partnership quality is affected by organizational, human, and environmental factors. However, most 
literature does not explicitly distinguish the components of partnership quality from the factors that 
affect it. Lee and Kim (1999) introduced the factors from previous literature as potential determinants 
of partnership quality and presented the hypotheses related to each factor. They expected to find a posi-
tive relationship between each of the hypothesized determinants of partnership quality and trust, busi-
ness understanding, benefit/risk share, and commitment among the components of partnership quality, 
and a negative relationship between each of the hypothesized determinants of partnership quality and 
conflict.

Figure 1 illustrates their findings. Participation was found to be significantly related to partnership 
quality. From a social perspective, participation is prescribed as a remedy when there is conflict, frustra-
tion, and vacillation in the group. Active participation of the partnership members plays a major part in 
enhancing the sustainability of their partnerships over time. When one partner’s actions influence the 
ability of the other to compete effectively, the need for participation in specifying roles, responsibilities, 
and expectations increases. Accordingly, the higher the degree of participation, the higher the quality 
of partnership. Communication quality was found to be significantly related to partnership quality. 
According to the social exchange literature, effective communication between partners is essential 
in order to achieve the intended objectives. Intensive communication should lead to better-informed 
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parties, which in turn should make each party more confident in the relationship and more willing to 
keep it alive. Communication quality is treated as an antecedent of trust in the research literature. Ac-
cordingly, higher communication quality is believed to enhance the quality of partnership. Information 
sharing is the third significant determinant in Figure 1. Information sharing is the extent to which criti-
cal or proprietary information is communicated to one’s partner. Partnerships can create a competitive 
advantage through the strategic sharing of organizations’ key information. Closer relationships result 
from more frequent and relevant information exchanges among high-performance partners. Participants 
are expected to sustain more effective relationships over time by sharing information and by being 
knowledgeable about each other’s organization.

Age of relationship had a significant negative effect on the partnership quality. Among the compo-
nents of partnership quality, conflict and commitment were significantly associated with age of rela-
tionship. However, contrary to many expectations, age of relationship had a positive effect on conflict 
and a negative effect on commitment. Interestingly, mutual dependency was also negatively associated 
with partnership quality. This means that the degree of partnership quality was lower when mutual 
dependency was higher. Although mutual dependency had a significant effect on business understand-
ing, benefit and risk share, and conflict, these results were contrary to the researchers’ expectation. The 
relationship between top management support and partnership quality was significant. Top management 
support also was significantly associated with trust and business understanding, while it was not related 
to benefit and risk share, conflict, or commitment.

In Figure 8.6, there is a causal relationship between partnership quality and outsourcing success. 
Successful partnership enables participants to achieve organizational objectives and to build a com-
petitive advantage that each organization could not easily attain by itself. To gain these advantages of 
partnership, participants should try to enhance their partnership quality to reflect the extent of intimacy 
between partners. Therefore, a higher quality of partnership is likely to lead to a successful outsourcing 
relationship. 

Outsourcing success can be viewed as the level of fitness between the customer’s requirements and the 
outsourcing outcomes. Lee and Kim (1999) measured outsourcing success in terms of both business and 
user perspectives in the following way: They expected to find a positive relationship between outsourcing 
success and components of partnership quality such as trust, business understanding, benefit/risk share, 
and commitment, and a negative relationship between outsourcing success and conflict. In a business 
perspective, outsourcing is motivated by the promise of strategic, economic, and technological benefits. 
The success of outsourcing, then, should be assessed in terms of attainment of these benefits. Strategic 
benefits refer to the ability of a firm to focus on its core business by outsourcing routine information 
technology activities. Economic benefits refer to the ability of a firm to use expertise and economies 
of scale in human and technological resources of the service provider and to manage its cost structure 
through unambiguous contractual arrangements. Technological benefits refer to the ability of a firm 
to gain access to leading edge IT and to avoid the risk of technological obsolescence that results from 
dynamic changes in IT. From a user perspective, outsourcing success may also be the level of quality 
of offered services. A decision to outsource on the basis of saving costs without analysis of the quality 
of service frequently leads to higher costs and lower user satisfaction. Therefore, it is imperative to 
conduct a proper analysis of the service quality before building a relationship with a service provider 
for a successful outsourcing project.

In their statistical analysis, Lee and Kim (1999) found that the quality of outsourcing partnership had 
a strong positive relationship with both business satisfaction and user satisfaction, as well as with overall 
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outsourcing success. Trust showed a strong positive relationship with business satisfaction, while it had 
no effect on user satisfaction. This indicates that trust is a critical predictor of outsourcing success in 
terms of the business perspective, as opposed to the user perspective. Unlike the result with trust, business 
understanding was not a good predictor of business satisfaction, while it significantly influenced user 
satisfaction. This means that the outsourcing outcome matched the users’ requirements as understand-
ing of its partner’s business increased. Benefit and risk share showed a strong positive relationship with 
both business satisfaction and user satisfaction, as well as with overall outsourcing success. Although 
conflict was a predictor of business satisfaction, it had no effect on the overall outsourcing success and 
user satisfaction. Lee and Kim’s (1999) finding for the conflict variable indicated that outsourcing suc-
cess was not affected by the degree of conflict between the service receiver and provider. Their study 
also indicated that commitment was significantly associated with outsourcing success in terms of both 
the business and the user perspective. In summary, all partnership quality variables except conflict were 
significantly related to outsourcing success. 

partnErshIp QualIty dynamIcs

As has become quite well known by reading this book so far, the findings in Figure 1 have obvious 
limitations. Rather than focusing on determinants that have a one-on-one relationship with partnership 
quality, there are interactions, as illustrated in Figure 2. Figure 2 illustrates some of the cause and effect 
relationships and feedback loops when partnership quality is studied as a function of time.
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Figure 2. Causal loop diagram for outsourcing partnership quality dynamics
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Figure 3. Reference mode for outsourcing partnership quality

The causal loop diagram in Figure 2 might produce different simulation results depending on pa-
rameters for quantitative relationships. One possible outcome is illustrated in Figure 3. We see partner-
ship quality initially rising in the first years of the outsourcing relationship. In year 6, the relationship 
reaches its top quality, before it starts to deteriorate. Top management support for the outsourcing ar-
rangement remains for 2s more years, but this variable as well starts to deteriorate in year 8. Because 
of such developments, the vendor starts to practice opportunistic behavior, causing a fast deterioration 
in agency quality.
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Chapter 13
The Role of the CIO

thE rolE of thE cIo

The CIO can be defined as the highest-ranking IT executive who typically exhibits managerial roles 
requiring effective communication with top management, a broad corporate perspective in managing 
information resources, influence on organizational strategy, and responsibility for the planning of IT. 
This definition is in line with research; which applied the following criteria when selecting CIOs for 
empirical observation: i) highest-ranking information technology executive; ii) reports no more than 
two levels from the CEO, that is, either reports to the CEO or reports to one of the CEOs direct reports, 
iii) areas of responsibility include information systems, computer operations, telecommunications and 
networks, office automation, end-user computing, help desks, computer software and applications; 
and iv) responsibility for strategic IS/IT planning. The CIO plays a vital role in every interoperability 
project in digital government. There may be a CIO in each involved public agency as well as a CIO for 
the whole of government. For example in Hong Kong, there is an office of the government chief officer, 
which developed the interoperability framework for all agencies and other public organizations to fol-
low (2007).

In this chapter we start by defining the position of the CIO. CIOs are playing a key role sourcing IT 
resources and enabling IT governance. These topics are covered in the next sections. Then, we continue 
discussing CIO leadership roles. As organizations expand their use of the Internet, the CIO emerges as 
an important executive for developing digital government, competitive strategy and Internet strategy. 
We are also looking into the CIO selecting e-business model.
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the cIo position

The CIO position emerged in the 1970s as a result of increased importance placed on IT. In the early 
1980s, the CIO was often portrayed as the corporate savior who was to align the worlds of business and 
technology. CIOs were described as the new breed of information managers who were businessmen 
first, managers second, and technologists third. It was even postulated that in the 1990s, as informa-
tion became an organization’s critical resource, the CIO would become the logical choice for the chief 
executive officer (CEO) position.

Job advertisements for information systems positions from 1970 to 1990 were reviewed by Todd, 
McKeen and Gallupe (1995). They investigated specific positions related to programmers, systems 
analysts and information systems managers. It is the latter position that is of interest here. At the time 
of the research, it was considered that successful information systems managers should have a blend of 
technical knowledge and sound business related skills. Further, in general, they should possess effective 
interpersonal skills. Over the twenty-year period, Todd et al. (1995) determined that there had not been 
much change in the required skills indicated in job advertisements.

Benjamin, Dickinson and Rockart (1985) suggested that the emergence of the CIO role represented 
the recognition of the importance of the role to be played within the organization. Kaarst-Brown (2005), 
however, suggested it is unfortunate that twenty years later, in 2005, the CIO is still held in lower regard 
than those senior managers of other more traditional business units. Kaarst-Brown (2005) suggested the 
reasons for this gap might be attributed to some of the items on the following list:

• Personality conflicts
• Lack of corporate technology vision
• Poorly aligned IT goals
• Lack of business knowledge
• Lack of IT awareness among the business executives
• Incorrect formal structure and reporting relationships

However, Kolbasuk (2005) reported that the perception of CIOs within organizations may be evolv-
ing. She suggests they may finally be getting the respect they deserve as they become members of the 
board of directors of large companies. This movement to the board level in the organization indicates 
the perception of the CIO role is evolving from a manager primarily focused on regulations, back office 
operations, and administrative duties to applying information technology at a strategic level to facilitate 
competitive advantage through an understanding of how business processes function and may be adapted 
to a changing corporate environment.

As a manager of people, the CIO faces the usual human resource roles of recruiting, staff training, 
and retention, and the financial roles of budget determination, forecasting and authorization. As the 
provider of technological services to user departments, there remains a significant amount of work in 
publicity, promotion, and internal relations with user management. As a manager of an often-virtual 
information organization, the CIO has to coordinate sources of information services spread throughout 
and beyond the boundaries of the organization. The CIO is thus concerned with a wider group of issues 
than are most managers. 

While information systems executives share several similarities with the general manager, notable 
differences are apparent. The CIO is not only concerned with a wider group of issues than most manag-
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ers, but also, as the chief information systems strategist, has a set of responsibilities that must constantly 
evolve with the corporate information needs and with information technology itself. It has been sug-
gested that the IT director's ability to add value is the biggest single factor in determining whether the 
organization views information technology as an asset or a liability. According to Earl and Feeny (1994, 
p. 11), chief information officers have a difficult job: 

Chief information officers have the difficult job of running a function that uses a lot of resources but that 
offers little measurable evidence of its value. To make the information systems department an asset to 
their companies – and to keep their jobs – CIOs should think of their work as adding value in certain 
key areas.

Creation of the CIO role was driven in part by two organizational needs. First, accountability is in-
creased when a single executive is responsible for the organization’s processing needs. Second, creation 
of the CIO position facilitates the closing of the gap between organizational and IT strategies which has 
long been cited as a primary business concern. 

Alignment of business and IT objectives is not only a matter of achieving competitive advantage, 
but is essential for the organization’s very survival. Though the importance of IT in creating competi-
tive advantage has been widely noted, achieving these gains has proven elusive. Sustained competitive 
advantage requires not only the development of a single system, but the ability to consistently deploy 
IT faster, cheaper, and more strategically than one’s competitors. IT departments play a critical role in 
realizing the potential of IT. The performance of IT functions, in turn, often centers on the quality of 
leadership, i.e., the CIO.

Figure 1. Sourcing options for IT resources and services
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the cIo sourcing It resources

IT sourcing is concerned with defining, planning and managing how an enterprise deploys internal 
and external resources and services to ensure the continuous fulfillment of its business objectives. A 
variety of sources have emerged. This variety is illustrated in Figure 1. Here we find internal sourcing 
and external sourcing. Both can be managed either through organizational hierarchy or through market 
mechanism.

In general, organizations have three basic alternatives for acquiring technological know-how. They 
can (1) develop the technology independently, (2) acquire another company that already has the tech-
nology, or (3) enter into a technology-sourcing arrangement. If a firm lacks the capabilities needed to 
develop a technology independently and other organizations already have the technology, management 
can consider external sourcing. There is a continuum of external sourcing methods based on the level of 
mutual commitment between the firm that has the technology (the source firm) and the firm that desires 
the know-how (the sourcing firm). These methods range from arms-length licensing contracts, through 
more tightly coupled co development partnerships and joint ventures, to the outright acquisition of the 
source firm (Steensma & Corley, 2001).

Steensma and Corley (2001) focused on the two polar extremes in their study of technology sourcing: 
market contracting through licensing versus the use of firm hierarchy through acquisition. The polar 
cases are basic particles from which more elaborate arrangements are constructed. Hierarchy implies 
that the sourcing firm can hierarchically control the technology, personnel, and other assets of the IT 
function and apply it to its current needs at its discretion. 

Internal market as illustrated with numbers 3 and 4 in the figure has a different sourcing logic. The 
concept of internal market is not new. The concept was first perceived to have radical implications 
eliminating superior-subordinate relationships, organizing all activity in terms of self-responsible profit 
centers, determining compensation objectively, eliminating internal monopolies, allowing freedom of 
access to information, and establishing a corporate constitution (King & Malhotra, 2000).

These appear to be less radical in today’s environment of matrix organizations, self-managed teams, 
and re-engineered business processes. However, the notion of internal markets is not as simples as first 
suggested. The internal market is a mechanism for unleashing market forces inside the firm. Firms 
selecting this alternative might be able to retain control of the function while achieving the objectives 
of cost savings and service-responsiveness that are often ascribed to an external vendor (King & Mal-
hotra, 2000).

According to King and Malhotra (2000), the internal market within an organization is characterized 
by a setup in which internal units are enabled to act autonomously by exerting self-control in conducting 
transactions with other internal units and with external entities within a framework of an overarching 
corporate vision, values and precepts. This notion of internal markets may be best understood in terms 
of its potential broad applicability in an organizational context.

Implementation of the internal market concept requires the creation of a market economy inside 
a firm. In this, organizational units buy and sell goods and services among themselves and to others 
outside the firm at prices established in the open market. In contrast, the transfer prices that are used 
for internal transactions often represent a simulation of a marketing-clearing mechanism (King & 
Malhotra, 2000).
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the cIo Enabling It governance

Monnoyer and Willmott (2005) are skeptical of IT governance. They argue that something is gone very 
wrong with the structures, processes, and policies that govern how a business makes IT decisions and 
who within the organization makes them. They find that IT governance arrangements have become a 
substitute for real leadership. Companies are relying on tightly scripted meetings, analyses, and deci-
sion frameworks to unite CIOs and business executives around a common vision for IT. But commit-
tee meetings and processes are poor stand-ins for executives who can forge a clear agreement among 
their peers about IT investment choices and drive the senior-level conversations needed to make tough 
trade-offs. Monnoyer and Willmott (2005) find that in companies with strong IT leaders, governance 
constitutes a much more flexible set of managerial activities, involves fewer people and fewer meetings, 
and is typically tailored to fit the IT leader’s style, much as executive committee activities often reflect 
a CEO’s leadership approach. 

To play a key role in developing IT governance arrangements is important for the CIO to increase his 
or her chances for becoming the next CEO. While corporate governance allocates decision rights in the 
overall company affecting the CEO position, IT governance allocates decisions rights in all IT-related 
dimensions affecting the CIO position.

In many organizations, information technology has become crucial in the support, the sustainabil-
ity and the growth of the business. This pervasive use of technology has created a critical dependency 
on IT that calls for a specific focus on IT governance. IT governance consists of the leadership and 
organizational structures and processes that ensure that the organization’s IT sustains and extends the 
organization’s strategy and objectives (Grembergen, Haes, & Guldentops, 2004).

IT governance matters because it influences the benefits received from IT investments. Through a 
combination of practices (such as redesigning business processes and well-designed governance mecha-
nisms) and appropriately matched IT investments, top-performing enterprises generate superior returns 
on their IT investments (Weil, 2004).

cIo leadership roles

One approach to understanding the CIO position is to study managerial roles. In this chapter, ten roles 
by Mintzberg and six roles by Grover (derived from Mintzberg) are presented to shed light on the vari-
ous leadership roles for CIOs.

Mintzberg (1994) notes a number of different and sometimes conflicting views of the manager’s 
role. He finds that it is a curiosity of the management literature that its best-known writers all seem to 
emphasize one particular part of the manager’s job to the exclusion of the others. Together, perhaps, they 
cover all the parts, but even that does not describe the whole job of managing. Based on an observa-
tional study of chief executives, Mintzberg (1994) concluded that a manager’s work could be described 
in terms of ten job roles. As managers take on these roles, they perform management functions. These 
ten roles consist of three interpersonal roles (figurehead, leader and liaison), three informational roles 
(monitor, disseminator, and spokesman), and four decisional roles (entrepreneur, disturbance handler, 
resource allocator, and negotiator):

• Figurehead performs some duties of a ceremonial nature. Examples are greeting visitors, respond-
ing to journalists’ questions, and visiting customers and allies. 
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• Personnel leader is responsible for motivation of subordinates and for staffing and training. 
Examples are most activities involving subordinates, such as settling disagreements between 
subordinates.

• Liaison establishes a web of external relationships. Examples are attending conferences and giving 
presentations.

• Monitor seeks and receives information to understand and learn from the environment. Examples 
are reading journals and listen to external experts.

• Disseminator transmits information to other organizational members. Examples include forward-
ing reports and memos, making phone calls to present information, and holding informational 
meetings.

• Spokesman involves the communication of information and ideas. Examples are speaking to the 
board of directors and top management, and talking to users.

• Entrepreneur acts as initiator and designer of much of the controlled change in the organization. 
Examples are user ideas converted to systems proposals and management objectives transformed 
to infrastructure actions.

• Disturbance handler is responsible for solving conflicts in the organization.
• Resource allocator is responsible for allocation of human, financial, material, and other resources. 

Examples are working on budgets, developing project proposals, and monitoring information 
technology projects.

• Negotiator is responsible for representing the organization in negotiations. Examples are negotia-
tions with unions concerning wages and with vendors concerning procurements.

According to Mintzberg (1994), these ten roles are common in all managerial jobs regardless of the 
functional or hierarchical level. However, differences do exist in the importance and effort dedicated to 
each managerial role based on job content, different skill levels, and expertise. Mintzberg (1994) states 
that managers are in fact specialists, required to perform a particular set of specialized managerial roles 
that are dependent upon the functional area and hierarchical level in which they work.

Grover, Jeong, Kettinger and Lee (1993) used the Mintzberg framework to study CIO roles. They 
selected six of ten roles, which they found relevant for CIOs: personnel leader, liaison, monitor, spokes-
man, entrepreneur and resource allocator. The four other roles (figurehead, disseminator, disturbance 
handler, and negotiator) were not operationalized because Grover et al. (1993) found that the activities 
constituting these roles were correlated with the activities of the other six roles and because they found 
that the activities that comprised those four roles were consistently important only for certain functions 
and levels of management. The six selected roles were related to information technology management 
by rephrasing them:

• As the personnel leader, the IS manager is responsible for supervising, hiring, training, and mo-
tivating a cadre of specialized personnel. Literature has emphasized the impact of this role on IS 
personnel. This role is mainly internal to the IS organization.

• The spokesman role incorporates activities that require the IS manager to extend organizational 
contacts outside the department to other areas of the organization. Frequently, he or she must cross 
traditional departmental boundaries and become involved in affairs of production, distribution, 
marketing, and finance. This role is mainly external in relation to the intra-organizational environ-
ment.



237 

The Role of the CIO

• As the monitor, the IS manager must scan the external environment to keep up with technical 
changes and competition. In acting as the firm’s technical innovator, the IS manager uses many 
sources including vendor contacts, professional relationships, and a network of personal contacts. 
This role is mainly external in relation to the inter-organizational environment.

• As the liaison, the IS manager must communicate with the external environment including ex-
changing information with IS suppliers, customers, buyers, market analysts, and the media. This 
role is mainly external in relation to the inter-organizational environment.

• As the entrepreneur, the IS manager identifies business needs and develops solutions that change 
business situations. A major responsibility of the IS manager is to ensure that rapidly evolving 
technical opportunities are understood, planned, implemented, and strategically exploited in the 
organization.

• As the resource allocator, the IS manager must decide how to allocate human, financial, and 
information resources. The litany of past discussion on charge-back systems (users have to pay 
for IT services) and the importance of ”fairness” in IS resource allocation decisions speak to the 
importance of this role. This role is mainly internal to the IS organization.

In Figure 2, the selected six CIO roles are illustrated. The roles of personnel leader and resource al-
locator are both internal to IT functions. The entrepreneur absorbs ideas from the intra-organizational 
environment, while the spokesman influences the intra-organizational environment. The liaison informs 
the external environment, while the monitor absorbs ideas from the external environment.

A survey was conducted in Norway to investigate CIO roles (Gottschalk, 2007). CIOs were asked 
questions about the importance of the different roles. Survey  results indicate some variation in the 
importance of roles. Responding CIOs found the role of entrepreneur most important and the role of 
liaison least important. This is indicated with numbers in Figure 2, where the scale went from 1 (not 
important) to 6 (very important).

Figure 2. CIO roles on different arenas
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the cIo developing digital government

As organizations expand their use of the Internet from electronic commerce to electronic business, the 
CIO emerges as the most important executive for performance improvements when selecting business 
models. 

Electronic commerce (EC) is an important concept that describes the process of buying, selling, or 
exchanging products, services, and information, via computer networks, including the Internet (Turban, 
King, Lee, Warkentin, & Chung, 2002). From a communications perspective, EC is the delivery of goods, 
services, information, or payments over computer networks or by any other electronic means. From a 
business process perspective, EC is the application of technology toward the automation of business 
transactions and workflow. From a service perspective, EC is a tool that addresses the desire of firms, 
consumers, and management to cut service costs while improving the quality of goods and increasing the 
speed of service delivery. From an online perspective, EC provides the capability of buying and selling 
products and information on the Internet and other online services. From a collaboration perspective, 
EC is the framework for inter- and intra-organizational collaboration. From a community perspective, 
EC provides a gathering place for community members, to learn, transact, and collaborate.

Electronic commerce over large ubiquitous networks will soon be conducted in routine fashion. While 
some may question the timeframe involved, few will question its imminence. In this transient phase of 
rapid technological change, it is difficult to see the real implications of these changes for both business 
and society. Recent writings have elaborated on the power of information technologies to reduce the costs 
of coordination and transactions and consequently to influence governance structures between buyers 
and sellers. Much of the popular press is also fairly aggressive in providing anecdotes of innovative 
companies that have leveraged Web-based technologies by expanding, improving, or modifying product 
and service offerings. A subliminal theme in all this hyperbole is the notion that these technologies are 
good and will provide the consumer with many more options, services and advantages. Grover and Ra-
manlal (1999) challenged this theme by presenting alternative scenarios in which these technologies did 
not necessarily work in the best interest of the customer. For example, product customization, enabled 
by IT networks, can allow sellers to exploit buyers rather than benefit buyers. 

The emergence of e-commerce is creating fundamental change to the way that business is conducted. 
These changes are altering the way in which every enterprise acquires wealth and creates shareholder 
value. The myriad of powerful computing and communications technology enabling e-commerce al-
low organizations to streamline their business processes, enhance customer service and offer digital 
products and services. This shift underlying marketing fundamentals is now the driving force that is 
luring many organizations to embrace e-commerce. However, as they are learning, organizations must 
proceed with caution, as the road to e-commerce is littered with failed initiatives (Chang, Jackson, & 
Grover, 2003).

While engaging in e-commerce undoubtedly has substantial benefits, this marketplace is also quite 
competitive. E-commerce reduces customer search and switching costs, has the ability to distribute 
information on new products, access new sales channels and reduce entry-level capital requirements, 
thereby lowering barriers to entry. Companies, which exhibit a market orientation, by being vigilant 
regarding the needs of customers and the actions of competitors, tend to achieve better performance. Over-
emphasizing one dimension at the cost of the other tend to lead to sub-optimization in an environment 
that rewards the ability to sense and respond to a variety of information cues (Chang et al., 2003).
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The term commerce is defined by some as describing transactions conducted between business part-
ners. When this definition of commerce is used, some people find the term electronic commerce to be 
fairly narrow. Thus, many use the term e-business. E-business refers to a broader definition of EC, not 
just the buying and selling of goods and services, but also servicing customers, collaborating with busi-
ness partners, and conducting electronic transactions within an organization (Turban et al., 2002).

E-commerce is part of e-business, as illustrated in Figure 3. The difference can be demonstrated us-
ing a business example. The business example is concerned with handling of customer complaints. As 
long as customers do not complain, then e-commerce may be sufficient for electronic transactions with 
customers. The front end of the business is electronic, and this front end is the only contact customers 
have with the business. However, if a customer complains, then other parts of the business may have to 
get involved. For example, if the customer has received a computer which is found deficient. Then the 
customer gets in touch with the vendor. The vendor has to decide whether the complaint is justified. If 
it is, then the vendor has to decide whether to (a) fix the product, (b) replace the product, or (c) refund 
the money paid for the product.

This kind of decision-making will typically involve other departments in addition to marketing 
and sales departments. These other departments may be the technical department, the production 
department and the finance department. While the marketing and sales departments have electronic 
communication with the customer using information systems, other departments may not be connected 
to the same information systems. In this situation, the internal handling of a customer complaint in 
the business is not transparent to and accessible for the customer. The customer may experience time 
passing by, without any information from the vendor. A complaining customer was angry already at 
the time of the complaint. The anger and frustration are rising as the customer receives no response. 
The customer is unable to obtain information from the vendor by electronic means, since the vendor is 
doing e-commerce, not e-business.

Figure 3. E-Commerce is part of E-business
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If the vendor would be an e-business, then the business process of customer complaints handling 
would be an integrated information system to which the customer has access. Then it is possible for 
the customer to follow the complaint handling process, and it is possible for other departments than 
marketing and sales, to stay in direct contact with the complaining customer to resolve the issues. This 
business process is illustrated in Figure 4.

Weill and Vitale (2002) uses the following working definition of e-business: Marketing, buying, sell-
ing, delivering, servicing, and paying for products, services, and information across (nonproprietary) 
networks linking an enterprise and its prospects, customers, agents, suppliers, competitors, allies, and 
complementors. The essence of this definition is the conduct of business and business processes over 
computer networks based on nonproprietary standards. The Internet is the exemplar of a nonproprietary 
network used today for e-business. Given its low cost and universal access, the Internet will be the major 
infrastructure for the foreseeable future. However, new access technologies already on the horizon (e.g., 
use of wireless application protocol from mobile telephones) will supplement the Internet.

E-business embodies the most challenging, pervasive, disruptive, and disconcerting form of change: 
it leaves no aspect of managing organizations untouched, it challenges long-accepted business models, 
and organization leaders have little to draw on from their past experience to manage its effects (Fahey, 
Srivastava, Sharon, & Smith, 2001). When starting on an e-government voyage little do executives know 
about where to go and how to do it. In particular, e-government capacity to transform business processes 
is no longer in dispute. The new technologies at the heart of e-business open up a number of possibili-
ties not just to reconsider in terms of re-engineering existing processes, but also to design, develop, 
implement and deploy fundamentally new ways of conceiving and executing business processes. Senior 
executives in every organization are thus confronted with a central challenge: How should they move to 
learn, capture, analyze, and project the transformational impact of e-government on their organization’s 
most critical or core processes?

Figure 4. Customer complaint handling business process in company with e-commerce but no e-busi-
ness
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Fahey et al. (2001) argue that in spite of its pervasiveness, visibility, and impact, e-business in industries 
and government often remains a poorly understood phenomenon. E-government constitutes the ability 
of an agency or public service provider to electronically connect, in multiple ways, many organizations, 
both internal and external, for many different purposes. It allows an organization to execute electronic 
transactions with any individual entity along the value creation – authorities, citizens, municipalities, 
hospitals, police, and courts. Increasingly, e-business allows an organization to establish real-time con-
nections simultaneously among numerous entities for some specific purpose, such as optimizing the 
flow of cases, document production and decision-making in the value shop configuration.

the cIo developing competitive strategy

A study conducted by Chang et al. (2003) proposed that e-commerce initiatives are important strate-
gic initiatives and that firms with a stronger e-commerce market orientation will be more successful. 
Content analysis of CEO’s letter to shareholders of 145 Fortune 500 firms was conducted to evaluate 
the importance of e-commerce and strategic orientation. The results provide support to the studies 
proposition and indicate that e-commerce must be pursued carefully as a strategic initiative rather than 
as an appendage to an existing organization. 

Strategy is an ongoing process of evaluating purpose as well as questioning, verifying and redefin-
ing the manner of interaction with the competitive environment. Complexity of the strategy process 
can be simplified by searching for patterns of behavior in organizations. These patterns of emergent 
behavior can be used to describe the underlying processes of organizational adaptation. Basic strategic 
orientation of organizations can be described in terms of a typology of defenders, prospectors, analyzers 
and reactors. Each orientation differs with respect to risk disposition, innovativeness and operational 
efficiencies. Strategic orientation such as low cost or differentiation is means of altering the firm’s posi-
tion vis-à-vis competitors and suppliers. Strategy involves mustering resources and creating capabilities 
that are difficult to imitate by competitors, resulting in superior rents. Strategic orientation is both an 
issue of how firms position themselves with respect to competitors and an issue of how firm-specific 
resources are exploited.

Much strategic management literature has been devoted to identifying attributes or dimensions of 
a company’s strategic orientation. Internet-based businesses include portals, travel sites, e-tailers, and 
providers of financial and informational services. These businesses attempt to leverage the Internet 
infrastructure and digital economics in order to gain strategic positioning within the marketplace. For 
Internet-based businesses, four major dimensions of strategic orientation are particularly pertinent: risk 
disposition, innovativeness, operational efficiency and marketing intensity (Grover & Saeed, 2004).

the cIo developing an Internet strategy

Many of the pioneers of Internet business, both dot-coms and established companies, have competed 
in ways that violate nearly every precept of good strategy. There was for a long time an absence of 
strategy. According to Porter (Porter, 2001), the time has come to take a clearer view of the Internet. It 
is necessary to move away from rhetoric–such as Internet industries, e-business strategies, and a new 
economy–and see the Internet for what it is. It is an enabling technology, a powerful set of tools that can 
be used, wisely or unwisely, in almost any industry and as part of almost any strategy. 
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Strategy is neither the quest for the universally best way of competing nor an effort to be all things 
to every customer. It defines a way of competing that delivers unique value in a particular set of uses or 
for a particular set of customers. To establish and maintain a distinctive strategic positioning, a company 
needs to follow six fundamental principles (Porter, 2001):

• It must start with the right goal: superior long-term return on investment. Only by grounding 
strategy in sustained profitability will real economic value be generated. Economic value is cre-
ated when customers are willing to pay a price for a product or service that exceeds the cost of 
producing it.

• A company’s strategy must enable it to deliver a value proposition, or set of benefits, different 
from those that competitors offer.

• Strategy needs to be reflected in a distinctive value configuration. To establish a sustainable com-
petitive advantage, a company must perform different activities than rivals or perform similar 
activities in different ways. 

• Robust strategies involve trade-offs. A company must abandon or forgo some product features, 
services, or activities in order to be unique at others.

• Strategy defines how all the elements of what a company does fit together. A strategy involves 
making choices throughout the value configuration that are independent; all a company’s activities 
must be mutually reinforcing.

• Strategy involves continuity of direction. A company must define a distinctive value proposition 
that it will stand for, even if that means forgoing certain opportunities.

The absence of strategy in many pioneering Internet businesses, have mislead them to focus on rev-
enues rather than profits, indirect values rather than real value, every conceivable product rather than 
trade-offs, activities of rivals rather than tailor the value configuration, and rash of partnerships rather 
than build control. To capitalize on the Internet’s strategic potential, executives and entrepreneurs alike 
will need to develop a strategy that exploits this potential. In some industries, the use of the Internet 
represents only a modest shift from well-established practices. Virtual activities do not eliminate the 
need for physical activities, but often amplify their importance. The complementarity between Internet 
activities and traditional activities arises for a number of reasons. First, introducing Internet applications 
in one activity often places greater demands on physical activities elsewhere in the value configuration. 
Second, using the Internet in one activity can have systemic consequences, requiring new or enhanced 
physical activities that are often unanticipated. Third, most Internet applications have some shortcom-
ings in comparison with conventional methods, such as customers being unable to physically examine 
products (Porter, 2001). 

the cIo selecting E-Business model

A business model can be defined as the method by which an organization builds and uses its resources 
to offer its customers better value than its competitors and to take money doing so. It details how a firm 
makes money now and how it plans to do so in the long run. The model is what enables a firm to have a 
sustainable competitive advantage, to perform better than its rivals in the long term. A business model 
can be conceptualized as a system that is made up of components, linkages between the components, 
and dynamics (Afuah & Tucci, 2003). 
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Weill and Vitale (2001) define an e-business model as a description of the roles and relationships 
among a firm’s consumers, customers, allies, and suppliers that identifies the major flows of product, 
information, and money, and the major benefits to participants. There are many different ways to de-
scribe and classify e-business models. Weill and Vitale (2001) propose that there are a finite number 
of atomic e-business models, each of which captures a different way to conduct e-business. Firms can 
combine atomic e-business models as building blocks to create tailored e-business models and initiatives, 
using their competencies as their guide. Weill and Vitale (2001) identified a small number of 8 atomic 
e-business models, each of which describes the essence of conducting business electronically:

1. Direct to Customer. The distinguishing characteristic of this model is that buyer and seller com-
municate directly, rather than through an intermediary. The seller may be a retailer, a wholesaler or a 
manufacturer. The customer may be an individual or a business. Examples of the direct-to-customer 
model are Dell Computer Corporation (www.dell.com) and Gap, Inc. (www.gap.com). 

Infrastructure. The direct-to-customer model requires extensive electronic connection with the 
customer, including online payment systems. Many direct-to-customer implementations include an 
extranet to allow customized Web pages for major B2B customers. Operating a direct-to-customer e-
business requires significant investment in the equivalent of the store: the Web site. Direct-to-customer 
businesses spend millions of dollars developing easy-to-navigate and easy-to-use Web sites with the 
goal of improving the B2B or B2C shopping experience online. Lands End (www.landsend.com) has 
devised a feature by which women can build and store a three-dimensional model of themselves to “try 
on” clothes electronically. In their field research, Weill and Vitale (2001) found that firms with e-business 
initiatives containing the direct-to-customer e-business model needed and were investing more heavily 
in three areas of infrastructure services: application infrastructure, communications, and IT manage-
ment. Direct-to-customer firms particularly needed payment transaction processing to process online 
customer payments, enterprise-wide resource planning (ERP) to process customer transactions, workflow 
infrastructure to optimize business process performance, communication network services linking all 
points in the enterprise to each other and the outside world (often using TCP/IP protocol), the installa-
tion and maintenance of workstations and local area networks supporting the large number of people 
required to operate a direct-to-customer model, and service-level agreements between the business and 
the IT group or outsourcer to ensure, monitor, and improve the systems necessary for the model.

Sources of Revenue. The main source of revenue in the direct-to-customer model is usually direct 
sales to customers. Supplemental revenues come from advertising, the sale of customer information, 
and product placement fees. 

Critical Success Factors. Critical success factors are the things a firm must do well to flourish. The 
following list shows the critical success factors for the direct-to-customer model: create and maintain 
customer awareness, in order to build a critical mass of users to cover the fixed cost of building an 
electronic presence; reduce customer acquisition costs; strive to own the customer relationship and 
understand individual customer needs; increase repeat purchases and average transaction size; provide 
fast and efficient transaction processing, fulfillment, and payment; ensure adequate security for the 
organization and its customers; and provide interfaces that combine ease of use with richness of experi-
ence, integrating multiple channels.

2. Full-Service Provider. A firm using the full-service provider model provides total coverage of 
customer needs in a particular domain, consolidated via a single point of contact. The domain could 
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be any major area of customer needs requiring multiple products and services, for example, financial 
services, health care, or industrial chemicals. The full-service provider adds value by providing a full 
range of products, sourced both internally and externally, and consolidated them using the channel 
chosen by the customer. Examples of the full-service provider are the Prudential Advisor (www.prusec.
com) and GE Supply Company (www.gesupply.com).

Infrastructure. Virtually all businesses aspire to getting hundred percent of their customers’ busi-
ness, or at least to getting as much of that business as they can profitably handle. Yet the number of full-
service providers remains small. Part of the reason for this is required infrastructure. The missing piece 
of infrastructure in many businesses is often a database containing information about the customer and 
the products that the customer owns. Without owning these data, a provider does not own the customer 
relationship, and therefore some of the customer’s transactions are likely to take place directly with other 
providers. All of the important interactions with customers occurring across any channel or business 
unit must be recorded in the firm wide customer database. Weill and Vitale (2001) identified in their field 
research databases and data warehouses as some of the most important infrastructure services associated 
with the full-service provider model. Other important infrastructure services included the following: 
the ability to evaluate proposals for new information systems initiatives to coordinate IT investments 
across a multi-business-unit firm with the goal of a single point of contact for the customer; centralized 
management of IT infrastructure capacity to integrate across multiple business units within the firm 
and third-party providers, the full-service provider model is not readily workable if each business unit 
optimizes its own IT needs; installation and maintenance of workstations and local area networks to 
operate the online business linking all the business units and third-party providers; electronic support 
for groups to coordinate the cross-functional teams required to implement this model; and the identifica-
tion and testing of new technologies to find cost-effective ways to deliver this complex business model 
to the customer across multiple channels.

Sources of Revenue. A full-service provider gains revenues from selling its own products and those 
of others, and possibly also from annual membership fees, management fees, transaction fees, commis-
sions on third-party products, advertising or listing fees from third-party providers, and fees for selling 
aggregated data about customers.

Critical Success Factors. One important critical success factor is the brand, credibility and trust 
necessary for a customer to look to the firm for its complete needs in an area. Another is owning the 
customer relationship in one domain and integrating and consolidating the offering of many third parties 
into a single channel or multiple channels. A third factor is owning more of the customer data in the 
relevant domain than any other player. A final factor is enforcement of policies to protect the interests 
of internal and external suppliers, as well as customers.

3. Whole of Enterprise. The single point of contact for the e-business customer is the essence of the 
whole-of-enterprise atomic business model. Although many of this model’s breakthrough innovations 
have occurred in public-sector organizations, the model is applicable in both the for-profit and the public 
sectors. An example of this model is the Australian state of Victoria with its Business Channel (www.
business.channel.vic.gov.au) and Health Channel (www.betterhealth.vic.gov.au).

Infrastructure. For the whole-of-enterprise model, infrastructure needs to link the different systems 
in the various business units and provide a firm wide perspective for management. The field research 
by Weill and Vitale (2001) revealed that the following infrastructure services are the most important 
for implementing this model: centralized management of infrastructure capacity to facilitate integra-
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tion and capture economies of scale; identification and testing of new technologies to find new ways 
to integrate the often different systems in many business units into a single point of customer contact; 
management of key data independent of applications and the creation of a centralized repository for firm 
wide information; electronic means of summarizing data from different applications and platforms to 
manage the complexity arising from a single point of contact for multiple business units; development 
of an ERP service to process the transactions instigated by customers interacting with several different 
business units, often requiring consolidating or linking several ERPs in the firm; payment transaction 
processing, either on a firm wide basis or by linking several systems across the business units; large-
scale data-processing facilities to process transactions from multiple business units, often centralized 
to achieve economies of scale; and integrated mobile computing applications, which provide another 
channel to the customer.

Sources of Revenue. In the for-profit sector, revenues are generated by provision of goods and services 
to the customer by the business units. There may also be the opportunity to charge an annual service 
or membership fee for this level of service. In the government sector, the motivation is usually twofold: 
improved service and reduced cost. Service to the community is improved through continuous, round-
the-clock operation and faster service times. Government costs can potentially be reduced by sharing 
more infrastructures and eliminating the need to perform the same transaction in multiple agencies.

Critical Success Factors. The following list details the critical success factors for the whole-of-
enterprise model: changing customer behavior to make use of the new model, as opposed to the customer 
continuing to interact directly with individual units; reducing costs in the individual business units as 
the direct demands on them fall, and managing the transfer pricing issues that will inevitably arise; 
altering the perspective of the business units to take an enterprise-wide view, which includes broad 
product awareness, training, and cross-selling; in the integrated implementation, reengineering the 
business processes to link into life events at the front end and existing legacy processes and systems 
at the back end; and finding compelling and practical life events that customers can use as triggers to 
access the enterprise.

4. Intermediaries such as portals, agents, auctions, aggregators, and other intermediaries. E-business 
is often promoted as an ideal way for sellers and buyers to interact directly, shortening old-economy 
value chains by disintermediating some of their members. Yet some of the most popular sites on the 
Internet, both for consumers and for business users, are in fact intermediaries – sites that stand between 
the buyer and the seller. The services of intermediaries include search (to locate providers of products 
and services), specification (to identify important product attributes), price (to establish the price, in-
cluding optional extras such as warranties), sale (to complete the sales transaction, including payment 
and settlement), fulfillment (to fulfill the purchase by delivering the product or service), surveillance 
(to conduct surveillance of the activities of buyers and sellers in order to report aggregate activity and 
prices and to inform and regulate the market), and enforcement (to enforce proper conduct by buyers and 
sellers). Examples of intermediaries are electronic malls, shopping agents, specialty auctions, electronic 
markets, electronic auctions and portals.

Infrastructure. Intermediaries generate value by concentrating information and bringing together 
buyers and sellers, operating entirely in space and thus relying on IT as the primary infrastructure. Weill 
and Vitale (2001) found in their field interviews that the most important infrastructure services for firms 
pursuing the intermediary atomic business model are the following: knowledge management, includ-
ing knowledge databases and contact databases that enable the codification and sharing of knowledge 
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in this highly information-intensive business; enforcing Internet and email policies to ensure proper 
and consistent use of electronic channels to buyers, sellers, and intermediaries; workstation networks 
to support the products and services of this all-electronic business model; centralized management of 
e-business applications, ensuring consistency and integration across product offerings; information 
systems planning to identify the most effective uses of IT in the business; and information systems 
project management to ensure that business value is achieved from IT investments.

Sources of Revenue. An intermediary may earn revenues from buyers, sellers, or both. Sellers may 
pay a listing fee, a transaction fee, a sales commission, or some combination. Similarly, buyers may pay 
a subscription fee, a success fee, or a sales commission.

Critical Success Factors. The chief requirement for survival as an intermediary is sufficient volume 
of usage to cover the fixed costs of establishing the business and the required infrastructure. Attract-
ing and retaining a critical mass of customers is therefore the primary critical success factor. Another 
important critical success factor is building up infrastructure just quickly enough to meet demand as 
it increases. 

5. Shared Infrastructure. The firm provides infrastructure shared by its owners. Other suppliers, 
who are users of the shared infrastructure, but not owners, can also be included. Customers who access 
the shared infrastructure directly are given a choice of suppliers and value propositions. The owner and 
the non-owner suppliers are generally represented objectively. In some situations, goods or services 
flow directly from the shared infrastructure to the customer. In other situations, a message is sent by 
the shared infrastructure to the supplier, who then completes the transaction by providing the goods or 
services to the customer. An example illustrating the features of the shared-infrastructure business model 
is the system from 2000 by America’s largest automakers, some of their dealers, and IBM, Motorola, 
and Intel. The initiative was named Covisint (collaboration vision integrity). General Motors, Ford and 
DaimlerChrysler see stronger potential benefits from cooperating on supply-chain logistics than from 
competing.

Infrastructure. The shared-infrastructure business model requires competitors to cooperate by shar-
ing IT infrastructure and information. This level of cooperation requires agreement on high-level IT 
architectures as well as operational standards for applications, data communications, and technology. 
Effective implementation of the shared-infrastructure model also requires enforcement of these standards, 
and most shared-infrastructure models have a joint committee to set and enforce standards. Another role 
of these committees is to implement the policies of the shared infrastructure about what information, 
if any, is hared and what information is confidential to partner firms. Weill and Vitale (2001) found in 
their field research that the most important infrastructure services required by firms implementing the 
shared-infrastructure atomic business model all concerned architectures and standards: specification 
and enforcement of high-level architectures for data, technology, applications, communications, and 
work that are agreed to by alliance partners; and specification and enforcement of detailed standards 
for the high-level architectures.

Sources of Revenue. Revenues can be generated both from membership fees and from transaction 
fees. The alliance may be run on a nonprofit basis or on a profit-making basis. Not-for-profit shared 
infrastructures are typically open to all eligible organizations and distribute any excess revenues back 
to their members. The for-profit models are typically owned by a subset of the firms in a given segment, 
which split up any profits among themselves.
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Critical Success Factors. Critical success factors for the shared-infrastructure model include the fol-
lowing: no dominant partner that gains more than any other partner; an unbiased channel and objective 
presentation of product and service information; critical mass of both alliance partners and customers; 
management of conflict among the ongoing e-business initiatives of the alliance partners; compilation 
and delivery of accurate and timely statements of the services and benefits provided to each member of 
the alliance; and interoperability of systems.

6. Virtual Community. Virtual communities deserve our attention, and not only because they are 
the clearest, and perhaps the last, surviving embodiment of the original intent of the Internet. By using 
IT to leverage the fundamental human desire for communication with peers, virtual communities can 
create significant value for their owners as well as for their members. Once established, a virtual com-
munity is less susceptible to competition by imitation than any of the other atomic business models. 
In this business model, the firm of interest – the sponsor of the virtual community – sits in the center, 
positioned between members of the community and suppliers. Fundamental to the success of this 
model is that members are able, and in fact are encouraged, to communicate with one another directly. 
Communication between members may be vial email, bulletin boards, online chat, Web-based confer-
encing, or other computer-based media, and it is the distinguishing feature of this model. Examples of 
this model are Parent Soup (www.parentsoup.com), a virtual community for parents, and Motley Fool 
(www.motleyfool.com), a virtual community of investors.

Infrastructure. Virtual communities depend on IT to exist. In particular, the creation and continual 
enhancement of an Internet site is essential if a virtual community is to survive. Many virtual-community 
sites include not just static content and links, but also tools of interest to potential members. Weill and 
Vitale (2001) found in their field research that the infrastructure services most important for the virtual-
community business model are the following: training in the use of IT for members of the community; 
application service provision (ASP) to provide specialized systems virtual communities need such as 
bulletin boards, email, and ISP access; IT research and development, including infrastructure services 
for identifying and testing new technologies and for evaluating proposals for new information systems 
initiatives; information systems planning to identify and prioritize potential investments in IT in this 
completely online business; and installation and maintenance of workstations and local area networks 
to support the electronic world of the virtual community.

Sources of Revenue. A sponsoring firm can gain revenue from membership fees, direct sales of goods 
and services, advertising, clickthroughs and sales commissions. A firm sponsoring a virtual community 
as an adjunct to its other activities may receive no direct revenue at all from the virtual community. 
Rather, the firm receives less tangible benefits, such as customer loyalty and increased knowledge about 
its customer base.

Critical Success Factors. The critical success factors for a virtual community include finding and 
retaining a critical mass of members; building and maintaining loyalty with an appropriate mix of content 
and features; maintaining privacy and security for member information; balancing commercial potential 
and members’ interests; leveraging member profile information with advertisers and merchants; and 
engendering a feeling of trust in the community by its members.

7. Value Net Integrator. Traditionally, most firms operate simultaneously in two worlds: the physical 
and the virtual. In the physical world, goods and services are created in a series of value-adding activi-
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ties connecting the supply side (suppliers, procurement, and logistics) with the demand side (customers, 
marketing, and shipping). In the virtual world, information about the members of the physical value 
chain are gathered, synthesized, and distributed along the virtual value chain. E-business provides the 
opportunity to separate the physical and virtual value chains. Value net integrators take advantage of 
that split and attempt to control the virtual value chain in their industries by gathering, synthesizing, 
and distributing information. Value net integrators add value by improving the effectiveness of the 
value chain by coordinating information. A pure value net integrator operates exclusively in the virtual 
value chain, owning a few physical assets. To achieve the gathering, synthesizing, and distributing of 
information, the value net integrator receives and sends information to all other players in the model. 
The value net integrator coordinates product flows form suppliers to allies and customers. The product 
flows from the suppliers to customers may be direct or via allies. In some cases the value net integra-
tor may sell information or other products to the customer. The value net integrator always strives to 
own the customer relationship with the other participants in the model, thus knowing more about their 
operations than any other player. Examples of value net integrators are Seven-Eleven Japan and Cisco 
Systems (www.cisco.com).

Infrastructure. The value net integrator succeeds in its role by gathering, synthesizing, and distribut-
ing information. Thus, for a value net integrator, data and electronic connectivity with allies and other 
players are very important assets. Field research carried out by Weill and Vitale (2001) suggests that the 
most important infrastructure services required for a value net integrator include middleware, linking 
systems on different platforms across the many players in the value net; a centralized data warehouse 
that collects and summarizes key information for analysis from decentralized databases held by sev-
eral players across the value net; specification and enforcement of high-level architectures and detailed 
standards for data, technology, applications, and communications to link together different technology 
platforms owned by different firms; call centers to provide advice and guidance for partners and allies 
in getting the most value from the information provided by the value net generator; and high-capacity 
communications network service to support the high volumes of information flowing across the value 
net.

Sources of Revenue. In this model, revenues are generally earned by fees or margins on the physical 
goods that pass through the industry value net. By using information about consumers, the value net 
integrator is able to increase prices by meeting consumer demand. By using information about suppli-
ers, the value net integrator reduces costs by cutting inventories and lead times. 

Critical Success Factors. The critical success factors for the value net integrator atomic business 
model are as follows: reducing ownership of physical assets while retaining ownership of data; owning 
or having access to the complete industry virtual value chain; establishing a trusted brand recognized 
at all places in the value chain; operating in markets where information can add significant value, such 
as those that are complex, fragmented, regulated, multilayered, inefficient, and large with many sources 
of information; presenting the information to customers, allies, partners, and suppliers in clear and in-
novative ways that provide value; and helping other value chain participants capitalize on the information 
provided by the value net integrator.

8. Content Provider. Like many terms associated with e-business, content provider has different 
meanings to different people. We define content provider as a firm that creates and provides content 
(information, products, or services) in digital form to customers via third parties. The physical-world 
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analogy of a content provider is a journalist, recording artist, or stock analyst. Digital products such as 
software, electronic travel guides, and digital music and video are examples of content. A virtual-world 
example of a content provider is weather forecasters such as Storm Weather Center (www.storm.no).

Infrastructure. Content providers must excel at tailoring and manipulating their core content to meet 
the specific needs of customers. Content providers must categorize and store their content in well-indexed 
modules so it can be combined and customized to meet customer needs via a wide variety of channels. 
Customers and transactions tend to be relatively few, at least compared with the number of end consumers 
and their transactions. Often complex and unique IT infrastructures are needed to support the particular 
needs of the specialized professionals employed by the content provider. Field research by Weill and 
Vitale (2001) identified the most important infrastructure services: multimedia storage farms or storage 
area network infrastructures to deal with large amounts of information; a strong focus on architecture, 
including setting and enforcing standards particularly for work; detailed data architectures to structure, 
specify, link manipulate, and manage the core intellectual property; workstation network infrastructures 
to enable the fundamentally online business of a content provider; and a common systems development 
environment to provide compatible and integrated systems, ensuring the systems can provide content 
across multiple channels to their customers.

Sources of Revenue. The primary source of revenue for a content provider is fees from its third par-
ties or allies. These fees may be based on a fixed price per month or year, or on the number of times the 
third party’s own customers access the content. In some situations, the fees paid are lower for content 
branded by the provider, and higher for unbranded content, which then appears to the customer to have 
been generated by the third party itself. 

Critical Success Factors. To succeed, a content provider must provide reliable, timely content in 
the right format and at the right price. The critical success factors for this model include the following: 
branding (the value of content is due in part to reputation), recognized as best in class (the business of 

Figure 5. E-business models integration with customers versus partners
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content provision will be global and competitive), and network (establishing and maintaining a network 
of third parties through which content is distributed.

One way of comparing these e-business models is to analyze to what extent each model creates inte-
gration with customers and to what extent each model creates integration with partners. As illustrated 
in Figure 5, the business model of Direct to Customer creates mainly integration with customers, while 
Shared Infrastructure creates mainly integration with partners.

conclusIon

As the highest-ranking IT executive the CIO has an important role in the organization requiring effec-
tive communication with top management. The CIO has to deal with sourcing options for IT resources 
and services. In an IT governance perspective the CIO must establish structures, processes, and politics 
that govern how and who within the organization that makes IT decisions. The CIO may take on differ-
ent roles related to information technology management – as a personnel leader, spokesman, monitor, 
liaison, entrepreneur, and resource allocator. As organizations expand their use of the Internet, CIOs 
play a central role in selecting and developing business models.

In a survey of state government CIOs on collaborative government and e-government, Reddick (2008) 
found that collaboration stimulated and supported by CIOs is an important approach to enhance the 
successful adoption of electronic government and e-government projects. One of the findings indicates 
a high level of agreement that collaboration is having an impact on communication, trust and standards 
within state governments.
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