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1.0 Introduction 
 Businesses have been outsourcing information technology (IT) activities since the early 

1950s (Costa, 2001; Due, 1992; Klepper and Jones, 1998). However, outsourcing has grown 

tremendously since Kodak outsourced its IT in 1989. Early outsourcing arrangements were 

motivated primarily by operational cost saving (DiRomualdo and Gurbaxani, 1998), but more 

recently, the motivation for outsourcing has shifted to strategic business performance 

improvement (Currie and Seltsikas, 2001; DiRomualdo and Gurbaxani, 1998; Yang and Huang, 

2000). An increasing range of  IT functions are being outsourced, including applications 

programming, telecommunication management, systems integration and systems operations 

(Grover, et al., 1996). Firms that earlier outsourced only small part of IT functions are now 

outsourcing their entire IT department. This phenomenon of outsourcing is not just limited to IT. 

In general, there is a great surge in the wholesale outsourcing of less tangible and specifiable 

activities, such as research and development activities (Greco, 1997; Howells, et al., 2003; 

Liebeskind, et al., 1996; Mol, 2005).  

 

 One aspect of outsourcing that has gone essentially under-examined in the literature and 

practice is the value of knowledge and learning associated with outsourced activities and 

processes (Baxter, 2003; Elitzur and Wensley, 2002; Hui and Beath, 2004; Willcocks, et al., 

2004). When organizations perform some activity, they learn more about that activity as a by 

product.  Outsourcing, therefore, strongly affects an organization’s ability to learn and acquire 

new knowledge.  If having greater knowledge about some area of business is central to how a 

company competes, it might not be prudent to outsource the activities related to that business. 

 

 Quinn (1992) proposed that firms should outsource anything that is not core to their strategy. 

From this perspective, for example, it would make perfect sense for an automobile 

manufacturing company to outsource its IT functions. However, one could make the case that 

outsourcing critical functions such as R&D go beyond Quinn’s prescription not to outsource 

strategically important activities. While this may lower costs in the short run, it transfers the 

learning and new product opportunities to the outsourcing provider.  

 

 Our perspective goes beyond the strategic value of a particular activity or task (e.g., Lacity, 
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et al., 1996) to focusing on the strategic value of the knowledge and learning associated with the 

activity.  Activities produce specific outcomes, while knowledge can be viewed as a platform 

from which many activities and outcomes can be derived (Kogut and Kulatilaka, 1994).  

Outsourcing the ability to maintain and enhance the knowledge associated with an activity has a 

more profound effect on an organization’s long term ability to compete than merely outsourcing 

the activity itself. This perspective is the essence of the knowledge-based view. That is, every 

decision is evaluated relative to its effect on the firm’s knowledge and learning (Zack, 2003).  

Our focus, for example, is on knowledge partitioning of activities, not task partitioning (Takeishi, 

2002) 

 

 One of the reasons why organizations are not taking knowledge and learning associated with 

outsourced activities into consideration is that they find it difficult  to determine the economic or 

strategic value of such intangible assets (Bounfour, 1999). We argue that firms must consider the 

value of knowledge and learning associated with performing an activity before making an 

outsourcing decision. Although the paper focuses on IT outsourcing, the insights derived from 

this research can be applied to the phenomenon of outsourcing in general.  

 

We specifically focus on IT for several reasons. Outsourcing of IT poses some unique 

problems owing to the pervasiveness of the IT function in most organizations. When executives 

mistakenly consider IT to be entirely of a commodity or non-strategic nature ripe for outsourcing, 

they may find that IT is source of strategic innovation (King and Malhotra, 2000; Lacity, et al., 

1995; Lacity, et al., 1996; Sambamurthy, et al., 2003). Even, business strategy may be influenced 

by emerging technologies. When this is so, the lack of appropriate IT resources that have been 

outsourced may severely limit an organization’s ability to compete. Further, a decision to 

outsource one set of non-core IT activities may unintentionally lead to the firm’s outsourcing of 

a wider array of other closely related competencies and activities or to a deterioration of the 

retained competencies and activities, particularly if the IT resources are shared among a large 

number of subunits (Lei and Hitt, 1995). IT outsourcing tends to fall in this category because IT 

pervades, affects and shapes most organizational processes in some way (Kern and Willcocks, 

2002; Khalfan and Alshawa, 2003; Willcocks, et al., 1996).  
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 The paper is organized as follows. First, we define outsourcing. Second, we survey the major 

theoretical approaches used to examine outsourcing. Third, we examine outsourcing from the 

knowledge and learning perspective, and derive a framework for outsourcing strategy. Finally, 

we raise implications for researchers and practitioners followed by concluding remarks.  

 

2.0 Defining IT Outsourcing 
 Outsourcing is an abbreviation for “outside resource using” (Arnold, 2000; Buhner and 

Tuschke, 1997; Koppelmann, 1996; Quinn and Hilmer, 1994). However, in general, outsourcing 

has been defined in many different ways, as shown in Table 1.  

 

Table 1 

Author(s) Definition 

(Altinkemer, et al., 1994) The act of subcontracting a part, or all, of an organization’s 

IS work to external vendor(s), to manage on its behalf.  

(Aubert, et al., 2004) The handover of an activity to an external supplier as an 

alternative to internal production. 

(Cheon, et al., 1995) To turn over part or all of an organization’s IS functions to 

external service provider(s)  

(Chorafas, 2003) A delegation of the authority to another party for the 

provision of services. 

(Kern and Willcocks, 2002) A process whereby an organization decides to contract out 

or sell its 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. 

(King and Malhotra, 2000) The use of external agents to perform an organizational 

activity. 

(Klepper, 1995) The provision of services by a vendor firm to a client. 

(Lacity and Hirschheim, 

1993a) 

A significant transfer of assets, leases and staff to a vendor 

that assumes profit and loss responsibilities 
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(Lacity and Hirschheim, 

1993b) 

The provision of or purchase of a product or service that 

could be provided within the buyer firm. 

(Loh and Venkatraman, 

1992a) 

The significant contribution by external vendors in the 

physical and/or human resources associated with the entire 

or specific components of an infrastructure in the user 

organization. 

(Martinsons, 1991) It is the act of subcontracting all or parts of the 

organizational functions to an external vendor. 

(Surpin and Weideman, 

1999) 

The process of contracting an outside company to provide a 

service previously performed by staff. 

(Willcocks and Lacity, 1998) Handing over to third party management of organizational 

assets, resources and/or activities for a required result. 

  

 These definitions commonly hold that outsourcing represents contracting with outside parties 

to manage and provide services. Linder (2004) found that, in practice, business leaders similarly 

agreed that outsourcing involves purchasing services from an outside company. However, Linder 

considered this definition too broad and narrowed it only to purchasing those services from 

outside companies “that a company currently provides, or most organizations normally provide, 

for themselves” (p. 27). This suggests that what is considered outsourcing depends on the extent 

of relatedness to internal or core activities (Markides and Williamson 1994). For example, an 

automobile manufacturer subcontracting some portion of assembly would be considered 

outsourcing because companies in that industry might normally manage their own manufacturing 

and assembly operations. Today it is still commonly accepted that most business organizations 

manage most of their IT resources internally, therefore contracting for these services is 

considered outsourcing. By the same token, almost no company would say it outsources its 

investment banking, auditing, or custodial services, because the vast majority of companies 

typically purchase these services. We adopt Linder’s definition of outsourcing.  

 

 This definition of outsourcing also raises the aspect of time (Linder, 2004). Organizations 

may outsource discrete projects or contract for ongoing services.  When an organization 

contracts with another organization, for example, to develop a specific computer application, the 
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responsibilities of the contracted organization might end when the system is delivered. On the 

other hand, the provider may be contracted to provide ongoing maintenance and support services. 

Outsourcing call centers represents an ongoing arrangement that typically is intended to continue. 

We include both as outsourcing as long as they represent activities that might normally or 

reasonably be performed in-house. 

 

A second aspect of time is that the line between what is and what is not outsourcing moves 

over time based on accepted practice (Linder, 2004). For example, as late as 1966, the US Naval 

Academy operated its own production facility to provide milk for the midshipmen (Linder, 2004). 

At the time when these services were handed off to third party, the organizations might have said 

they “outsourced” them. Today, however, no one would refer to buying milk from a dairy as 

outsourcing. As the prevalence of application service providers increases and the notion of 

leasing applications on a use basis becomes more common, certain aspects of IT outsourcing will 

no doubt migrate to accepted purchasing practice as well.  

 

Regardless, our focus on knowledge and learning holds, and in fact addresses the dynamic by 

which activities may permanently migrate outside the client organization and the strategic 

implications of that process. 

 

3.0 Existing Theoretical Perspectives 
 Most organizations engage in outsourcing for economic or strategic reasons. Economically, 

outsourcing is attractive when the tasks being outsourced can be performed by the provider at a 

lower total cost. Strategically, outsourcing is attractive when organizations have capacity and/or 

capability constraints that prevent them from servicing a market. When a firm does not have 

personnel of requisite quantity and skill, or sufficient physical capacity to deliver its product or 

services within a required time frame, it either has to postpone the work, or outsource to get the 

work done within the required time frame and level of quality.  

 

 Apart from economic and strategic reasons, many organizations outsource because of a “herd 

mentality.” Organizations become concerned when others in the industry outsourcing their work, 

potentially benefiting economically and/or strategically, while they are not. They believe they 
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may “miss the boat” and lose out on the expected benefits that competitors may come to realize. 

These three rationales are supported theoretically by transaction cost theory, resource based 

theory and institutional theory, respectively. The following sections examine these theoretical 

approaches to understand the growing trend toward outsourcing. 

 

Transaction Cost Economics Theory 
 Cost reduction has been the primary rationale for outsourcing (DiRomualdo and Gurbaxani, 

1998; Lacity and Willcocks, 1998; Takac, 1994). Transaction Cost Economics (TCE) (Coase, 

1937; Williamson, 1975; Williamson, 1979; Williamson, 1985) provides a theoretical foundation 

for addressing outsourcing from a cost perspective. Transactions are the exchanges of goods or 

services between firms. TCE maintains that the allocation of economic activity among firms 

depends on balancing each firm’s internal costs against the cost of transacting for goods and 

services in the market (Alchian and Demsetz, 1972). This is the familiar make vs. buy argument 

which proposes that firms buy services from other firms (via “the market”) if it is less costly than 

producing those services in-house (via “hierarchy”). Conversely, when the market “fails” then 

products and services must be produced internally; the reason why firms exist according to TCE.    

 

 TCE addresses two types of costs: production and coordination (Alchian and Demsetz, 1972). 

Production costs represent the costs of actually producing the goods or services, and would be 

expected to differ among firms. Coordination costs are the costs of controlling and monitoring 

workers if the goods are produced internally or vendors if purchased in the market. These costs 

arise from the need to define, negotiate and enforce contracts, and to monitor and coordinate 

activities across organizational boundaries. Buying in the market typically offers lower 

production costs through specialization and economies of scale. However, markets have high 

transaction costs because vendors tend to behave opportunistically and therefore require 

monitoring of their activities. Hierarchies, on the other hand, may have higher production costs 

because of their inability to achieve as great economies of scale. Hierarchies should have lower 

coordination costs, however, because employees can be managed more effectively and 

efficiently than vendors.  

 

 Transaction costs are also affected by asset specificity, uncertainty and frequency of 
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transactions (Williamson, 1985). Asset specificity in the context of IT outsourcing refers to the 

degree to which a vendor’s hardware and/or software architectures and skill set of IT employees 

are specific to a particular client. Such idiosyncratic investments would serve to increase the 

vendor’s costs of any transactional relationship with a particular client because the resources 

cannot be used with another client, the costs can not be amortized over other clients, and the 

client can threaten to terminate the relationship rendering the vendor’s resources valueless. 

Vendors would be expected to demand higher fees. Conditions of high uncertainty in a 

relationship may be a result of an unpredictable market, technological, economic trends, or 

contractual complexity. The more uncertainty, the more difficult it is to completely specify a 

contract and therefore the greater cost to the client to monitor vendor behaviors. Many behaviors 

are difficult to monitor and pose a higher risk.  The more frequently the parties transact, the less 

costly the transaction because of relationship building and trust which can substitute for 

monitoring, as well as the ability to amortize some cost over a greater number of transactions. 

Thus TCE would suggest that relatively common and stable activities would be the most cost-

advantageous candidates for outsourcing.  

 

 According to TCE, then, outsourcing decisions are based on the production and coordination 

cost trade-off (Cheon, et al., 1995).   The goal is to find a governance structure (make or buy) 

with the lowest transaction cost, and involves answering two key questions: 1) should the firm 

outsource certain functions or provide these services internally? 2) If the decision is to outsource, 

which vendor and what type of contractual arrangement should be selected? 

 

 TCE, while offering a useful framework for analyzing the costs (or savings) associated with 

outsourcing, ignores the cost of forgone knowledge and learning that may occur when 

outsourcing a process or activity (a “production” opportunity cost), plus the costs to transfer that 

knowledge back to the client (a transaction cost) to the extent that the knowledge gained by the 

vendor is transferable.  

 

Resource-Based Theory  
 Filling the gaps in  IT resources is a second major rationale for outsourcing (Lacity and 

Willcocks, 1998). This may be because of an increase in workload  beyond an organization’s 



 

 9

current capacity (Radding, 1995), or a disparity between the existing and required IT resources  

(DiRomualdo and Gurbaxani, 1998, p.68). The Resource Based View of the firm (RBV) 

(Penrose, 1959) provides a theoretical foundation for addressing outsourcing from a resource gap 

perspective. 

 

 Resource-based theory views a firm as a collection of productive resources (Penrose, 1959) 

and organizations compete based on having or controlling unique, valuable and hard-to-imitate 

resources (Barney, 1991). Rather than competing from a specific product/market position, a set 

of resources could be used to create various products for various markets.  Advantage comes 

from being the only organization with the resources needed to create and deliver those products. 

Sustainability of the advantage depends on resource immobility, that is, the difficulty for others 

to copy, acquire, or develop those resources (Rumelt, 1984). If competitors face no significant 

cost disadvantage or obstacle in developing those resources, then the resources can provide only 

a temporary ability to compete until they are copied by another firm.   

 

 Outsourcing is about acquiring resources from the market. Those resources cannot, by 

themselves, be strategic according to RBV, as they are not unique and can be acquired by 

competing firms. However, RBV is  concerned not only with the deployment of existing 

resources, but with their leverage as well (Grant, 1991)  To fully exploit a firm’s existing unique 

resources the external acquisition of complementary resources may be necessary (Grant, 1991). 

Those resources would be acquired externally because they may be more costly for the firm to 

create on its own (as per TCE).  A firm may still realize a unique benefit from a purchased 

resource when combined with one that is unique, especially if that acquired resource 

complements or supplements its existing resources more effectively than it does for competitors 

(Dierickx and Cool, 1989). For example, while two competing firms may use the same 

outsourcing vendor to provide a CRM capability, it may be that one of the firms has a more 

unique and valuable production capability, sales force, distribution channel, or other related 

resource which, in net, provides a greater overall advantage. Thus filling resource gaps through 

an outsourcing strategy not only maintains the firm’s stock of resources, but can also augment 

resources and capabilities to remain competitive (Cheon, et al., 1995).  
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 While the notion of complementary resources explains how outsourcing can potentially be 

strategic, it too ignores the role played by knowledge and learning in developing a competitive 

advantage. Firms need to know more than competitors about how to integrate and deploy their 

resources, especially those that are externally contracted for and thus commonly available (Zack, 

1999).   

 

Institutional Theory 
 The Eastman Kodak decision is regarded as a turning point in outsourcing’s history. Loh and 

Venkatraman (1992b) examined the adoption of outsourcing before and after Eastman Kodak’s 

decision to outsource and found that adoption of IT outsourcing was motivated more by imitative 

behavior, than by external influence amongst user organizations.  Outsourcing is often an 

imitative response to the hype and publicity surrounding the subject -  the so-called “bandwagon 

effect.” (Hu, et al., 1997; Lacity and Hirschheim, 1993a; Lacity and Hirschheim, 1993b; Lacity 

and Willcocks, 1998).  

 

Institutional theory provides a theoretical foundation for explaining the imitative behavior 

regarding outsourcing (Ang and Cummings, 1997; Hu, et al., 1997). Institutional theory posits 

that organizations within the same organizational field grow increasingly similar. There are three 

mechanisms of isomorphic changes. Coercive isomorphism is a result of formal or informal 

pressures. Mimetic isomorphism is a result of organizations imitating other organizations within 

their field that they perceive to be legitimate or successful. Normative isomorphism is a result of 

normative pressures in the environment (DiMaggio and Powell, 1983). Thus, companies may 

make outsourcing decision based on other organizations that have already outsourced. In 

addition, organizations may adopt outsourcing due to other external factors such as the influence 

of vendors, consulting firms, trade periodicals and the general business climate. And again, the 

impact of outsourcing on knowledge and learning is not taken into account. 

 

4.0 The Knowledge-Based View of Outsourcing 
 We have presented the theoretical rationale underlying the three primary reasons firms adopt 

while making outsourcing decisions: reducing costs (TCE), closing strategic resource gaps 

(RBV), and imitating competitors (institutional theory). While these theories are well accepted, 
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the outsourcing literature has under-investigated the prevalent emerging theory of the firm – the 

Knowledge Based View (KBV). The little research that has taken the KBV of outsourcing has 

not investigated it directly or put enough emphasis on the strategic value of knowledge and 

learning. For instance, Willcocks et al. (2004) suggested that both clients and vendors must make 

special arrangements to create and capture knowledge in outsourcing arrangements. Poppo and 

Zenger (1998) found that TCE provided a better explanation over KBV in determining 

outsourcing decisions. However, they treated knowledge simplistically as a resource to be 

contracted for; if an organization lacks knowledge then it should outsource. Quinn (1999) and 

Jayatilaka, et al. (2002) similarly propose that organizations should consider their knowledge 

gaps while making outsourcing decisions, a variant of the RBV of outsourcing. Several 

researchers (Aubert, et al., 1998; Beaumont and Costa, 2002; Clark, et al., 1995; Duncan, 1998; 

Earl, 1996; McAulay, et al., 2002; McCray and Clark, 1999; Willcocks and Lacity, 1998; 

Willcocks, et al., 1999)  have identified  knowledge erosion as one of the risks arising from IT 

outsourcing but mainly viewed it from resource perspective.  

 

 Consider a scenario illustrating the importance of taking a knowledge and learning 

perspective on outsourcing decisions. An organization that builds IT products is considering 

outsourcing its technical support services to an outsourcing vendor that runs call centers for such 

services. In this case, the client believes that it has competencies in product development but 

lacks sufficient resources to provide direct services to its customers.  From the perspective of 

transaction cost economics, if it is less costly to outsource the activity than to develop and 

manage it internally, the client organization will have made an appropriate decision. Taking the 

resource-based view, if it outsources the technical support activity to a vendor that has greater 

capacity or competence to provide that service, and the combination of the client’s product 

development skills and resources and the vendor’s call center resources provides a competitive 

advantage (even though competitors could contract for the same service), it will have made an 

appropriate decision. From the perspective of institutional theory, it may be wise to outsource the 

technical support activity because more and more organizations in various industries are 

choosing it to do so. From the three traditional perspectives on outsourcing, outsourcing a call 

center may make sense, and in fact has accounted for a large portion of outsourcing activity. 

However, from a knowledge-based view, call centers, and customer service in general, are a 
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primary means by which organizations come to learn about their markets. Through technical 

support, organizations learn not only about the shortcomings in their existing products but also 

acquire new knowledge regarding future products and markets. From this perspective, support 

activity offers an enormous amount of knowledge and learning to an organization and may not 

be prudent to outsource (even given lower costs) if the knowledge and learning being forgone is 

strategic to the client organization.  Thus the relationship between outsourcing and an 

organization’s ability to compete is contingent on the outsourcing’s impact on the organization’s 

knowledge and learning. 

 

 Focusing specifically on IT, Earl (1996) argues that much learning about IT is experiential 

and that organizations learn to manage IT by doing. They learn the value of IT applications and 

further opportunities for development by using them. Many strategic information systems were 

discovered in an evolutionary experiential fashion. For example, several airline reservation 

systems began as automation initiatives to save clerical costs before they were seen as stock 

optimization systems and electronic distribution channels (Copeland and McKenney, 1988). If a 

firm makes outsourcing decisions from a cost and/or competency perspective, it may discount 

the value of an application, classifying it as commodity or non core, only to discover that it could 

become strategic, core, or high value in the future. More broadly firms may lose their ability to 

harness the future benefits of IT in general (King and Malhotra, 2000).  

 

 According to the KBV, organizations exist to create, transfer and integrate knowledge 

(Grant, 1996; Hedlund, 1994; Kogut and Zander, 1992). A firm’s ability to create value is not 

primarily based on its physical or financial assets, but instead is generated from its sets of 

intangible, knowledge-based resources (Itami, 1987). A firm’s marketable products and services 

are the end result of successful learning and application of value creating knowledge (Nonaka, 

1991; Spender and Grant, 1996; Teece, et al., 1997; Zack, 1999). Organizations therefore 

compete on the basis of their ability to learn and utilize knowledge efficiently and effectively 

(Leonard-Barton, 1998; Nonaka, 1994). The knowledge within an organization can exist in the 

form of explicit or tacit. Explicit knowledge can be articulated, codified, and accessed using 

verbal communication and written documentation (Winter, 1987), which makes explicit 

knowledge easy to transfer but correspondingly less likely to give any ability to compete because 
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it might be transferred across as well as within organizations. On the contrary, tacit knowledge is 

socially complex form of knowledge that is difficult to imitate or transfer. This is precisely why 

it provides an ability to compete. Tacit knowledge is difficult to articulate and codify, time 

consuming to teach and learn, complex in terms of having multiple interactive components 

(Kogut and Zander, 1992; Winter, 1987). Tacit knowledge is based on accumulated experience 

and is reflected in the expertise, skills, and routines acquired by organizational over time (Nelson 

and Winter, 1982; Winter, 1987). 

  

 Thus, from the perspective of KBV, it becomes extremely important that organizations 

consider what knowledge and learning domains should remain within or under their control 

while making outsourcing decisions. An organization’s knowledge base is a valuable asset and 

that enlarging the knowledge base and improving its use through learning can contribute to the 

competitiveness of the firm (Nonaka and Takeuchi, 1995; Tsoukas, 1996) because as soon as an 

organization gains a minimum ability to compete due to some knowledge and learning, the 

underlying competences developed so far become difficult to imitate. The further development in 

an ability to compete happens due to the self amplifying effect of the positive feedback from the 

knowledge and learning. Thus in this way the more specialized knowledge and learning an 

organization gains, the more difficult it becomes for its competitors to appropriate knowledge 

and learning at the same level (Zack, 1999). 

  

 In summary, our general thesis relating the KBV to outsourcing is based on the premise that 

knowledge is a key strategic resource and that learning is required to sustain a knowledge 

advantage (Zack, 2005). Coupled with the notion that organizational learning is a by-product of 

activity (Nelson and Winter, 1982), outsourcing an activity becomes a strategic decision to 

continue or discontinue defending a competitive knowledge position.  This further implies the 

need to factor into the outsourcing decision the strategic costs of any forgone knowledge and 

learning  

 

5.0 Outsourcing Strategy  
 The outsourcing decision must be broken down into two key sub-decisions that address 
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whether or not to outsource an activity (sourcing governance), and what geographic or locational 

arrangements for sourcing be used (sourcing proximity). The following sections will address the 

two sub-decisions.  

 

5.1 Sourcing Governance  
 Lacity et al. (1996) proposed that the maturity of the activity and its strategic importance 

were two key considerations for deciding whether or not to outsource an activity. We take a 

similar stance, but focus instead on the knowledge underlying the activity. Thus, an organization 

that is considering an activity for outsourcing must evaluate the value of that activity across two 

dimensions – the strategic value of knowledge associated with the activity and maturity of that 

knowledge – before it makes an outsourcing decision. By strategic, we mean 1) knowledge that 

is required by the firm to execute its competitive strategy, and to execute it more effectively than 

competitors pursuing a similar strategy (Zack, 1999), and 2) that is also unique or rare, valuable, 

and difficult to imitate or acquire other than through experience (Winter, 1987).  As a practical 

matter, “strategicness” can be treated as a continuous variable. That is, some knowledge is more 

or less strategic than others. The more strategic the knowledge, the less appropriate it is to 

outsource that knowledge. Knowledge once outsourced is exposed to other firms and is no longer 

entirely unique, rare, or inimitable – the fundamental characteristics of a strategic resource 

(Barney, 1991).  Strategic knowledge that a firm does decide to outsource will require greater 

control over protecting and appropriating the knowledge as well as effective mechanisms for its 

transfer back to the firm, both costly endeavors that must be explicitly taken into consideration 

when making an outsourcing decision. 

  

 Knowledge maturity refers to the extent to which an activity offers a learning opportunity, 

that is, learning how to perform the activity more effectively or efficiently over time.  Some 

activities are mature and stable enough that they offer very little in the way of additional learning, 

while others may be novel and offer a large potential for learning and improvement. As the more 

mature the knowledge, the less the potential learning opportunity, highly mature activity would 

appear to make the best candidates for outsourcing, as there is little learning to be had (and 

forgone), and what learning does take place is easier to transfer. Bohn (1994) suggest that mature 

knowledge is more specifiable. The more specifiable an activity, the easier it is to transfer.  
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 Activities can range, then, from being based on non-strategic, highly mature knowledge and 

for which learning how to perform the activity better over time is limited and has little strategic 

significance to an organization (e.g., accounting or custodial services), to those that are 

intangible, hard to specify in a written procedure, and where the opportunity to learn from 

experience is both great and strategically important (e.g., customer service,  new product 

development, or expeditionary marketing). By mapping the strategic value of knowledge and its 

knowledge maturity, four categories of potential outsourcing candidates emerge (see Figure 1). 

 
Quadrant I: High Strategic Value of Knowledge/Low Knowledge Maturity of Activity  

 Activities in quadrant I are based on knowledge that is highly strategic to the organization 

and that provide significant learning opportunity and thus the ability to maintain a knowledge 

advantage.  Organizations often fall into the trap of outsourcing such activities if they interpret 

their business solely in terms of its present product and service offerings rather than future 

learning opportunities.  The activities that fall under this category should not be outsourced if 

possible.  Organizations that rely on outsourcing such an activity may find themselves “locked 

out” from acquiring new knowledge and learning that is critical to compete. For instance, an 

organization that outsources advanced IT accumulates little knowledge about its implementation 

or use and is unlikely to benefit strategically as the vendor’s knowledge matures and appreciates 
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in value.   

 

Quadrant II: High Strategic Value of Knowledge/High Knowledge Maturity of Activity  

 Activities in quadrant II are based on knowledge that is highly strategic to the organization 

today, but offers little in the way of future learning and improvement.  Being strategic, the 

knowledge differentiates the organization from its competitors. If outsourced, it will no longer 

represent a strategic resource.  This may lead some organizations to keep this activity in-house. 

However, it may be useful to outsource the activity for two reasons.  

 

 First, a forward-looking organization may want to shift its basis of competition to a less 

mature knowledge platform. To do so, it may be necessary to reallocate resources to some new 

activity on which the future strategy depends. In that case, the organization is betting that it can 

learn faster about its new strategic knowledge position than the rate at which the strategic value 

of its old knowledge position will degrade (as well as learning faster than competitors for the 

same knowledge position) (Zack, 2005).    

 

 Second, an activity that appears mature to one organization, may in fact offer a learning 

opportunity to another who is able to conceive of the activity in a new and innovative way. The 

path dependency of learning suggests that organizations improve incrementally based on what 

they already know (Nelson and Winter, 1982). Vendor organizations with significantly different 

historical experience, capabilities, or knowledge bases may be able to conceive of the activity in 

very different and more innovative ways. They can spark innovation in the client if the client 

uses the vendor merely to help it over the initial hurdle, but the client will need to maintain close 

communication ties with the provider. This new knowledge will be useful for the client because 

it is of high strategic value, but the new knowledge needs to be transferred back to the client and 

protected from the competitors or else it will result in eliminating strategic value of that 

knowledge. To transfer this knowledge, a conscious management action will be required (Mohr 

and Sengupta, 2002), something which organizations often neglect (Willcocks, et al., 2004).  

 

 The knowledge and learning realized by the innovative provider taking on ostensibly mature 

processes may be very difficult to transfer back to the client, as the client may not know enough 
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to understand and absorb the new learning if radically different than its past way of operating 

(Cohen and Levinthal, 1990; Simonin, 1999). In the worst case, this dynamic may create a 

reinforcing spiral of dependency on the provider.  If effectiveness of knowledge transfer depends 

on the client’s familiarity with the knowledge context and content (Simonin, 1999) and if that 

familiarity decreases over time, then knowledge will become progressively harder to transfer 

back, leaving the client even less knowledgeable about and familiar with the activity, creating an 

even greater need to outsource (Lei and Hitt, 1995).  

 

Quadrant III: Low Strategic Value of Knowledge/Low Knowledge Maturity of Activity 

 Activities in quadrant III are based on knowledge that is of low strategic value but which 

offers a significant opportunity to improve on that knowledge. An activity that falls under this 

category also presents an interesting opportunity. An organization may want to outsource the 

activity because of low strategic value of the associated knowledge, but because the knowledge 

maturity is low the future potential of the knowledge is unknown. Overtime such an activity may 

migrate to the high strategic importance quadrants as the associated knowledge matures.  

 

 Organizations in this situation may want to retain the activity in-house, in effect investing in 

an option to retain and grow the knowledge underlying the activity until its future strategic value 

becomes clearer. Were the firm to outsource the activity, learning would stop and the existing 

knowledge would become obsolete, given the low maturity level. Taking on the activity again at 

some future time would be difficult given the lack of sufficient knowledge.  On the other hand, if 

the firm believes that the knowledge associated with the activity will not be of strategic value, it 

may choose to outsource the activity. However, the activity, because of the learning opportunity 

it represents, may represent added value to the provider and therefore may give the client 

bargaining power to negotiate a lower service cost.  The provider, by consolidating the 

outsourced learning experiences of its clients can learn to the point where it enjoys a strong 

knowledge advantage over its clients and its competitors, making its strategic knowledge 

position highly defensible.  

 

Quadrant IV: Low Strategic Value of Knowledge/High Knowledge Maturity of Activity  

 Activities in quadrant IV are based on knowledge that is of low strategic value and that offer 
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little in the way of future learning. The activities that fall under this category are good candidates 

for outsourcing. The knowledge associated with an activity is highly mature and therefore offers 

little opportunity to learn by doing. It is of low strategic value and therefore does not create a 

strategic vulnerability because of its exposure. This may be because a client is not capable of 

improving the activity, or there is only an apparently small opportunity for improvement 

available. Payroll, benefit, and accounting systems are often prime candidates for outsourcing. 

Most of the learning in these areas has been accomplished by the accounting industry at large, 

and outsourcing these activities presents little strategic disadvantage in terms of knowledge and 

learning. External vendors are likely to have achieved low costs and efficiency through 

standardization. By outsourcing, an organization will get the benefits of high quality and low 

cost, which may improve its ability to compete. Not outsourcing those activities may drain its 

resources and reduce its ability to compete. Clients will gain by freeing up internal management 

time to focus on more critical activities.  Thus we propose, 

 

Proposition 1a: The lower the maturity of the knowledge (i.e., the higher the opportunity 

for strategic learning) associated with an activity, the greater the negative impact on an 

organization’s ability to compete if outsourced. 

 

Proposition 1b: The higher the strategic value of the knowledge and learning associated 

with an activity, the greater the negative impact on an organization’s ability to compete if 

outsourced. 

 

Proposition 1c: The lower the maturity of the knowledge (i.e., the higher the opportunity 

for strategic learning) and more strategic the knowledge underlying an activity, the 

greater the incentive to perform the activity in-house. 

 

5.2 Sourcing proximity 
 Today organizations are operating globally, maintaining operations in various countries 

around the world through subsidiaries, joint ventures or contracts. This provides organizations 

with more sourcing options in terms of proximity. While the choice of location is often stated as 

either domestic or international, in reality, proximity is more continuous. For example, a firm 
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might chose to outsource to a domestic location that is in the same city, to one that is more 

distant but in the same country, to another country that is geographically close and culturally 

similar (e.g., U.S. to Canada), to another country that is geographically distant but culturally 

similar (e.g., U.S. to Australia) or a country that is both geographically and culturally distant 

(e.g., India or China).  

 

 Proximity has several sub-dimensions including organizational distance, physical distance, 

institutional distance, relationship distance and cultural distance, and they all affect knowledge 

transfer ability (Hansen and Lovas, 2004; Mowery, et al., 1996). Organizational distance refers 

to embeddedness in relationships such as franchises, chains, federations, strategic alliances, and 

networks. Organizations are able to transfer knowledge more effectively among members of 

such relationships than with outsiders since embeddedness enhances the social ties, free-flow of 

communication, consistency in administrative controls, and levels of trust which create more 

opportunities to share knowledge (Simonin, 1999). The physical distance between the parties can 

affect the difficulties, time requirements and expenses of meeting face-to-face and 

communicating needed for knowledge transfer (Zack, 1993). The institutional distance refers to 

the degree of congruity between the institutional environments of the two contracting parties 

(Cummings, 2003). Research on U.S and Japanese organizations supports the effect of the 

regulatory environment on knowledge transfer (Spencer, 2000). The relationship distance refers 

to the duration and quality of the experience that the two contracting parties have working 

together (Cummings, 2003). If the organizations have worked longer with each other and have 

positive experience, they will transfer knowledge more effectively (Cavusgil, et al., 2003; 

Kotabe, et al., 2003). Finally, the cultural distance refers to cultural difference between the two 

contracting parties (Simonin, 1999). Research shows that the cultural differences between 

partners are key obstacles to interorganizational knowledge transfer (see Holtbrugge and Berg, 

2003; Mowery, et al., 1996; Simonin, 1999).  

 

 Per the KBV proximity between a client and a provider must be chosen carefully, as it is an 

important predictor of the ease of transferring knowledge and learning from the provider to the 

client.  The key driver for outsourcing globally (also referred as offshoring), has been labor cost 

savings (Carmel, 1999; Khan and Fitzgerald, 2004; Pfannenstein and Tsai, 2004). However, 
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outsourcing globally introduces various proximity issues, as discussed above, which create 

constraints on knowledge flow between a client and its provider (Beulen, et al., 2005; Cummings 

and Teng, 2003; Simonin, 1999; Sinha and Terdiman, 2002). For example, Western 

organizations often face issues in transferring knowledge back from international joint ventures 

with Chinese firms due to factors that could be related to relational, organizational, institutional 

and cultural distances (Si and Bruton, 1999).  On the other hand, biotechnology organizations in 

close proximity to each other are able to promote exchange of ideas which enhances knowledge 

transfer among them (Decarolis and Deeds, 1999). Thus, we expect the barriers to transferring 

knowledge between international locations of the same company to be easier than between 

separate companies (Figure 2). Even if the company operates globally, its international units will 

have a similar corporate culture and governance structure (Almeida, et al., 2002; Kogut and 

Zander, 2003). Thus we propose, 

 

Proposition 2a: Transferring the knowledge and learning back to a client from a vendor 

will range from easiest to hardest as follows: 

• Insource/local 

• Insource /global 

• Outsource/local 

• Outsource/global 

 

Due to the knowledge transfer issues, proximity is also related to the earlier discussion 

regarding the strategic value of the underlying knowledge and knowledge maturity of an activity 

(Figure 1). First, an activity associated with a knowledge that is of high strategic value and low 

maturity, the organization should insource to local centers of inhouse expertise. Second, one of 

the issues that a client faces with an activity of high strategic value and high maturity is to be 

able to monitor the knowledge. If a vendor innovates using the knowledge, the client must be 

able to transfer that knowledge back since the knowledge is strategically important. Third, if the 

knowledge associated with an activity is of low strategic value and low maturity the organization 

may need some time to experiment with the activity to gain more understanding and know if the 

activity will be of any strategic value. Finally, if an organization wants to outsource an activity 

that has knowledge of low strategic value and high maturity than knowledge transfer is not an 
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issue. Such an activity can be offshored to a vendor that can provide the best benefits without 

worrying about the knowledge transfer. The knowledge transfer needs for such an activity, at 

best, will be minimal.  

 

 

6.0 Discussion and Conclusion 
 Although there is a widespread consensus on the importance of firms’ outsourcing decisions, 

it remains unclear whether or how these decisions affect various dimensions of firm performance 

(Leiblein, et al., 2002). For example, it is asserted that outsourcing capital intensive production 

activities improves a firm’s ability to respond flexibly to changes in IT or demand, to accumulate 

external knowledge, to avoid coordination inefficiencies, and to compress product development 

cycle times. However, outsourcing also contributes to the hollowing of corporations, resulting in 

the depreciation of existing capabilities. In this article, we have investigated this paradox to 

suggest that the relationship is contingent on knowledge and learning. It requires active learning 

by the buyers about IT. This learning is done by either doing the activity or by actively 

transferring the knowledge back. Following an absorptive capacity argument, even if an 

organization is not concerned about accumulating IT skills, it might still consider whether or not 

it will be able to absorb knowledge that is related to IT products or services delivered by other so 

that they can us or apply IT products of services effectively. Recent case method research has 
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investigated how firms try and mitigate the potential loss of technical knowledge by retaining the 

appropriate resources in-house (e.g., Aubert, et al., 2001; Willcocks and Lacity, 1999) 

 

 Zack (2003) suggests that a knowledge-based organization take a knowledge perspective for 

all of its strategic decisions. Organizations often make outsourcing decisions based on task 

partitioning (von Hippel, 1990) rather than knowledge partitioning (Takeishi, 2002). The two 

perspectives are different because task partitioning relates to what tasks should reside within a 

firm and what can be outsourced based on labor division, whereas knowledge partitioning relates 

to what task should reside within a firm and what can outsourced based on what knowledge 

should organization develop and preserve internally. Takeishi (2002) emphasis, firms need to 

consider knowledge partitioning while outsourcing an activity. Penrose (1959) pointed out the 

importance of knowledge and learning to understand the firm. Viewing the firm as a repository 

of knowledge and experience, she argued, that knowledge is the critical factor to explain the 

growth of individual firms.  

 

 The paper makes various contributions to outsourcing practice. We provide a framework for 

practitioners that can be used in outsourcing decisions. The framework is by no means limited to 

outsourcing IT but can be applied to any activity. The paper also makes contributions to 

outsourcing research. The literature has mostly focused on outsourcing from either a cost 

reduction or resource gap  perspective (Costa, 2001), and has underplayed the role of knowledge 

and learning. We have argued that organizations must consider an opportunity for learning from 

an activity that is being considered for outsourcing. While making no pretensions of 

comprehensiveness, the framework and its concepts can guide future empirical research. The 

paper builds propositions, which researchers in future can test through longitudinal case studies. 

Future work should expand the framework, identify specific and testable constructs and propose 

and test hypotheses. Doing so will contribute to an understanding of the current research and to 

improving future research and practice while establishing a cumulative tradition for this work. 
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