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INTRODUCTION

As organisations need diverse and high quality 1S/IT
services to survive and excel in the rapidly changing
businessenvironment (Lacity & Willcocks, 2001), regular
attempts have been made by organisations to sustain
competitiveness through increasing their investmentsin
| S/IT operationsand resources. However, thishas pushed
for pursuing different options and alternatives as
organisationsstriveto maximisetheir flexibility and con-
trol (Lacity, Willcocks, & Feeny, 1996). To accomplish
this objective, more and more organisations are con-
stantly looking to I S/IT outsourcing by external vendors
asaviableoptionrather than pursuingin-housel T devel-
opments(Lacity & Willcocks).

As the central key issue in the successful IS/IT
outsourcing operation is the right contract (Lacity &
Hirschheim, 1995), the purpose of this chapter isto gain
a deeper understanding of the contracting mechanisms
that surround IS/IT outsourcing operations.

IS/IT OUTSOURCING DEFINITION
AND BACKGROUND

Precise definitions of 1S/IT outsourcing differ in the
literature, but there is a general agreement that it is the
carrying out of IS/IT functions by athird party (Ketler &
Walstrom, 1993). Inthe context of thischapter, however,
I S/IT outsourcing referstoinformation systems/ informa-
tion technology functions only.

Cheon, Grover, and Teng (1995, p. 209) definelS/IT
outsourcing as “the organisational decision to turn over
part or all of an organisation’s IS functions to external
servicesprovider(s) inorder for an organisationtobeable
toachieveitsgoals. Thisdefinitionincludesthefollowing
external services:. applications devel opment and mainte-
nance, systems operations, network/communications

management, end-user computing support, systemsplan-
ning and management, and purchase of application soft-
ware, but excludes business consulting services, after-
sale vendors services, and the |ease of telephones lines.
An organisation can obtain these services through com-
plete outsourcing, facilities management, systems inte-
gration, time-sharing, and other contracts(includingrental,
installation and procurement, and maintenance and pro-
gramming).”

GLOBAL BUSINESS SCOPE OF THE
IS/IT OUTSOURCING MARKET

International DataCorporation (IDC, July 24, 2001) indi-
cated that global spending on IT services would reach
US$700.3billionby 2005, upfrom US$439.9billionin2001.
IDCfoundthat the United Stateswould remainthe biggest
spender on | T servicesat US$335 billionin 2005, upfrom
US$206.9 hillion this year. The Outsourcing Institute
(2000) expects a growth in small business outsourcing
contractsexceeding 25%. |DC (July 24, 2001) found that
spending in Western Europe will grow from US$127.5
billionto US$192.4 billioninthe same period, and spend-
inginJapanwill increasefromUS$53.2 billionto US$75.2
billion. Spendingon T servicesintherest of theworld will
amountto US$52.5billionto US$97.7 billion.

Even though the above-mentioned forecasts implic-
itly point toincreasing sizeand scopeof contracts, Currie
(2000, p. 177) observes, “ most companiestend to prefer to
enter outsourcing contractswhich aresmaller (inmoney),
shorter (in duration) and more narrow in scope (range of
IT services).” However, the megadeals which involve
total outsourcing continueto gain mediaattention dueto
thedollar value of such deals(Lacity & Willcocks, 2001).

IDC (July 12, 2001) indicated that spending on IT
servicesinAsia-Pacific (excluding Japan) ispredicted to
risefrom US$18billion by theend of 2001 to US$42 billion
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by 2005. Chinawill havethebiggest growthinIT services
spending, upto US$9 billionin 2005 from US$00 million
in2000.

IDC(2003) reveal sthefastest growthfor I T outsourcing
services will be in government, financial markets, ser-
vices, and discrete manufacturing. At the sametime, the
market opportunity for I T outsourcing servicescandiffer
significantly depending on the vertical industry. The
report (IDC, 2003), which presentsthe5-year forecast for
theU.S. I'T outsourcing market within 16 vertical markets,
indicates a range in the compound annual growth rate
(CAGR) from 3.5% in communi cations/mediaand educa-
tionto 7.4% in government.

IS/IT OUTSOURCING IN PRACTICE

There are different types of IS/IT outsourcing. For ex-
ample, Grover, Cheon, and Teng (1994) have proposed the
following taxonomy: (1) completeoutsourcing, (2) facili-
ties management outsourcing, (3) systems integration
outsourcing, (4) time-sharing outsourcing, and (5) other
typesof outsourcing. Additionally, Lacity and Hirschheim
(1995) provide a taxonomy of IT outsourcing options.
They aredividedintothreecategoriesof | S/I T outsourcing:
body shop, project management, and total outsourcing.

INSOURCING

AccordingtoLacity and Willcocks(1998), total insourcing
is “the decision to retain the management and provision
of morethan 80% of the I T budget internally after evalu-
ating the I T servicesmarket” (p. 371).

SELECTIVE IS/IT OUTSOURCING

According to Lacity and Willcocks (1998), selective
outsourcing is “the decision to source selected I T func-
tions from external provider(s) while still providing be-
tween 20% and 80% of the IT budget internally. This
strategy may includesingleor multiplevendors” (p. 371).
Currieand Irani (1999) believethat “ selectivesourcing” is
avariant of multiple-supplier sourcing.

TOTAL IS/IT OUTSOURCING

According to Lacity and Willcocks (1998), total
outsourcing is“the decision to transfer the equivalent of
morethan 80% of thel T budget for I T assets, | eases, staff,

and management responsibility to an external IT pro-
vider” (p.371).

CONTRACT DEFINITION, APPROACH
AND THEORY

A contract isdefined as: “ An agreement between two or
more people or organisations, ‘parties’ to the contract,
which creates rights and obligations for those parties.
Theseobligations can belegally enforced by aparty who
isentitled to their benefits” (Klinger & Burnett, 1994, p.
58). It isnormally “abargain made between at |east two
parties with an offer by one party which has been ac-
cepted by the other party with some benefits gained”
(Klinger & Burnett, p. 59). A contract enablesthedifferent
partiesto achievetheir strategic and commercial aims. It
regulates the relationship of the different parties, point-
ingout risk and costs. It also can provide aframework for
continuing to work together in the computing environ-
ment with consideration given to “certain wrongs” such
asnegligence, “deceit or defamation arelegally known as
torts” (Klinger & Burnett, p.59). A good contract isoften
the central key to a successful IT outsourcing relation-
ship(Lee, 1995). AsL acity and Hirschheim (1995, p. 243)
explain, “the contract is the only mechanism that estab-
lishes a balance of power in the outsourcing relation-
ship.” The contract usually defines the rights, liability,
and expectations of both the outsourcing parties(i.e., the
vendor and the organisation) and is often the only solid
mechanismfor regul ating therel ati onship between them.
However, research on IT outsourcing negotiations and
contract building tend to be mostly theoretical and very
limitedinscope(Lee). Currie(1995) pointsout that one of
the most significant problems of any I T outsourcing deal
is“defining the legal contract that underpins the client-
supplier relationship” (p. 194).

Contracts are an important and critical part of
outsourcing decisions and can be very complicated due
tothefact that thereisoftenatransfer of assets, including
people, equipment, software, and buildings from the cli-
ent to the vendor. For the terms of the contract to be
enforceable, they must be “verifiable.” Based on their
empirical research, Diromual do and Gurbaxani (1998) iden-
tified elements “critical” to the success of contractual
agreements, including: (1) the contract type, (2) perfor-
mance measurement and eval uation scheme, (3) the com-
pensation systems, and (4) assignment of decision-mak-
ing rights to the vendor.
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