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Abstract

Since firms’ rationale to outsource parts of their IT function are mainly based on cost
reduction, many vendors applied a high level of standardization in organizing the
delivery of IT services to decrease their cost level. As the environment of firms changes
frequently, it is of key importance for vendors to assess how these exogenous
developments affect their organizational structure. Changing the organizational
structure, however, may affect the cost structure of the outsourcing arrangement over
time. Drawing on the Transaction Cost Economics the objective of our study is to
examine how environmental uncertainty and asset specificity affect vendors’
functional organizational structure and, in turn, influences ex-post transaction costs. A
retrospective view on a case study was investigated from the perspective of a global
outsourcing vendor. Studying various client episodes and the vendor’s response we
find that an increase of the degree of asset specificity leads to higher transaction costs.
Our results suggest that the vendor’s functional organizational structure can be
considered as a mediator in minimizing the ex-post transaction costs. Executives and
managers need to be aware that uncertainty and asset specificity may lead to an
increase of the coordination costs. Therefore, vendors should need to reassess their
organizational structure regularly and implement adjustments to control their ex-post
transaction costs. The paper concludes with implications for practitioners that can help
vendors in managing their cost structure.

Classification: full research article.

Keywords: outsourcing, strategic management, organizational structure, transaction
cost



1. INTRODUCTION

Nowadays, firms’ rationale to outsource parts of their IT function is mainly based on
cost reduction. As a result, the growing competition in the vendor market has largely
been focused on competitive pricing in IT services propositions. In this context, many
vendors adopted a high level of standardization in developing and providing IT services
in order to decrease their cost level. Moreover, vendors established offshore centres
to benefit from reduced cost and process streamlining (Beulen et al., 2006). The
vendors’ adoption of standardized ways of working in IT outsourcing tends to lead to a
static view of how to organize IT services over time. As the environment of firms
changes frequently, it is important to assess these changes to determine their impact.
Consequently, changes in the environment of the client are also relevant for the
vendor to assess how these exogenous developments affect their organizational
structure. Interestingly, studying the effects of the environment of ITO decisions is still
under-researched (Lacity et al., 2010).

On a functional level IT outsourcing vendors establish a specific organizational
structure to facilitate the delivery of IT services to their customers. Hence, different
dimensions of organizational structures can be addressed that play a role organizing
tasks, processes and resources. These dimensions, for example, include the level of
formalization, specialization, decision-making and hierarchy of authority (Nahm et al.,
2003). Since environmental developments are likely to change over time vendors have
to review their organizational structure and accompanying dimensions regularly. This
means that vendors’ organizational structure, which is often based on the delivery of
standard IT services, may change to meet the client’s demand. However, changing the
organizational structure may have consequences for the degree of idiosyncrasy to
support the delivery of IT services. This refers to the nature of asset specificity (Dyer,
1997). As assets can be transaction-specific they determine the mode of governance
(market, hybrid, hierarchal). However, the decision to reconfigure the vendor’s
organizational structure may affect the cost structure (e.g. financial business case) of
the outsourcing agreement over time. The relationship between the vendors’s
standardized organizational structure and environmental developments results in a
serious tension. Drawing on the Transaction Cost Economics (TCE), the objective of our
study is to examine how IT delivery characteristics, environmental uncertainty and
asset specificity, affect vendors’ functional organizational structure. We argue that the
vendor’s functional organizational structure can be used as a mediator to minimize the
ex-post transaction cost. This research theme has strong strategic relevance, as the
vendor’s decision-making to participate in long-term outsourcing arrangements is
influenced by exogenous developments over time, which, in turn, may affect their cost
structure. This means that IT delivery characteristics environmental uncertainty and
asset specificity can be considered as important determinants of strategic decision-
making.



This paper is organized as follows. Section 2 presents the theoretical framework of
transaction cost and organizational structure. Section 3 explains the research
approach. Subsequently, the case study findings are presented in section 4. We then
discuss these findings in section 5. Finally, our conclusions and recommendations are
presented in section 6.

2. LITERATURE REVIEW
2.1. TCE

With regard to the field of IT outsourcing, the TCE is applied discussing sourcing
decision-making (Lacity et al., 1995, Watjatrakul, 2005), IT operations (Aubert et al.,
2004) and costs (Barthélemy and Quélin, 2006). Williamson (1979) proposes that costs
comprise not only production costs, the costs of capital, labor and material, but also
transaction costs. This means that firms, and thus decision-makers, have to consider
integral costs - production costs plus transaction costs - when considering producing
services. The level of transaction costs depends on specific characteristics of the
services to be delivered, economic aspects and the way in which the organization is
structured. Previous research (Williamson, 1975, Williamson, 1979) revealed that firms
are able to produce goods or services at lower costs due to economies of scale that
can be achieved via mass production efficiencies. Due to this rationale IT outsourcing
vendors focus on reducing their average costs by allocating fixed costs over more units
of output and by receiving discounts due to bargaining power. Important determining
factors that refer to outsourcing transactions concern the uncertainty surrounding the
transaction and the specificity of the assets.

At any time, there is a level of uncertainty surrounding transactions. Lacity and
Willcocks (1995) describe the relationship between uncertainty of the transaction and
the coordination costs. The more uncertainty surrounds a transaction, the higher
coordination costs will become for a vendor. Previous research (Speklé, 2001) defines
uncertainty as the degree of specifiability of intended performance and predictability
of the environment within which the contract is to be executed. The extent to which
uncertainly reveals itself also relates to the market in which a vendor is acting. For
instance, in very dynamic or so-called ‘high velocity’ markets, changes are
unpredictable and become non-linear. Moreover, measuring the extent of uncertainly
is important to determine the impact on the transaction including aspects such as
quantity, quality and price (Nicholson et al.,2006). Addressing the determinant of
uncertainty, two forms can be considered: behavioural uncertainty and environmental
uncertainty (John and Weitz, 1988; Rindfleisch and Heide, 1997). For instance, when a
client is not willing or able to specify an IT service, this will lead in some extent to
uncertainty on the vendor side. This refers to the form of behavioral uncertainty. The
second form, environmental uncertainty, refers to a firm’s ability to predict future



developments (Klein et al., 1990). It is impossible to anticipate all future eventualities
and to describe them in a contract. This may lead to opportunistic behavior of firms
neglecting additional cost such related to negotiation and coordination as a result of
changing circumstances (Klein et al., 1990). In this paper we focus on the latter form of
uncertainty.

The second determinant factor that is important refers to asset specificity. The degree
of customization, specific or non-specific, of the transaction type can be measured by
the difference between costs of the asset and the value of its second best use
(Williamson, 1981). As asset specificity increases they become increasingly costly to
implement (Aubert et al., 2004). Investments in specific assets will lead to higher
transaction costs; therefore a vendor who is investing in specific assets is looking for
guarantees from their client. One of the TCE assumptions is the existence of a
relationship between asset specificity and the complexity of governance structures. As
Dyer (1997) stated: ‘The standard (transaction cost) reasoning is that as asset
specificity increases, more complex governance structures are required to eliminate or
attenuate costly bargaining over profits from specialized assets’. When a firm does not
possess the required competences for the internal coordination of services, they can
develop or acquire them with the acceptance of high transaction costs. This means
that a firm has to adjust their existing coordination mechanism. This coordination
mechanism can be considered as an organizational structure that a firm applies to
produce and transfer a product or service towards their clients.

2.2. Organizational structure

Formal organizational structure and the roles that people play, including the
competences and responsibilities involved have been investigated extensively in
organizational literature (Dalton et al., 1980, Koufteros and Vonderembse, 1998, Daft,
1995). An organization is a unit of formal positions, usually occupied by individuals,
with explicit objectives, tasks, processes and assets (Bouwman et al., 2006) and is
related to firm performance (Carmeli and Tishler, 2004). Vendors that rely on the
division of labour, as outsourcing vendors do, can only stay in business when they are
able to organize their internal transaction of IT services more efficiently than other
firms.

Existing literature suggests that the nature of organizational structure in industrial
versus post-industrial firms can be regarded as mechanistic (inorganic) versus organic
(Lawrence and Lorsch, 1967, Zammuto and O’Conner, 1992a). Daft (1995) argues that
the mechanistic paradigm is effective when environments have a high degree of
certainty and organizations are designed to handle handling large volumes (e.g.
products or services). Internal forms tend to be vertical, functional and bureaucratic.
The organic paradigm, on the other hand, is characterized by an unstable, even chaotic



nature of the external environment. Typical features of these types of organizations
are teamwork, face-to-face interactions, learning and innovation. Daft (1995) studied
various organizational dimensions such as the level of formalization, specialization,
standardization, hierarchy of authority, and professionalism. Germain (1996) focuses
on specialization, centralization, and decentralization. (Nahm et al., 2003) concentrate
on the degree of centralization of the decision-making process, formalization of rules
and procedures and structural differentiation in their research into environmental
uncertainty and organizational form. Among this variety of sub-dimensions for
organizational structure, the four commonly discussed are deemed relevant to this
study. These sub-dimensions concern the number of layers in hierarchy, the level of
horizontal integration, the locus of decision-making, and the level of communication.

The number of layers in hierarchy is the degree to which an organization has many
versus few levels of management (Burns and Stalker, 1961, Walton, 1985). In a more
traditional command-and-control model, an expanding hierarchy is necessary as a
result of the need to control behaviour. In a commitment model, the management
form tends to be flat, relies upon shared goals for control and lateral coordination,
influences based on expertise and information rather than position and minimizes
status difference. The level of horizontal integration is the degree to which
departments and workers are functionally specialized versus integrated in their work,
skills and training (Doll and Vonderembse, 1991, Davenport and Nohria, 1994). Firms
that are based on production (e.g. products), usually separate functional departments
so that work can be carried out in a sequential manner. However, firms that are
focusing on the provisioning of services will integrate functionalities of different
departments and their employees. The justification for this choice is based on an
adequate response to the changing environment and needs of the client organization
and therefore it adds value.

The locus of decision-making is the degree to which decisions are made higher versus
lower in the organizational hierarchy (Daft, 1995, Doll and Vonderembse, 1991,
Germain, 1996). Firms that are operating in an uncertain environment should delegate
decisions to the level where employees are able to quickly adapt to changing
circumstances and add value to their customers. When organizational uncertainty is
high, strategic decision-making authority may be centralized (Paswan et al., 1998) but
operational decision-making authority should be decentralized. The lower the locus
the more decentralized the decision-making. The sub-dimension, [level of
communication, refers to characteristics like speed, complexity and regularity. In a
management model where control is leading, vertical and horizontal communication
will be slow, difficult and limited in nature. Organizations that apply a management
model based on commitment will find that the level of horizontal communication will
increase and the nature of vertical communication will change (Doll and
Vonderembse, 1991).



2.3. Towards a research framework

Although the client-vendor outsourcing relationship is our starting point, the unit of
analyses of this research is the vendor organization. Since environmental uncertainty
increases over time, vendors involved in outsourcing arrangements will develop
strategies to meet their client’s business needs. As it is impossible to anticipate all
future contingencies, business environmental uncertainty may result in changes in the
vendor’s organizational structure. The extent to which uncertainty can be
demonstrated is also dependent to the market in which a vendor is acting. The more
uncertainty surrounds a transaction, the higher the impact on vendors organizational
structure will become. This brings us to our first proposition.

Proposition 1: Environmental uncertainty will lead to adjustment in vendor
organizational structure.

When vendors provide highly standardized IT services to clients, the degree of asset
specificity can be considered as low. As the complexity to coordinate the outsourcing
transactions increases, the degree of asset specificity increases, too. However, TCE
models have often been criticized that the social context in which transactions are
embedded are not taken into account (Langfield-Smith and Smith, 2003). This refers to
topics such as culture, mutual cooperation, and distance. It can be assumed that the
degree of idiosyncrasy of the transaction type will affect the organizational structure
of a vendor. The degree of asset specificity thus influences the various organizational
dimensions as described earlier. This brings us to our second proposition.

Proposition 2: An increase of asset specificity will lead to adjustment in vendor
organizational structure.

Throughout the outsourcing arrangement, it can be assumed that the vendor’s
situation is subject to change that could lead to changes in their supporting
organizational structure and accompanying dimensions. As a result of an increase of
environmental uncertainty and a higher level of customization, the investments in
specific assets will lead to higher transaction costs. In particular, the coordination cost
to provide the delivery of IT services towards the client will increase. For example, a
vendor has to pay more attention towards monitoring, controlling and managing the IT
services internally. As such, it is expected that the adjustment of vendor’s
organizational structure will result in increased transaction costs. This results in our
last proposition.



Proposition 3: Vendors adjustment of their organizational structure will lead to an
increase of ex- post transaction costs.

A basic premise of this research is that environmental uncertainty and asset specificity
influences the vendor’s organizational structure, which in turn may affect the ex-post
transaction costs. These ex-post transaction costs refer to the costs of monitoring and
enforcing the outsourcing agreements (Rindfleisch and Heide, 1997). As prior research
is only limited, a straightforward and relatively conceptual framework, as depicted in
figure 1, was used for investigating the propositions as mentioned earlier. In order to
assess the extent to which vendors have to rearrange their organizational structure,
the changing client circumstances need to be known. Our framework identifies the
relationships between environmental uncertainty, and the level of asset specificity on
the vendor’s organizational structure and, subsequently, on ex-post transaction costs.

Environmental
uncertainty

P3

Organizational Expost
structure transaction costs

A 4

P2

Asset
specificity

Figure 1: Conceptual framework

3. METHODOLOGY
3.1 Case study

Studying the literature, we found that empirical research of the influence of
environmental uncertainty on vendors’ organizational structure is under-researched.
Due to the complex nature of outsourcing arrangements, we opted for an exploratory,
case-study-based research. This would gain us a deep understanding of the
phenomenon under study (Yin, 1994). Case study research is one of the most common
gualitative methods used in the field of Information Systems (Orlikowski and Lacono,
2001). Especially, an in-depth understanding of the influence of environmental
uncertainty on organizational structure may reveal the consequences that are related
to increased vendor’s coordination cost.

We selected an IT outsourcing vendor that operates globally and acts in a dynamic
market (see Appendix A). We assume that changing client circumstances will influence



the organizational structures of the vendor significantly. As a result, we are able to
study the impact of environmental uncertainty and asset specificity and their effect on
organizational structure and related transaction costs.

3.2 Data collection

Next, we selected a client case, which can be seen as our unit of observation studied
from a retrospective approach. Due to the aspect of research-ability, we took the
decision to study the vendor with a focus on the Netherlands. We collected data by
conducting in-depth interviews with eight vendor staff members, including IT
executives, service delivery managers, sales managers and experts positioned across
the firm. In this way we apply a cross-section within the organizations that yield to
establish a holistic view. All interviewed participants had been engaged in the
outsourcing arrangement with the client since the start in 2001. This was to ensure
internal consistency within the vendor organization. The varying hierarchical levels of
the interviewed staff members prevent that potential limitations of the evolving
phenomenon will arise. Interviewees were asked how they perceived the various
episodes and the vendor’s response (the questions used in the interview are described
in Appendix B). Interviews varied from 60 minutes to 120 minutes in duration.
Additional information was gathered from annual reports, outsourcing contracts,
satisfaction reports and financial information. All the interviews were then
transcribed, and the transcripts were sent to the participants to be confirmed. All
interviews were carried out during the period June to August of 2008.

3.3 Data analysis

When executing our qualitative research concept maps are used to guide us through
the process of data analysis. Since knowledge is fairly nonlinear, concepts can be seen
as organized networks. By selecting and organizing relevant information we are able to
identify links between concepts, so that we can fathom the data (Novak and Gowin,
1984). When executing our qualitative research, Atlas ti v5.2 was used for coding and
combing the interview data. Interview data of the eight staff members was translated
into concept maps. As a result of the coding process, we were able to create more
insight and identify relevant concepts and relationships. The empirical study was
clustered around four client episodes. As all different types of episodes during the
outsourcing arrangement may have an impact on the vendor we start with an analysis
of the extent to which client episodes affect the vendor. As (Lincoln and Guba, 1985)
pointed out, the validity of interpretive analysis defies quantification. We will include
excerpts (see Appendix C) from the transcribed interviews to support readers to judge
for themselves the validity of our research. This process allows us to develop a
qualitative, interpretative approach to construct a case study research.
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4. FINDINGS

Since we have conducted an empirical study from a retrospective approach, we are
able to determine the extent to which environmental uncertainty have affected the
vendor organization. We identified a number of critical client episodes, around which
our findings have been clustered. Each episode is described with the client
development and the vendor’s response. Studying these episodes we were able to
determine the effect on the vendor’s organizational structure.

4.1 Episode: Delivery struggle

After our vendor under study was selected by the client in 2001, a formal transition
programme was initiated. Our vendor developed a transition scheme to in-source the
IT infrastructure as originally managed by the client.

‘In general, it is our belief that the transformation phase has the strongest influence on
performance. We have the opinion that completing the transition phase successfully;
we have created the required starting point for a stable delivery phase. Subsequently,
we experienced that a sound performance will be the result’. (Source: a delivery
director).

After the completion of the transition programme the formal delivery phase started.
Although a thorough and in-depth delivery model was developed and discussed
extensively, a major disruption occurred. The vendor applied a leveraged delivery
model, meaning that all necessary operational available resources, capabilities and
technical assets, were shared with other clients. We observed that the client
experienced an increase in lead times of IT services, while the communication
between vendor and client was slow due to formal internal procedures as applied by
the vendor. Moreover, decision-making on the vendor's side was slow as a result of
the multiple layers in the hierarchy. As a result, business departments within the
client’s organization experienced difficulties in businesses operations such as the
processing of customers orders and their confirmation.

However, to assure business performance the client demanded dedicated operational
support. Consequently, the vendor announced the introduction of a client-oriented
team. This client-oriented team offered a dedicated approach in that they are
responsible for the delivery of services. The introduction of a client-oriented team
contributes to achieving flexible solutions that are proactive and adaptive. As a result,
a handover of decision-making was effectuated towards the client-oriented team
while shorter internal communication lines were assured. This dedicated customer
approach was realized in each geographical customer location.

4.2 Episode: Business needs for on-demand support
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As the business of the client under study can be characterized as dynamic and
demanding, the same dynamic attitude is required from the vendor. However, the
client experienced that the vendor was insufficiently meeting client expectations. Our
interviews with the vendor’s respondents revealed that client employees were
dissatisfied about the quality of the service desk when they reported incidents or
initiated changes. Long queues and undefined contact persons resulted in negative
satisfaction reports. Additionally, when delivery issues occurred the vendor was not
able to bring additional resources into action. When employees of business
departments of the client experienced disruptions, or even failures, in their IT systems,
these problems would result in financial losses. After an assessment, the vendor
concluded that the existing service level agreements did not fit with the high business
demands of the client. The client stated the need for on-demand support of their
vendor. Responding to the identified business need, the client-oriented team
developed a new service based on on-demand support.

This new service provides sufficient on-site support as additional service agents were
introduced in-house to solve the client’s incidents. Incidents or problems concern IT
applications, for instance, or hardware such as desktops and printers. Only after
having solved the problem, the corresponding administration and financial settlement
is processed. By developing this new on-demand service, service levels became more
differentiated. Moreover, the client is willing to pay for this additional service. This on-
demand service offers flexibility, meets client’s business needs and contributed
positively to client satisfaction.

‘The more demanding a client is, the more business uncertainty and organizational
structure will affect each other. For instance, by supporting our demanding client it is
crucial to apply a flexible behaviour. That’s why our service agents solve the client’s
issue’s first and register the issues later’. (Source: a service delivery manager).

4.3 Episode: Integrating IT services

Based on the sourcing strategy of the client, three vendors were selected to support
the main IT activities. Since the start of the sourcing arrangements, the client
experienced that managing the three vendors became more complex. On the one
hand, the main object of the sourcing management organization of the client was to
deliver end-to-end services towards their business departments and end-users. On the
other hand, the vendors all delivered single services that still needed to be integrated
by the sourcing management organization of the client. This integration not only
required ample effort but also sufficient technical knowledge, which had been
outsourced as a result of the sourcing arrangements. This resulted in increasing lead
times for delivery to business departments. Therefore, the client informally requested
our vendor under study to integrate the various technical services of all three vendors.
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The vendor agreed to do so and since 2007, our vendor acts as a service integrator,
managing their own services as well as those of the other contractors. However, in
practice this integration activity has not been formally agreed and included in the
contract. As a result, there is a serious tension in the relationship with the client and
other vendors. The interviews demonstrate that the client expects to receive an end-
to-end service which was not delivered. The cause of this underperformance is that
the other vendors will not cooperate with the integrator since they are not formally
informed by the client. The interviews with respondents of our vendor under study
show a lack of formal agreements and responsibilities. Additionally, as this integration
role has not been formally agreed in a contract our vendor does not receive any
financial contributions. This item is still a topic of negotiation.

‘The subcontractors won’t cooperate to integrate the various single services. Their
motivation is clear: since there is no contract that mentions the integration aspect,
they are also not paid. As we are not paid either, but still deliver an integral service this
issue causes a lot of tension in the relationship to both the client and other vendors’.
(Source: a sales manager).

4.4 Episode: Client sourcing strategy

Executive management of the client’s global organization experienced that market
dynamism increases over time. In order to respond quickly to the changing customer
needs the company also needs to change. As a result of the client adapting their
organization to the changing market circumstances, our IT vendor needs to align with
their client’s organizational structure. The client announced that they developed a
new sourcing strategy, changing their IT organization into a federative model. In this
approach the central IT department becomes globally responsible for devising policies
and related standards. In the federative model each business unit becomes
responsible for managing the IT vendors once they have been selected. The vendor
responded to this new client sourcing strategy with a sourcing integration model
supported by various processes such as service management and contract
management. This resulted in two-way communication towards the client. First,
communication with the client’s centralized IT department is intensified discussing
topics like architecture and policies. Secondly, communication was started with
decentralized departments to ensure the adequate delivery of day-to-day services.
Consequently, the vendor is developing both new assets and strengthening existing
assets, managing subcontractors and developing integral process management.
Moreover, organizational structures needed to be redesigned to support the services
as agreed.

‘We noticed that our client developed a new sourcing strategy that will have a very
important effect on our business. Their decision change towards a fully decentralized
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multivendor approach means that each BU becomes responsible for managing multiple
vendors. This will cost us money as we globally have to adapt our organizational
structure in delivering IT services’. (Source: a senior manager).

5. DISCUSSION

In the previous chapter we presented an overview of four episodes from the
perspective of the client and discussed the vendor’s response. The relationship
between the episodes and the TCE determinants are summarized in table 1. The
following sections are clustered around the described determinants. The empirical
findings are analyzed focusing on the relationship with the vendor’s organizational
structure.

Table 1: Relation between episodes and TCE determinants

Influence on Transaction
Cost determinants
Environmental uncertainty
Asset specificity

Episode

Delivery struggle

Business needs for ‘on-demand’

A ifici
support sset specificity

Environmental uncertainty
Asset specificity
Environmental uncertainty
Asset specificity

Integrating IT senvices

Client sourcing strategy

5.1. Environmental uncertainty

The results of our research provide strong evidence that environmental uncertainty
has an impact on the organizational structure as applied by the global vendor. Based
on the episodes described in section 4.2, various examples underpin how the
organizational structure is affected. Remarkably, at the start of the transition phase we
find that the vendor applied a leveraged delivery model. As a result of ample
experience of the vendor we expected to find a more customized approach, related to
an organizational structure to support the client. Since it is hard to predict future
developments, which are even more difficult to describe in contracts, our study shows
that the global vendor acts opportunistically by neglecting both the complexity of the
client organization and the dynamic market in which the client is acting. Moreover,
with regard to the length of the contract period the vendor could foresee that changes
in the client environment would occur. This is consistent with transaction cost
reasoning of environmental uncertainty. Evidence showed that the extension of the
vendor’s organizational structure by a client-oriented team was a response to
changing client circumstances, in this case environmental uncertainty. This approach
ensures the continuity of IT services and sustains the long-term relationship with the
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client. This finding is congruent with the vendor’s business strategy to focus on
customer intimacy. We found that the organizational structure of the client-oriented
team, including their dimensions, is closely aligned to the client organization in order
to facilitate the delivery of IT services.

Since the client operates in a dynamic environment, flexibility is a requirement in
order to cater for uncertainty on the client side. The vendor’s respondents indicate
that their organization is now capable of dealing with this demand. The interviews
show that the organization is supported by many processes and procedures to deal
with projects in a flexible way. To facilitate major projects with a global reach, rapid
response teams were additionally introduced that become responsible to execute
these projects. This assures direct decision-making and fast communication.

‘The client’s demand for flexibility is intense. When we want to answer client proposals
for new projects, this requires sufficient resources and capabilities form our side. If we
can’t respond adequately, it becomes a serious problem. Therefore, we introduced
‘forecasting’ in our Client Focus Team so that we can prepare ourselves and prevent
some surprises’. (Source: a programme delivery manager).

Based on the findings of the various episodes evidence was found that the functional
organizational structure of the vendor was affected. As a result, the vendor adjusted
their organizational structure and accompanying dimensions regularly. This supports
our first proposition.

5.2. Asset specificity

Discussing the second proposition, we found an interesting tension. Our analysis
shows that the global vendor started their outsourcing arrangement based on an
organizational structure that can be identified as highly standardized, and therefore
non-specific. Each IT service, such as IT infrastructure management and data centre
services, e.g. Hosting, was provided by a separate business unit that was organized in
such a way that only mass production of the IT service could be supported. Based on
the interviews with vendor representatives we found that the processes to deliver the
IT services were standardized, meaning that no exceptions were allowed to
accommodate variations in preferences (e.g. other service levels). Referring to this
situation, the level of asset specificity can be considered as low, while transactions are
relatively frequent. However, all episodes indicated that asset specificity affected the
vendor’s functional organizational structure to support the delivery of the client’s IT
services. This can be explained by the introduction of dedicated resources that dispose
of specific knowledge to support the client, resulting in an increase of the degree of
asset specificity. Moreover, the vendor changed their organizational structure, which
required more mutual cooperation between the team member’s located onsite,
onshore and offshore. This is consistent to transaction cost reasoning that as asset
15



specificity increases, more complex governance structures are required to attenuate
costly bargaining over profits from specialized assets (Dyer, 1997). Since asset
specificity refers to the degree of customization (Williamson, 1979) vendors seek the
promise from their clients before actually making the investment (Aubert et al., 2004).
This is consistent with the findings in our case study as the outsourcing arrangement
studied is based on a long-term contract period. The tension reveals itself that if the
transaction costs are too high, it is more appropriate to conduct the transaction in-
house, e.g. client side.

Another aspect that influences asset specificity concerns the client’s decision to
reorganize their sourcing management function by establishing a centralized and a
decentralized structure. Additionally, the clients change towards a federative structure
requires the alighment of processes between the centralized and decentralized client
business units to establish effective governance. Aligning these processes provided
input for governance decisions while formalizing the processes implementing those
decisions (Weill and Ross, 2004). Examples that were found included the IT investment
proposal process, the architecture process, and the service level management process.
Based on our interviews with the vendors’ respondents we found that implementing a
more idiosyncratic organizational structure increases the complexity as a result of
frequently interaction between the different teams on-site, onshore and offshore.
Moreover, tasks and related responsibilities of employees require regular alignment
between various on-site, on-shore and offshore teams, which also increased the
degree of asset specificity. The interviews with the vendor’s respondent’s show
various examples in which asset specificity influence their organizational structure. The
introduction, for instance, of IT infrastructure experts and IT architects expanded their
functional organizational structure both on-site and offshore. This finding supports our
second proposition.

5.3. Organizational structure

Although the vendor is organized globally, the representatives experienced no
obstruction with regard to the number of layers in hierarchy. This can be explained by
the fact that the client-oriented team have the responsibility to act local. In each
country where the global vendor is present an organization is built to support the
client locally. In this way the vendor’s organization can be considered as flat.
Moreover, we found that the limited layers in hierarchy stimulate the process of
decision-making in a positive way. Discussing the dimension of the level of horizontal
integration, we found that the boundaries of the representatives’ functions were
clearly defined. After the adaptation to the client’s business need, all vendor functions
contain explicit single roles in order to create a maximum focus on the client
organization. The technical functions, for instance, were also based on a single role.
When additional functions are required in supporting the client, several employees
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will be involved, each with specific knowledge, skills and experience. In this case we
found that the extent to which additional expertise was required by the client fits with
the vendor’s approach of lowering the level of horizontal integration.

In particular, we found that the client-oriented team have a decision-making
responsibility while they are able to communicate directly with their client’s
counterparts. The finding of the decision-making responsibility is contradictory to
specific literature on services outsourcing which rely on a formal, top—down,
systematic decision-making (Dibbern et al., 2004; Cohen & Young, 2006). More generic
literature shows that organizations that operate with a high degree of environmental
uncertainty may decentralize decision-making (Ruekert et al., 1985), rely less on
formal rules and policies and flatten their hierarchies (Walton, 1985). The locus of
decision-making is perceived by the client-team representatives as twofold. The
representatives have the opinion that they are authorized to make decisions that are
directly related to their client. The interviewed participants involved in the client-
oriented team argue that with respect to decision-making, their team operates almost
independently of the global organization. On the one hand, they are able to focus
completely on the client side, which is congruent with the vendor’s strategy to create
customer intimacy. On the other hand, the participants argue that this approach
creates a difference between their team and the global delivery organization, which
leads to tensions regularly.

‘The importance of the organizational structure is significant. Just after the deal was
signed, the transition period started. During that period, dimensions like decision-
making and communication were not aligned properly with the client organization.
When the formal delivery phase began, our organizational dimensions were
rearranged which improved the performance towards our client’. (Source: a
programme delivery manager).

5.4. Ex-post transaction costs

Interestingly, we found that all client episodes lead to an increase of the degree of
asset specificity on the vendor side. The interviews with vendor representatives
indicated that, as a result, the transaction costs expanded significantly. The
explanation may be twofold. First, it can be assumed that vendor investments in
specific assets increased the transaction costs significantly. For example, the
introduction of the on-demand support service and expanding the number of
employees in the client-oriented team, which are based on dedicated functions,
required a higher degree of asset specificity. This finding is consistent with transaction
cost reasoning. However, there may be another explanation for increased transaction
costs. The vendor applied an extensive blended organizational form, deploying teams
on-site, onshore and offshore. Hence, this organizational structure requires more
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resources and extends the mutual cooperation between the team members.
Consequently, extending the organizational chain, which comprises centralized and
decentralized client involvement up to the vendors geographically dispersed delivery
units, will result in higher vendor coordination cost to fulfill the provisioning of IT
services. This refers to the TCE logic of opportunity costs (transaction risk) that
includes the costs of failures to align the transaction with changing circumstances
(Speklé, 2001). The increase of opportunity costs, which can be expressed in terms of
time, energy and money, arise from a larger part of management attention in
managing the organizational chain, which became a recurring activity of the
outsourcing arrangement. The vendor has to deal with this finding as neglecting the
opportunity costs may lead to an unsatisfied client that might hazard a contract
renewal.

Interestingly, we found empirical evidence that the partial customization
(idiosyncratic) of the organizational structure, which is fulfilled by the vendor’s client-
oriented team, influences the ex-post transaction costs. Preliminary to the partial
customization all vendor delivery units were involved directly in the client
arrangement while acting independently from each other. Additional alignment
agreements on the vendor site were established to ensure the delivery of IT services.
This mechanism lead to hidden costs that increased the overall transaction costs too.
The adjustment of vendor’s organizational structure, however, indicated that the
overall transaction costs decreased. This evidence underpins our finding that the
vendor’s functional organizational structure can be considered as a mediator in
controlling the organizational chain and thus managing the ex-post transaction costs.

Moreover, studying the financial business case, which was established at the start of
the outsourcing arrangement, the interviews and document analyses revealed that
only the production costs to produce the IT services were calculated. The episodes,
however, show that the transaction costs increased substantially during the
arrangement. We did not expect to find that the vendor neglected the calculation of
coordination costs at all. It can be argued that the opportunistic behavior of the
vendor is the cause for neglecting the transaction costs. Offering standardized IT
services, while ignoring the level of client customization (e.g. mixed or idiosyncratic),
the transaction costs can be perceived as low. However, an important assumption of
transaction cost reasoning is that environmental uncertainty and asset specificity will
increase the transaction costs.

6. CONCLUSION

This paper has studied the influence of environmental uncertainty and asset specificity
on organizational structure and the ex-post transaction cost. A longitudinal study was
conducted to examine the effect of both determinants on a global vendor’s
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organizational structure. As the vendor started their arrangement based on a “one size
fits all” approach, client specific circumstances were neglected. We did not expect to
find a standard approach as our vendor under study has a long experience in the field
of providing IT outsourcing services.

Evidence was found that both environmental uncertainty and the degree of asset
specificity influence the vendor’s organizational structure. Findings show the effect of
the vendor’s potential opportunism that reflects to environmental uncertainty
(Specklé, 2001). Since client circumstances changed over time, the degree of asset
specificity increased, resulting in higher transaction costs. Consequently, the position
of the vendor will be less attractive when compared to competitors or even to a client
whose rationale was to outsource its IT-function in order to achieve cost reductions. It
can be argued that our vendor under study has to find a balance between the extent
of asset specificity and their market attractiveness. During the adaptability process the
vendor invested in re-designing their organizational structure by establishing a more
customized approach. As such, the vendor’s functional organizational structure can be
considered as a mediator in controlling the organizational chain and thus managing
the ex-post transaction costs.

It is important to note that our study is limited as we only studied the client case with
a focus on the Netherlands. As a result, we have been able to discuss only a part of the
global client case. A second limitation is the relatively small number of interviews.
Nevertheless, the findings as described are promising. Yet, vendor executives need to
deal with environmental uncertainty and asset specificity when developing a
functional organizational structure to support their clients. To some extent, the
vendor’s organizational structure must manifest an idiosyncratic character to meet
clients need. Consequently, vendors need to take coordination costs into account
when managing an outsourcing arrangement. Vendor executives and managers should
need to reassess their organizational structure regularly to select the required
governance mode. Specifically, vendors need to develop mechanisms to adverse the
effect of potential opportunism. By using their functional organization vendors are
able to manage the degree of ex-post transaction costs. Future research studies might
examine how an increase of transaction costs influences the business case of vendors
during the term of the arrangement. This provides insights of outsourcing
arrangements form the perspectives of vendors are profitable over time.
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Appendix A: Case study

Context of the global vendor

Our vendor under study is a leading global company for consulting, systems
integration and outsourcing. The company employs more than 90,000 persons, in 80
countries worldwide. The vendor classifies its key capabilities and solutions in the
global market as applications outsourcing, infrastructure outsourcing, managed
hosting, system integration and consulting. As a global company the vendor supports
large client organizations with a global reach. As stated in their business strategy the
vendor focuses on creating customer intimacy and offering flexible solutions.

The provider is organized in business units representing vertical industry groups,
horizontal lines of service and geographies. Most of their clients are served directly by
the industry vertical business units. These organizations are responsible for integrating
all of the company’s capabilities to deliver business results and industry process
expertise to their clients. The horizontal lines of service provide basic building blocks
of technology expertise such as scaled infrastructure management (Managed
Services), application outsourcing and consulting consistently across industries and
geographies. The horizontal service groups employ the standard processes and
procedures that allow the company to quickly deploy resources wherever they are
needed, and because the company is global, provide economies of scale. The
conundrum of being global is that the actual delivery of services needs to take place in
local contexts, including concerns related to language, culture and local business
practices. Geographies perform the vital task of maintaining customer intimacy, which
is a company’s defining characteristic. Their geographical, -local-, organizations
provides understanding of the cultures and markets in which they operate and
providing a channel for developing long-term relationships with local clients. The
provider divides the geographic operations in: America’s, EMEA (Europe, Middle East
& Africa), Asia and Australia.

Context of the client object of study

The object of our case study is a global diversified resources company. This global
company holds significant positions in major commodity businesses, including
aluminum and energy coal. Due to a limited number of competitors the resources
market as a whole is static. However, the pressure to deliver the resources globally
toward customers is dynamic. Being a global company and distributing the resources
to customers all over the world calls for a flexible mindset. Therefore the company
needs to be able to adapt to their customers and meet their demands. In 2000 the
company decided to outsource a significant part of their IT landscape to various
vendors. They divided their IT landscape into three main plots: (1) IT infrastructure and
global application maintenance, (2) local application support and (3) networks, data
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and telecommunications. The company’s sourcing strategy is based on a multivendor
policy. Our vendor under study was selected for the IT infrastructure plot that
constitutes 65% of all IT activities. The seven year, $700 million outsourcing contract
included the transfer of the customers IT staff to the vendor under study. In 2007, the
contract was extended for a period of three years.

Our vendor was selected for three reasons: their reputation in the market with regard
to flexibility, proven high quality of delivered services, and their willingness to adapt to
client needs by offering a customer intimacy approach. The company indicated that
our vendor was to have a direct relationship with their central sourcing management
organization and it was therefore not allowed to interact directly with the business
departments. The global resources company is supported by our vendor, based in
three regions: Europe, ASIA and Australia.
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Appendix B: Interview questions

The following questions will be a part of the in-depth interview sessions and will yield

more profound information. First, some generic questions will be addressed. Secondly,

specific questions that relate to the client case are discussed.

Generic questions

Number
1

Question
Please do elaborate on the mission of the company that is strived for, strategic
objectives (market leadership or cost leadership, differentiation strategy)

2

How important is providing outsourcing senices for your company (focus and priority of
the senice within the organization)

Can you describe the characteristics of the market segment your client is involved in?
(static or dynamic markets, simple or complex senices required)

Specific questions

Number

4

Question

How does your company deal with environmental uncertainty with regard to your
client? How is this process established? Who is responsible within the organization to
support this process? Who is discussing these developments with your client?

How did your company respond to these uncertainties over time?

Which bottlenecks can be addressed that restrain the organization for adapting to
client developments? Who is responsible for removing the bottlenecks and on what
level is this taking place?

How are the assets, as applied, influenced over time? How does your comapny deal
with adapting these assets?

Please describe some events that affected the assets within your organization during
the arragement?

To what extent is the functional organizational structure within your department
influenced by environmental uncertainty?

To what extent is the functional organizational structure within your department
influenced by the sourcing strategy of your client (e.g. sole sourcing, multi vendor
sourcing)?

To what extent is the functional organizational structure within your department
influenced by specific assets?

How are the organziational dimensions (number of layers in hierarchy , level of
horizontal integration , locus of decision-making , level of communication) influenced
by client uncertainties?




Appendix C: Excerpts of the interviews

Vendor's res

Construct org

anizational structure

Global
vendor

os

0so1

To what extent is the functional organizational
structure within your department influenced by
environmental uncertainty ?

Indeed, we notice the influence of environmental uncertainty on our organizational
structure. The client strongly focuses on our capabilities when they have to decide to buy
our application senvice offer. Our competition with provider Y is fierce as both parties are
able to offer the same type of IT senice. The capabilities applied are the differentator. The
performance offered strongly relates to the ability and availability of our capabilities and
how thaty are organized (technology, offshoring).

Global
vendor

os

0802

To what extent is the functional organizational
structure within your department influenced by
environmental uncertainty ?

The impact is high. Recent strategy decisions within our company will lead to more and
fierce competition in the market. This requiers a strong focus at each level in our
organzaition, which will have consequences for our capabilities and thus to our client.

Global
vendor

os

0s3

To what extent is the functional organizational
structure within your department influenced by
the sourcing strategy of your client (e.g. sole
sourcing, multi vendor sourcing)?

Our organizational structure is more and more affected by our client strategy. By means of
a recent change in our client strategy, from a fully centralized organziation towards a
decentralized organzaition, each BU will have the right to develop their own sourcing
strategy and accompanying policies. In practice, this means a change to a multivendor
strategy. However, this will cost us business as we have a share-of-wallet of 65% related to
the IT spend of our client. This new strategy definitly will have an impact on our capabilities
and governance.

Global
vendor

os

0S04

To what extent is the functional organizational
structure within your department influenced by
the sourcing strategy of your client (e.g. sole
sourcing, multi vendor sourcing)?

The sourcing strategy of our client will have a significant impact on our capabilities and
assets. This relates to (1) number and type of capabilities (assets); (2) the size of the
client within our firm(large/small); (3) relationship management (regional or central
appraoch); (4) transition (more smaller transitions in stead of few large transitions).

Global
vendor

0os

0s05

To what extent does specific assets and
organizational structure affect each other?

We sure notice the relation between capabilities (assets) and organzaitional structure.
Most importantly, we observe this relationship at our demanding client. The more
demanding our client, the stronger the relationship between capabilies (assets) and
organzaitional structure. For example, take the on-demand concept. Both the necessary
capabilities and adaptation to the required organizational structure (communication,
decision-making) lead to a more on-demand delivery model. High flexibility means that first
we solve the problem and create a trouble ticket later. As a result, we changed our
organizational design to the client environment (decision-making is low in our organzaition,
direct communication).

Global
vendor

os

0s06

To what extent does specific assets and
organizational structure affect each other?

There is a strong relationship which is influenced by the type of delivery that is applied. Our
global proposition in combination with offshoring senices influences our organzaition too.
An other example is the fact that our client is quit demanding. Decision-making is low in
our organization by means of the client-focus teams. Our blended organizational structure
is based on a mix between on-site and local (domestic) support and global delviery teams.
Despite the fact that many activities can be executed remotly, local presence is still
important. On the other hand, our choice to implement a dedicated client-focus team
contributes to establish the fit between capabilities and structure. The fit remains constant
while client circumstances changes often.

Global
vendor

os

0so07

To what extent does specific assets and
organizational structure affect each other?

Sure we notic the relation between both aspects. Our organizational design capability
(clients WHAT question) decides our design and implementation of specific dimensions
(decision-making, hierarchy). In particular, the client environment determines the
organzaitional dimensions of our structure (HOW question). These dimensies can be seen
as ‘soft skills’. Remark: during the salesphase we discussed these governance aspects
with the client ( perception management). We noticed that this approach also requires to
some extent the client appreciate this capabilities. Partially, it is about tacit knowledge,
that is dependent on clients maturity. At the same time, developing our assets need to be
a regular activity.
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