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INTRODUCTION

Firms pursue various strategies to exploit resources and
capabilities and gain a competitive advantage (Porter, 1996).
Interfirmrelationships are collaborative agreements between
organizations (Chakrabarty, 2006a; Whetten, 1981), and
firms need to be careful in adopting suitable strategies to deal
with interfirm relationships (Chakrabarty, 2007b). Interfirm
relationships represent a sort of trade-off that organizations
must make, whereby, in order to gain resources of other
organizations, an organization must relinquish some its
independence because the relationship also brings certain
obligations with it (Whetten, 1981). Top management strate-
gists might find their commitments to other firms as a sort
of liability, and therefore, a serious evaluation of whether
the benefits from the interfirm relationship outweigh the
inevitable costs is needed before entering into interfirm
relationships (Whetten, 1981).

Outsourcing is an Interfirm Relationship
Between a Customer Firm and Supplier
Firm

Work is outsourced to suppliers by a customer firm. A cus-
tomer firm is therefore a firm that is in need of services, and
a supplier firm is a firm that provides those services. The
common synonyms for “customer” firm are either “client”
firm or “buyer” firm. The common synonyms for “supplier”
firmare either “vendor” firm, “consultant” firm, “third-party”,
or external service provider. This chapter will provide a use-
ful summary of some strategies that customer firms can use
for outsourcing information technology work to a supplier
firm (Chakrabarty, 2006b, 2006¢). For further information,
readers are encouraged to refer to Chakrabarty (2006c) for
real life case studies, and refer to Chakrabarty (2006b,2007a,
2007b) for a deeper understanding of the advantages and
disadvantages of various outsourcing strategies.

BACKGROUND

This section will provide some basic background information
on outsourcing. Lacity and Hirschheim (1995) categorized

the primary strategies of sourcing work into a continuum
that ranges from total outsourcing at one extreme to total
insourcing at the other extreme, and had selective sourcing
as an intermediate strategy. Total outsourcing strategy is the
strategy of a customer firm to outsource at least 80% of its
information technology (IT) budget to suppliers. Total in-
sourcing strategy (the opposite of outsourcing) is the strategy
where a customer firm formally evaluates outsourcing but
selects its own internal IT departments’ bid over external
supplier bids, and thereby allocates over 80% the IT budget
to its internal IT department. Selective outsourcing strategy
is the strategy whereby the customer firm opts to use suppli-
ers for certain IT functions (representing around 20 to 60%
of the overall IT budget, typically around 40%), and retains
the remaining work for its internal IT department (Lacity &
Hirschheim, 1995).

Further, Gallivan and Oh (1999), categorized the strate-
gies for outsourcing on the basis of number of customers
and suppliers into dyadic, multisupplier, cosourcing and
complex outsourcing as follows. In a dyadic outsourcing
strategy, there is just one customer and one supplier, that is,
a customer firm uses only one supplier for a given activity,
and the supplier in turn performs the given activity only for
that customer firm. In a multisupplier outsourcing strategy,
there is only one customer but many suppliers, that is, a
customer firm uses many suppliers for a given activity. In
a cosourcing strategy, there are many customers and only
one supplier, that is, many customer firms jointly sign an
outsourcing contract with asingle supplier firm. Inacomplex
outsourcing strategy, there are many customers and many
suppliers; that is, it involves combining multiple customer
firms and multiple supplier firms into a single contract (Gal-
livan & Oh, 1999).

Chakrabarty (2006b, 2006¢) described how the location
of the supplier to which work is outsourced can vary (see
Figure 1). When adomestic-outsourcing strategy is adopted,
both the customer and the supplier are located in the same
country (this is also termed as onshore-outsourcing). In
contrast, a customer and supplier can be located in different
countries, and this known as a global outsourcing strategy.
Though the term global outsourcing is widely referred to as
offshore outsourcing, it can also be further classified into
nearshore-outsourcing versus offshore-outsourcing. When
a nearshore-outsourcing strategy is adopted, the chosen
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Figure 1. Location of supplier in outsourcing
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supplier located in a country that is geographically close
to (but not the same as) the customer’s country. When an
offshore-outsourcing strategy is adopted, the chosen sup-
plier is located in a country that is geographically far away
from the customer’s country. Time zones may also need
to be factored during the formulation of strategy, because
with improvements in communication technology and the
need for 24x7 coordination of work, the time zones may be
a bigger concern than geographical distance. We will now
move on to more refined business strategies that can be used
for outsourcing information technology work.

BUSINESS STRATEGIES FOR
OUTSOURCING INFORMATION
TECHNOLOGY WORK

Strategy of outsourcing selectively in a modular or flexible
manner. A strategy often recommended to customer firms is
that a selective set of information technology (IT) tasks need
to be retained in-house based on the firm’s own strengths
and capabilities, and any remaining IT work that can be
better performed by suppliers should be outsourced to the
suppliers. Selective outsourcing is the strategy of outsourcing
select IT tasks to suppliers, while retaining other IT tasks
in-house (Lacity, Willcocks & Feeny, 1996). In selective
sourcing, customer firms outsource between 20 to 60% of
the IT budget to suppliers while still retaining a substantial
amount of work for the internal IT department (Lacity &
Hirschheim, 1995; see also Dibbern, Goles, Hirschheim &
Jayatilaka, 2004, p. 10), and accordingly capitalizes on the
strengths of both the internal IT department and the external
suppliers. This is a flexible and modular form of outsourc-
ing where work is broken down into multiple modules, of
which, some are outsourced and some are retained in-house.
This strategy of selective outsourcing has been given various
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other names such as smart-sourcing, right-sourcing, flexible
outsourcing, and modular outsourcing.

Strategy of hiring multiple suppliers for an activity.
Klotz and Chatterjee (1995) suggested that when a customer
sources from two suppliers, it prevents the customer firm
from being held by hostage by a monopolistic supplier, and
it helps the customer firm to derive cost advantages due to
competitionamong the suppliers. Currie and Willocks (1998)
suggested the following three advantages of a multiple-sup-
plier outsourcing strategy: (a) the customer firm is protected
from being dependent on a single supplier, (b) the customer
firm can use short-term contracts that may not be renewed
with the same supplier (or combination of suppliers) and
this encourages competition among the suppliers, and (c)
the customer firm can focus on its core business while the
suppliers manage and provide IT services. Such a strategy
of multi-supplier outsourcing involves one-to-many relation-
ships, indicating that one customer uses multiple suppliers
with whom the division of labor is negotiated (Gallivan &
Oh, 1999; see also Dibbern et al., 2004). Based upon the
agreed division of labor, the various IT tasks are then jointly
performed by the multiple suppliers, and this requires a
cooperative environment among the suppliers, even though
the suppliers are actually competing with each other for
future business from the same customer (for case studies,
see Chakrabarty, 2006c¢).

Strategy of contractually linking payments to realization
of benefits - customer’s performance determines supplier’s
revenue. A strategy where both the customer and supplier
make upfront investments into a relationship and thereafter
share both the risks and benefits is termed as a strategy
of forming benefit-based relationships (Sparrow, 2003).
Here, the customer firm makes its payments to the supplier
depending on the specific benefits received. For example, if
a customer can obtain potential business benefits by using
the information technology services provides by a supplier,
then the customer can establish a payment methodology
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