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ABSTRACT

The transfer of all or part of information technology
(IT) functions from the user organization (client) to
external (vendor) organization(s), known as IT
outsourcing, has recently been the subject of
numerous articles. Many research studies in this area
conclude that IT outsourcing provide the client
organizations with several benefits. Some studies also
discuss, in general terms, various risks associated
with this practice. However, there is a general lack of
substantial and clear indication in the literature
regarding the extent of knowledge gain/loss as a
result of outsourcing. On the other hand, to be an
effective strategy, IT outsourcing decisions must
address various issues including the risks of
compromising corporate knowledge-base and human
capital. The purpose of this paper is to present an
analysis of the nature of knowledge transfer as a
result of IT outsourcing. The paper draws from
existing literature on IT outsourcing as well as
knowledge management (KM).
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INTRODUCTION

Outsourcing, as a major 1T and business strategy, has
become a commonplace practice in recent years [9].
More and more companies are looking beyond their
own

data centers and technical expertise to achieve their
business objectives [19]. According to Gartner, IT
outsourcing in the

four major segments of data center, network,
enterprise applications, and desktop is expected to
grow from $161.9 billion in 2002 to $ 235.6 billion in
2007 [25]. Offshore outsourcing (offshoring) of
software development is when a company procures
programming or other development processes from a
supplier providing human resources that are located
in a foreign country.

By signing outsourcing agreements, firms expect to
reduce their overall IT costs, focus on their core
competencies, and gain superior technical resources.
Among all reasons to outsource, the one that has
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emerged as the prime reason in recent years is to gain
competitive advantage through partnership by sharing
information and knowledge [21, 24]. However,
without a careful consideration of the issues related
to the enterprise-wide IT knowledge, any gain in the
above areas can be offset by a significant knowledge
loss.  This paper presents an analysis of IT
outsourcing implications from a knowledge-
management perspective. To set the context of this
investigation, a brief review of the literature on
theories/views relevant to outsourcing is presented in
the following section. Next, outsourcing is discussed
from a knowledge-management perspective followed
by use of a KM framework that identifies three
dimensions of corporate knowledge. Practical and
research implications of the KM framework are
discussed in the conclusion section.

IT OUTSOURCING: THEORETICAL
BACKGROUN

In a broad context, IT outsourcing may be considered
as a part of overall IT sourcing strategy and,
therefore, is an extension of make-buy decision. In
this sense, IT outsourcing has been utilized by
various organizations as early as their use of
electronic data processing (EDP) and Autocoder on
IBM 1401 in late 1950°s and 1960°s. However, it has
become a prominent option in development of
application packages and contract programming in
the 1970’s and 1980’s. Later, it has made major
inroads into the areas of application development,
and then enterprise-wide system integration in the
1990’s [21]. While the major impetus behind early
stages of IT outsourcing has been cost-savings and
improvement in operational efficiency, a significant
emerging motive for its recent use is building a
successful strategic partnership and knowledge
sharing [20, 24, 28, 35].

Several theories have been discussed in the literature
to explain outsourcing from various viewpoints [11].
Following presents a brief discussion of three
theories that are related to the impact of outsourcing
on corporate knowledge.

Transaction Cost Theory: A firm’s sourcing
strategy is based on a number of factors including the
cost of securing IT products and services from
external sources.  According to transaction cost
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theory (TCT), if the cost of monitoring, controlling,
and managing a transaction with an external source is
too high then the firm’s reliance on internal
resources, either existing or resources acquired
through vertical integration, is more appropriate [13,
39].

An IT outsourcing deal requires investment in
various types of assets- human capital, knowledge,
and money [2]. The extent of need to invest in
specific assets, both human and physical capital, that
are necessary to manage, monitor, and control a
transaction is called asset specificity. Asset
specificity is determined by the degree to which the
value of an asset is lost due to switching it to its
second best use [38]. The higher the asset specificity,
the higher is the transaction cost of outsourcing.
Accordingly, asset specificity for acquiring
knowledge is obviously higher than that of money
since the needed knowledge that is, for example,
acquired to control an ERP outsourcing transaction
may significantly diminish in value if switched for
another use such as developing Java codes.
Consequently, as organizations move from
outsourcing routine, structured applications to
outsourcing more complex applications such as ERP,
they incur a higher transaction cost. Regardless of
the actual cost of ERP application development, it is
more costly to manage the ERP outsourcing contract
because of the need for human capital capable of
creating complex contract, monitoring and
controlling the work, and managing the client-vendor
relationship.

Core Competency Theory: Considering the fact that
resources are limited for all organizations regardless
of their size, the core competency theory asserts that
corporate resources are best utilized if they are
allocated to those activities the organization can
perform best [14, 32]. These activities are the
organization’s core competency and provide the
organization with strategic advantage. While
outsourcing non-core activities are considered in the
outsourcing literature to be a plausible practice, and
continue to be a significant portion of outsourcing
deals, there exist a general apprehension regarding
outsourcing of core activities.  Although some
organizations may outsource certain areas of their
core competencies such as clinical trails in
pharmaceutical companies [18], it is generally argued
that companies should focus their limited resources
on “a relatively few knowledge-based core
competencies where they can develop best-in-world
capabilities” [32, p. 11]. To ensure a sustained, long-
term benefit of outsourcing, organizations must
maintain a balance between information exchange
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with their outsourcing partners and safeguarding the
enterprise’s intellectual property and resources [40].

Boundary Spanning Theory: Organizational
boundaries reflect division of labor across individuals
and fields. Therefore, the nature and type of
specialization, know-how, and human capital, among
others, may be explained through the study of
organizational boundaries. Furthermore, since
organizations as open systems have flexible,
penetrable boundaries, the nature and extent of inter-
organizational  collaboration and information
exchange is dependent on boundary spanning
capabilities and skills of the organizations involved
[10, 12]. Monge and Eisenberg [27] describe
Boundary spanning as providing the communicative
linkages that organizational members need to
exchange information with the organizational
environment.

The boundary spanning theory has mostly been used
in the |IT literature to explore and explain
communication and collaboration among IT
professionals and between IT departments with other
units within the organization [16, 17, 22, 30, 34].
Pawlowski and Robey [29] have used boundary
spanning to explain the knowledge broker role that
explains knowledge transfer across the organizational
boundaries. Results of their case study suggest that
IT professionals can play a key role not merely in
intra-organizational KM, but also in transferring
knowledge across organizational boundaries.

The theories discussed above, among others, provide
a general context to explain both opportunities and
risks of cross-boundary knowledge transfer among
organizations engaging in outsourcing deals. The
following section on knowledge management
perspective of outsourcing will shed some light on
the potential risks of knowledge loss as a result of
outsourcing.

KNOWLEDGE MANAGEMENT
PERSPECTIVE

The state of enterprise knowledge base generally
depends on the level and quality of human capital
including various networks (or communities) of
experts, formally or informally created throughout
the organization. Successful implementation of

IT projects is largely a function of IT intellectual
capital which is a subset of the corporate overall
human capital [33].

IT intellectual capital cannot be simply created by
putting discrete wads of IT professionals and some
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codified bodies of transferable knowledge together in
a short period of time [36]. Rather, it is developed
through interplay among them over time and within
the context of specific corporate environment. Figure
1 shows a recent framework that identifies two
dimensions of enterprise IT knowledge [37]. This

paper extends the framework to include the important
role of business knowledge in addition to technical

IT knowledge. Therefore, the complex process of
creation, use, and maintenance of IT-related
knowledge involves three interrelate

Table 1: A Knowledge-Management Framework of IT Outsourcing

Company-Specific Knowledge General Knowledge

o | Factors and corporate-specific relations Knowledge of the principles and methods for
S | and processes that should be considered in | designing a database, given a set of user requirements
x | designing the company’s data warehouse. | and business rules.
>
Q
% Human-factor considerations for designing | Knowledge of user interface design techniques to
L(.‘?D' a user interface for the company’s support human-machine interface.

employees.
T | A document containing company’s user A book, user’s guide, manual, or tutorial on database
2 | requirements and business rules for a design.
S | particular database.
Za) A book or tutorial on user interface design.
g A document containing the company’s
@ | user interface design guidelines.
«Q
@D

Source: Tafti, 2006, p. 286.

dimensions of knowledge: explicit (codified) VS tacit
knowledge; specific, context-based VS general
knowledge; and technical VS business knowledge.
Following presents a discussion of these dimensions.

Explicit and Tacit knowledge: Several studies
present knowledge management models that help
mangers invest in knowledge tools, recommend
formal process analysis, and describe best practices
[1, 5, 15]. Two knowledge paradigms that assist in
identifying states of knowledge management are the
information processing and sense making models
[15]. The information processing view refers to task-
specific knowledge and is oriented towards problem-
solving [8, 23]. Sense making relies on the capacity
of human beings to translate information into
meaning and to define problems [6, 23, 26]. The
information processing view is associated with
“explicit knowledge” and the sense making view is
associated with “tacit knowledge” [31] More
frequently, though, tacit knowledge refers to the
knowledge that resides in the minds of people such as
a company's employees, customers, and vendors. The
explicit knowledge, on the other hand, is that which
has been externalized or documented.
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Context-Based and General Knowledge: Context-
based knowledge is specific to a particular tool,
technology or work environment [7]. Organization-
specific knowledge, for instance, is the knowledge
created and embedded in the context of a specific
supply chain in the organization. An IT professional,
for example, may decide on certain design aspects
based on his or her knowledge of the interweaving
parts of the company’s operations [5]. General
knowledge, on the other hand, is applicable in many
different contexts and is often possessed by a large
number of people, both within and outside a specific
work environment. Examples of this latter type of
knowledge include skills in various programming
languages and database design, in general.

Technical and Business Knowledge: A critical role
of IT professionals is to take an active participation in
aligning IT and business strategy. This requires a
combination of both technical and business
knowledge [5]. Technical knowledge involves IT-
related skills such as database design and
management, applications development methods,
programming languages, and hardware technologies
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to name a few. Business knowledge involves
business process reengineering, business relations
management, human resources management, risk
assessment, project management, and contract
negotiation among many others. Figure 1 shows
dimensions of the enterprise IT knowledge base
discussed above.

By all indications, the outsourcing of knowledge
work is expected to grow and even accelerate. In
view of the above discussion, the knowledge work
that is most likely to be outsourced is of the general
and

explicit types. This involves much of the coding and
maintenance functions. Some of the company-
specific, tacit knowledge work (Table 1, quadrant 1)
is also being outsourced and such outsourcing is
expected to grow in the near future. However, long-
term implications for companies outsourcing much of
their knowledge work and particularly of this latter
type are significant.

Business

\ The
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CONCLUSION

Companies have often justified their outsourcing
decisions on the basis of cost-benefit analyses.
Although cutting cost continues to be a major
impetus for IT outsourcing, it should not be the only
decision criteria. All sourcing decisions must be
made in light of relevant dimensions of IT knowledge
environment, and should be based upon related
theoretical foundations. Otherwise, any financial
gain is likely to be offset by significant loss of
enterprise knowledge.

Outsourcing decisions are often based on analyses
that emphasize short-term, tangible costs. Intangible
costs which often accrue over a longer period of time
(i.e., high asset specificity discussed above), are
usually not apparent right away — nor are they
straight forward to quantify [4]. One important

General

/

Tacit Explicit
< Enterprise I'T >
Knowledge
/ Base \
Specific Technical

Figure 1Dimensions of Enterprise Knowledge

source of intangible costs of IT outsourcing is the
loss of irreplaceable skills and knowledge -
particularly the context-specific, tacit knowledge.
Often context-based, company-specific knowledge
(core competency) is gained through many years of
work in a specific organization and in teams and
workgroups [3]. By working in specific work
environments, individuals and teams show evidence
of “learning curves”. Such knowledge is specific to
corporate culture and the way a firm conducts its
business, and is essential in efficient design and
development of business processes — particularly
those processes that are cross-functional. Loss of
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employees with such experience as a consequence
of IT outsourcing can be extremely costly for an
organization.

On the other hand, when guided by the underlying
theories as discussed above and based on a thorough
understanding of specific dimensions of the
corporate knowledge-base, a proper IT outsourcing
strategy could result in considerable gains for all
parties involved. Such gains are not only financial
but also in terms of mutually beneficial knowledge
sharing.
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