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Abstract Outsourcing, which involves business-to-business
arm’s-length exchanges with suppliers to supplement in-house
activities, has grown internationally in scope with the advent of
offshore outsourcing in which firms outsource business process-
es to be executed by suppliers in other countries. In spite of the
dramatic growth in outsourcing, managerial governance con-
cems about controlling and coordinating suppliers’ activities
are prevalent. We propose that the geographic location (i.e.,
localized outsourcing, global outsourcing, and onshore
outsourcing) from where the outsourced task is performed by
the supplier should influence the degree of relational governance
achievable, i.e., degree to which informal relationships and im-
plicit norms of behavior are established among clients and sup-
pliers. We apply transaction cost economics to suggest that
depending on the degree of relational governance required for
an outsourced task, firms might benefit by outsourcing the task to
specific geographic locations. We use an event study to
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investigate shareholder perceptions of the mode of 185
outsourcing announcements of Fortune 500 multinational corpo-
rations during 1996-2004. The results from a model that ac-
counts for the endogeneity of the choice of geographic locations
show that for most outsourced ventures global outsourcing is a
more effective relational governance strategy than onshore
outsourcing or localized outsourcing.
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Outsourcing of peripheral services comprises business to busi-
ness (B to B) relationships and involves transferring organiza-
tional support functions to third-party suppliers through arm’s-
length contracts (e.g., [60]). The phenomenon of outsourcing
has evolved to an extent that firms employ outside suppliers to
fulfill almost all administrative and technical support functions
ranging from customer support, accounting, and even tax-
based services [34]. As an industry, outsourcing is estimated
to garner up to $126.2 billion of revenues by 2015 [55]. The B
to B relationships involved in outsourcing are distinct from
most B to B relationships studied in the marketing literature
because outsourcing relationships involve a locational compo-
nent such that outside suppliers may serve their clients from
multiple international locations that require extensive cross-
border interactions and coordination [4, 15]. Moreover,
outsourcing B to B relationships involve arm’s-length con-
tracts (e.g., [34, 38]) rather than ownership-based contracts
such as joint ventures or full ownership that are studied in the
marketing literature (e.g., [1, 30, 31]).

The predominance of arm’s-length contracts creates cost
efficiencies but involves enormous governance hurdles [36]
because the outsourcing firm can neither govern by fiat [25]
nor closely monitor the supplier’s behavior [56]. Even though
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arm’s-length contracts ideally would not require any gover-
nance on the part of the outsourcing firm due to market
competition (i.e., supplier selection is competitive and market
driven, which provides incentives for suppliers to perform), in
reality the client firm has to coordinate with domestic and
international suppliers (sometimes both) and control the qual-
ity of the service generated; thereby calling for some form of
governance. The business press and academic literatures are
replete with examples of outsourcing failures especially in
international locations, wherein loss of managerial control
and degeneration of service quality lead to either contract
cancelation or contracts not being renewed [11, 49].

In this research, we study the governance problems of
outsourcing firms and propose that the choice of the geograph-
ical location from where the outsourced task is performed by
the supplier might address some of the governance issues.
Specifically, we propose that as monitoring or governance by
fiat are impractical in arm’s-length outsourcing contracts,
different degrees of relational governance, i.e., developing
implicit norms of understanding and commitment with the
third-party supplier to the extent required (e.g. [6]), is a
feasible option. Our conversations with 16 managers respon-
sible for outsourced ventures' point to the strategic impor-
tance of establishing informal relationships with suppliers.
Due to the relevance of relational governance in arm’s-length
contracts, we propose that managers should consider modes of
outsourcing that represent different degrees to which effective
relational governance may be achieved through the geograph-
ic proximity of the supplier’s location to the client. The first
mode is global outsourcing wherein a client requires a supplier
to perform the outsourced task from both onshore (i.e., within
the same country as the client) and from offshore locations.
The second mode is the more traditional mode of localized
outsourcing wherein a client requires a supplier to perform the
outsourced task from an offshore location only. We also
consider onshore outsourcing wherein a client outsources
services to a supplier that performs the task only within the
boundaries of the country in which the client operates.

To understand which mode of outsourcing (i.e., the extent
of relational governance achievable) is best suited for a par-
ticular outsourced venture, we turn to transaction cost eco-
nomics to outline the fit between an outsourcing mode and
attributes of the outsourced venture in terms of task complex-
ity, supplier-related uncertainty, and performance ambiguity
(e.g., [52]). In line with the organizational contingency frame-
work, we argue that the fit among outsourcing modes and
attributes of outsourced ventures should determine the perfor-
mance of the outsourced venture. For empirical validation of
performance consequences, we use an event study and explore
shareholder reactions to outsourcing announcements.

! We identified the 16 managers of different firms from Lou Dobbs’s list of
outsourcing firms and the participants of the OutsourceWorld conference
held in New York in 2007, then interviewed them for 45-60 min each.
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Shareholder reactions to firm-related events are often consid-
ered as market intelligence by managers, who consider stock
price movements as valuable indicators of stakeholder per-
ceptions about the firm (e.g., [40]). Event studies using share-
holder reactions to public announcements made by firms have
been used to understand the potential economic value of
multiple strategic organizational decisions (e.g., [21, 42,
51]). A study of shareholder reactions, in the form of abnormal
stock returns, thus provides a legitimate indication of the
future economic value of managerial decisions, including the
choice of outsourcing mode.

We organize the rest of this manuscript as follows: we first
describe how different degrees of relational governance may
be achieved through the three modes of outsourcing. Then, we
align each attribute of the outsourced venture with a mode of
outsourcing that best meets the relational governance de-
mands of that attribute to develop our hypotheses. Subse-
quently, we present the event study methodology and results;
we then conclude with a discussion of the study results,
limitations, and contributions.

1 Theory
1.1 Modes of Outsourcing

A complex phenomenon, outsourcing entails multiple modes
that reflect the geographic location from which a supplier
implements its task on behalf of a client. From business press
reports about outsourcing, we derive descriptions of the three
most prevalent modes of outsourcing: localized, global, and
onshore outsourcing.

Localized outsourcing involves transferring business trans-
actions to foreign nations [5, 17]; in 2003, Bear Stearns
reported that it had chosen Satyam Computer Services to
implement a significant portion of its information technology
operations from India. Global outsourcing refers to ventures in
which the supplier implements the outsourced venture from
both onshore and offshore locations, relative to the client (e.g.,
[53]). Thus, the announcement by Hospital Corporation of
America that it was transferring its application maintenance
and enhancement support services to Syntel, which would
manage these services from both Nashville, Tennessee, and
Hyderabad, India, represents a dual onshore and localized
outsourcing scenario. A common variation of global
outsourcing observed in practice involves the allocation of
different aspects of a large outsourced job to the supplier’s
various locations in multiple countries, depending on the
competencies, capacities, and cost structures of those different
locations [53]. In onshore outsourcing, suppliers work in the
same country as the client organization. For example, in 2001,
Comcast Corporation (client) publicly announced that Unisys
(supplier) would manage its remittance-related transactions
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from the latter’s Pennsylvania service center; thus, though
Comcast transferred this business transaction beyond its firm
boundaries, the transaction continued to be implemented with-
in the borders of the same country in which Comcast operates.

1.2 Comparison of Outsourcing Modes

We compare the modes of outsourcing in terms of the extent of
relational governance achievable through each. Other mecha-
nisms, such as output or behavior monitoring, exist, but they
tend to be insufficient or infeasible in arm’s-length contracts.
Tasks differ in the degree to which their output can be quan-
tified (e.g., [50]), and the threat of supplier opportunism rarely
is limited to just the output generated [39], such that the client
needs confidence in the supplier’s overall intentions, beyond
output [13]. Furthermore, the absence of any formal hierar-
chical authority between the client and supplier makes behav-
ioral monitoring not only difficult [10] but also prone to
misunderstanding and distrust [18]. Therefore, we focus on
relational governance instead, for which the absence of hier-
archical authority actually creates opportunities to promote
social processes in which suppliers may choose to (rather than
being told to) participate (e.g., [7]).

The social processes embedded in relational governance
involve repeated, personal interactions, travel to supplier sites,
and extensive sharing of explicit and tacit information. The
development of relational ties thus implies dedicating time
and resources to informal exchanges, mutual collaboration,
and communication about implicit expectations of reciprocity
and longevity [37, 45]. The location of the supplier (i.e., mode
of outsourcing) has a significant influence on the efficiency
with which the social processes of relational governance can
be enacted.

Localized outsourcing involves considerable hazards due to
the geographical, cultural, political, and legal distances between
a client and a supplier [27, 29, 44]. The transfer of employees
between client and supplier locations may be cumbersome, due
to legal concerns such as immigration regulations. Information
exchange also may be ineffective due to differences in lan-
guages or cultural norms. Because of differences in regulations
related to trade, taxation, capital movements between client and
supplier countries, the possibilities that operations may be
disrupted and contracts reneged on as a result of governmental
policy shifts are considerable (e.g., [23, 48]). Localized
outsourcing thus may not be able to effectively facilitate rela-
tional governance. In contrast, with onshore outsourcing, the
presence of both client and supplier in the same country should
facilitate their quick establishment of joint teams, task forces,
and committees that regularly visit the supplier sites and share a
common language without cultural barriers. The common um-
brella of a single legal and political system fosters the willing-
ness of both parties to invest in long-term trust-building mea-
sures that are not subject to volatile changes or the interference

of foreign governments [28]. Thus, we anticipate the scope for
relational governance in onshore outsourcing to be more than in
localized outsourcing.

As the hybrid form, global outsourcing facilitates relationship
building with the supplier through the onshore location, but the
simultaneous presence of offshore task implementation might
create challenges related to interpersonal interaction, open com-
munication, and politically or legally induced disruption of in-
formal relationships. In terms of relational governance, global
outsourcing thus should be less effective than onshore
outsourcing but more effective than localized outsourcing.

1.3 Aligning Outsourcing Modes with Attributes
of the Outsourced Venture

Because outsourcing relies on contracts, we turn to theories of
contractual exchange, specifically transaction cost economics,
to develop a set of attributes that likely are relevant to the
outsourced venture. Transaction cost economics suggests that
asset specificity and uncertainty determine governance mech-
anisms. We thus define three broad attributes of an outsourced
venture: task complexity, supplier-related uncertainty, and
performance ambiguity. Task complexity incorporates notions
of asset specificity, supplier-related uncertainty refers to per-
spectives on insufficient information about supplier motiva-
tions and capabilities, and performance ambiguity builds on
the lack of quantifiable metrics to measure task outcomes.

1.4 Task Complexity

For a client, an outsourced task becomes more complex as it
becomes increasingly embedded in a network of organization-
al procedures with a multitude of processes and entities. The
complexity of the task warrants the deployment of resources
uniquely configured to facilitate interactions and data ex-
changes among multiple organizational processes and entities.
In a sense, as task complexity increases, the resources become
less redeployable to other tasks. The uniqueness of the re-
sources dedicated to the task increases switching costs and
might make the client vulnerable to opportunistic supplier
behaviors (e.g., [2]). As task complexity increases, the client’s
need for relational governance increases too, as a means to
engender supplier trust and reciprocity and thus protect the
client’s investments in specialized resources.

These requirements for higher relational governance mean
that as task complexity increases, onshore outsourcing should
represent the most desirable option, because of the supplier’s
closer proximity, which facilitates cost-effective, informal
relationship building. However, between global and localized
outsourcing, we anticipate a preference for the former, be-
cause of the substantial onshore presence of the supplier in
global outsourcing. This onshore representation in global
outsourcing provides a degree of supplier contact and
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familiarity that localized outsourcing cannot provide. Thus, as
task complexity increases, shareholders should prefer onshore
outsourcing most and localized outsourcing least.

Hypothesis 1 As task complexity increases, the abnormal stock
returns associated with the outsourced venture are higher for
(a) onshore outsourcing than for localized outsourcing, (b)
onshore outsourcing than for global outsourcing, and (c)
global than for localized outsourcing announcements.

1.5 Supplier-Related Uncertainty

Supplier-related uncertainty refers to a client’s inability to
gauge a supplier’s potential behavior ex ante (i.e., during
supplier selection) or ex post (i.e., after the contract has been
signed and the outsourced venture is operational).

1.5.1 Ex ante Uncertainty

At the time of supplier selection, supplier-related uncertainty
reflects a client’s lack of knowledge about a supplier’s inten-
tions and competencies (e.g., [33]). A high level of supplier-
related uncertainty could lead to an adverse selection problem,
such that the client must select a supplier based on incomplete
information (e.g., [3]), which increases the risks of supplier
opportunism and raises the potential for poor task perfor-
mance (e.g., [59]). Increasing supplier-related uncertainly thus
demands a governance mechanism that engenders a sense of
obligation in the supplier to deliver as promised. The gover-
nance mechanism should allow the client to interact with and
visit the supplier frequently to keep track of the supplier’s
actions without formally enforcing behavioral monitoring. We
operationalize ex ante supplier-related uncertainty in terms of
prior relationships.

Specifically, prior relationships with a bidding supplier
enable a client to develop an understanding of the supplier’s
trustworthiness, competence, and limitations when bidding for
service agreements. Familiarity born from these prior relation-
ships produces a common language that reduces uncertainty
about potential supplier behaviors [19]. Suppliers have a “ten-
dency ‘to paint a rosy picture’ to clients” initially, and because
of the intangible nature of some of their capabilities, they are
“difficult to quantify and assess,” which makes past relation-
ships useful in this context ([57], p. 77). As the number of prior
relationships with a bidding supplier increases, the client’s
uncertainty about the supplier should decline, which increases
the client’s confidence in selecting this supplier for an
outsourcing venture. The need for further investments in rela-
tional governance processes accordingly should decline.

Because the three modes of outsourcing involve different
degrees of relational governance, we predict that as prior
relationships increase, the need for governance through active
relationship building decreases, and, as a result, the mode of
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outsourcing matters less. In this case, transaction efficiencies
may be facilitated more by production efficiencies than by
governance mechanisms. After all, cost savings are often one
of the primary reasons for arm’s-length outsourcing contracts
(e.g., [22]) especially if the outsourced task involves admin-
istrative and technical services (e.g., [34]). Therefore, as ex
ante supplier uncertainty decreases, the most feasible mode of
outsourcing may be dictated by production efficiencies rather
than governance-related concerns. In terms of production
efficiencies, localized outsourcing should be the most pre-
ferred option, because implementing outsourced operations
in foreign locations (typically developing economies) gener-
ally facilitates access to low-cost labor and skills and wage
arbitration opportunities. The cost reduction opportunities are
less prominent for global outsourcing, whereas they are non-
existent with onshore outsourcing, because the lack of off-
shore implementation means the client lacks access to low-
cost opportunities. Thus, as ex ante supplier-related uncertain-
ty decreases, shareholders should reward localized
outsourcing the most and onshore outsourcing the least:

Hypothesis 2 As ex ante supplier-related uncertainty de-
creases, abnormal stock returns associated with the
outsourced venture are lower for (a) onshore outsourcing than

for localized outsourcing, (b) onshore outsourcing than for

global outsourcing, and (c) global outsourcing than for local-
ized outsourcing announcements.

1.5.2 Ex Post Supplier-Related Uncertainty

We define ex post supplier-related uncertainty, which we
operationalize as the length of the outsourcing contract, as
the extent to which the outsourced venture may be exposed to
opportunistic supplier behavior, once the venture is operation-
al. As contract length increases, a supplier’s familiarity with a
client’s business increases, which should grant the supplier
greater access to proprietary information and tacit learning
about the client’s internal processes (e.g., [32, 61]). In addi-
tion, the possibility that a client may need to reconfigure
strategic processes in the long term and adapt the terms of
the contract to align strategic processes with environmental
changes increases with longer contract length (e.g., [35]).
Long-term contracts must be flexible to accommodate future
adaptations and make future contract renegotiations cost ef-
fective [12, 41], so with longer contract length, perhaps pur-
posefully incomplete (flexible) contractual guidelines gener-
ate future opportunities for the supplier to renege and drive
costly bargains. To ensure that the client retains contract
flexibility but also can prevent supplier opportunism, clients
should develop close relationships with suppliers based on
mutual trust, commitment, and willingness to adapt [16].
Overall, as contract length increases, ex post supplier uncer-
tainty increases, which increases the demand for an
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outsourcing mode that can facilitate close, informal interac-
tions, and cooperative behaviors. We therefore propose that
due to their physical proximity implications, onshore
outsourcing is the most and localized outsourcing is the least
appropriate mode.

Hypothesis 3 As ex post supplier-related uncertainty in-
creases, abnormal stock returns associated with the
outsourced venture are higher for (a) onshore outsourcing
than for localized outsourcing, (b) onshore outsourcing than
for global outsourcing, and (c) global than for localized
outsourcing announcements.

1.6 Performance Ambiguity

Performance ambiguity constitutes the client’s inability to
quantify the task outcomes of the outsourced venture (e.g.,
[14]). A client’s goal for outsourcing determines the outcome
that must be measured. As the degree of intangibility of
outsourcing goals increases, the extent to which task outcomes
can be reliably quantified decreases. For a goal such as quality
enhancement, the task outcome is abstract and cannot be
measured easily, which increases a client’s concerns about
the outsourced venture [9, 46, 58]. Such high-performance
ambiguity requires the client to interact repeatedly with the

- Localized outsourcing
- Global outsourcing
- Onshore Outsourcing

Task Complexity

Supplier-Related Uncertainty

Ex-post V.

Performance Ambiguity
-Intangibility of Outsourcing Goal

Fig. 1 Conceptual framework

Mode of Outsourcing

Ex-ante o beoeeoo o Ny

supplier and establish a mutual commitment to cooperative
behavior—that is, it demands increased relational governance.
With this demand, increased performance ambiguity should
make supplier proximity more important. We thus propose
that shareholders value onshore outsourcing most and local-
ized outsourcing the least.

Hypothesis 4 As performance ambiguity increases, the abnor-
mal stock returns associated with the outsourced venture are
higher for (a) onshore outsourcing than for localized
outsourcing, (b) onshore outsourcing than for global
outsourcing, and (c) global than for localized outsourcing
announcements.

We summarize our hypotheses in Fig. 1, which also in-

cludes the dependent, independent, and moderating constructs
and their proposed relationships.

2 Method
2.1 Data and Variable Operationalization

We collected outsourcing announcements by Fortune 500 mul-
tinational corporations from the Factiva database; in so doing, we

e e N
Shareholder Reactions
e »l
___________________________________________ >l Abnormal Stock Returns
A
N il > :
Controls

- Client Firm Size
- Industry Concentration
- Year Dummy
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ensure the client firms are big enough to have the potential for
global operations. We collected announcement information in
the following manner. To investigate all three modes of
outsourcing to third-party suppliers (localized, global, and on-
shore), we determined common terms used to describe the
overall phenomenon of outsourcing through a review of articles
in the business press. We selected the earliest announcement of
an outsourced venture for any company in a particular year [26],
After screening the announcements,” we retained 185
outsourcing announcements during 19962004 that represented
49 onshore outsourcing, 65 localized outsourcing, and 71 global
outsourcing announcements. Independent sample tests for the
equality of means (¢tests) of the three outsourcing samples reveal
no statistically significant differences across the three groups in
terms of liquidity ratios, returns on assets, net income growth, or
gross revenues. Approximately 24 % of outsourcing announce-
ments involved firms in the financial services, insurance, or
commercial banking industries; approximately 27 % came from
firms in the retailing, energy, and utilities industries; 3 % were by
business and consulting firms; and the remaining 46 % of
announcements were made by firms in manufacturing industries.

We describe the variable operationalizations (including mod-
erators) and offer some examples of outsourcing announcements
in Table 1.> We present the descriptive statistics in Table 2.*

2.2 Measuring Shareholder Reactions as Abnormal Stock
Returns

Consistent with the event study methodology, we calculate
abnormal stock returns (i.e., dependent variable) over an event

2 We initially obtained 490 outsourcing announcements. We screened
them by deleting any that contained general outsourcing discussions.
Using an event window of 3 days prior to and after the date of each
announcement, we searched for announcements on all possible topics
about the focal company, then excluded any announcements whose event
period contained disclosures related to mergers and acquisitions, spin-
offs, stock splits, CEO or CFO changes, layoffs, restructurings, or earn-
ings, as is the recommended practice for event analysis [40].

* We control for client firm size because larger firms, with their greater
resources relative to smaller firms (e.g., [43]), may be able to devote more
resources to governing outsourced ventures and therefore better influence
shareholder perceptions of outsourcing productivity. We also control for
industry concentration; in an industry with high concentration, a few
firms maintain extensive market share, so the incremental competitive
benefit of one outsourced venture to each firm may be less than the
benefits that accrue to the many struggling firms in an industry with
low concentration. Thus, shareholders may value an outsourced venture
differently depending on the industry concentration. We also account for
the time of outsourcing by incorporating year-specific dummy variables.
*# Our choice of theoretical constructs was limited to data available in
public outsourcing announcements. According to an event study meth-
odology, shareholders should respond only to information available in
public sources. Most details about an outsourced venture are limited to the
information that either the client or the supplier publicly announces, so by
relying on outsourcing announcements, we should be able to tap the
information that shareholders possess and act on. This approach is con-
sistent with prior event study research (e.g., [21]; [51]).

@ Springer

window surrounding the day of the actual announcement,
using the cumulative abnormal returns (CAR; operationalized
using three methods—see Appendix) and buy-and-hold ab-
normal returns (BHAR). Thus, we obtain two separate mea-
sures of abnormal stock returns, which we can use to cross-
validate our results. Both CAR and BHAR are common in
event studies [40]; we provide details on these two measures
in the Electronic Supplementary Material (ESM) Appendix.

We build a regression model to test our hypotheses. Al-
though we provide complete details of our regression model in
the ESM Appendix, we highlight that we make modifications
to our basic regression equation for two reasons. First, since
we do not know whether Fortune 500 firms without
outsourcing announcements differ systematically from those
with outsourcing announcements during the study period, we
need to correct for sample selection bias, which if not
accounted for could distort parameter estimates. As recom-
mended by [24], we use the inverse mills ratio from the
Heckman’s selection procedure as a correction term in our
basic regression model [20]. Second, we correct for
endogeneity because the independent variables in our regres-
sion model, modes of outsourcing, are strategic choices by
managers that likely depend on several factors. As a result,
shareholders could be reacting to the factors leading to the
choice of a mode of outsourcing rather than the mode of
outsourcing itself. Because the modes of outsourcing are
coded as binary variables, the most feasible endogeneity cor-
rection is the instrumental variable approach as prescribed by
[24], which involves a probit model as the first step followed
by derivation of the inverse mills ratio to be included in the
basic regression model.

3 Results

For each attribute (i.e., task complexity, ex ante supplier-
related uncertainty, ex post supplier-related uncertainty, and
performance ambiguity), we examine the comparative effects
of the three outsourcing modes on abnormal stock returns. In
the aggregate data with all three modes, the mean CARs and
BHARs are consistently statistically significant for the event
window (0, +1).> We therefore use the abnormal returns for

> When we calculate the abnormal returns at the time of the outsourcing
announcements, we find in the case of localized outsourcing
announcements, the results over a 2-day event windows are negative
and statistically significant (mean CAR (0, +1)=—-0.56 %, generalized
sign z=—1.98; mean BHAR (0, +1)=—0.56 %, generalized sign z=—1.99.
In the case of onshore outsourcing, results over a 2-day event windows
are negative and statistically significant (mean CAR (0, +1)=-0.61 %,
generalized sign z=—2.11; mean BHAR (0, +1)=—0.60 %, generalized
sign z=—2.03). The results for global outsourcing are statistically signif-
icant but positive over a 2-day event window (mean CAR (+1, +2)=
0.47 %, generalized sign z=2.21; mean BHAR (+1, +2)=0.48 %, gener-
alized sign z=2.20).
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Table 1 Variable operationalization

Relevant examples

Variable Variable description Coding
Localized outsourcing  Work is not performed in same nation as client. 1
Some portion or all of the work is performed 0

in same nation as client.

Onshore outsourcing  Entire work is performed in same nation as client. 1

Entire work is not performed in same nation 0
as client.
Global outsourcing Work is performed in the same nation as client 1

and in foreign location.
Work is performed exclusively onshore or offshore. 0

Task complexity Number of client subsidiaries across the globe Data range,
that is simultaneously involved in the same 1-22
outsourced venture with one supplier. (The
synergies among multiple cultural and political
entities increases task complexity, because
more resources must be dedicated to procedures
to facilitate seamless coordination that spans
client subsidiaries, client headquarters, and
their common supplier)

Ex ante supplier- Number of prior outsourcing contracts with the Data range,
related uncertainty supplier selected in the current outsourcing 0-3
Prior relationships announcement. These prior contracts are
with supplier unrelated to the current contract.

Ex post supplier- Length of contract in years Data range,
related uncertainty 1-10

Length of contract

Performance ambiguity The metrics depend on the goal and the nature of the
-Intangibility of function. For example, quality improvements to
outsourcing goal business processes such as customer service may

be objectively measured using customer satisfaction
indices; quality improvements for IT infrastructure
management may be only subjectively assessed.
Two expert judges read the announcements,
considered both the stated goal and the outsourced
task, and then coded the intangibility of an
outsourcing goal on a scale of 1 to 5, in

increasing order. We used the average of the

ratings by the two expert coders. Inter-rater
reliability score was 0.81.

Controls: industry Herfindahl’s index and the average share
concentration, price xnumber of shares outstanding over
client firm size the event period [8], $ Sales (in millions)

In 2003, Bear Stearns reported a 3-year contract with its
selected supplier Satyam Computer Services to operate
computer maintenance services completely from India
(coded 1).

In 2001, Unisys Corporation announced it would manage
remittance payments for Comcast Cable from its
Pennsylvania service center for 6 years and open a
second facility in Washington (coded 1).

In 2001, HCA, a healthcare services provider in the USA,
announced it was transferring IT application
maintenance and enhancement support services to
Syntel, which would manage services from Nashville,
Tennessee, and Hyderabad, India for 5 years (coded 1).

“BT today announced a new 5-year outsourcing contract
with Honeywell. The deal will see BT manage and
deliver communications and networking services to
Honeywell sites throughout 15 European countries” (PR
Newswire 2003) (coded 15 for 15 Honeywell
subsidiaries)

“Merrill Lynch has completed a 3 year agreement to
outsource all fund accounting and daily pricing services
for its US retail mutual funds to State Street Corp.”
(Business Wire 2001) (coded 1).

“ACS has been a valued BPO provider for more than
4 years providing accounts payable and document
management services. In a new deal ACS will provide
Office Depot with accounts receivables functions for a
year” (Business Wire 2003). No other outsourcing
announcement between Office Depot and ACS was
found in the database (coded 1).

“EDS and Bank of America today announced they signed
a 10 year $4.5 billion managed network outsourcing
services agreement. EDS will help Bank of America
transform its voice and data network infrastructure by
providing the company with stronger and more flexible
operating platforms” (PR Newswire 2002) (coded 10).

“General Motors Corp. announced a definitive 5-year
outsourcing agreement to improve operational
flexibility. Under the agreement, Arvato services, Inc.
will provide General Motors with services including
fulfillment, lettershop, print on demand services,
inventory and procurement management and postal
optimization and consolidation services from its state of
the art logistics and customer care center in Duncan,
South Carolina” (Information Week 2003) (coded 5
because flexibility is not easily quantifiable).

Announcement in “CBS has positioned the outsourcing
contract with SMS as part of an overall strategic
business program ... CBS will transfer day-to-day
management of its data processing operations to SMS
so that it can focus on bottom-line objectives to lower
costs and improve the company’s overall operating
efficiencies” (Business Wire 1997) (coded 1 because
efficiencies are quantifiable).

We square the market share of all firms in an industry in
a year, then sum those squares.
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this event window as the dependent variable in our regression
equation. Multicollinearity does not seem to be an issue; the
highest variance inflation factor is 3.20 (smaller than 10). We
discuss the results for the regression with mean CAR (0, +1)
as the dependent variable; the results are statistically equiva-
lent when we use mean BHAR (0, +1) as dependent variable
as well.

Because localized outsourcing represents our base mode,
we compare it with onshore outsourcing and global
outsourcing. If the coefficients related to onshore outsourcing
(global outsourcing) are positive, the abnormal stock returns
for onshore outsourcing (global outsourcing) are higher than
those for localized outsourcing, such that shareholders prefer
onshore (global) to localized outsourcing. To compare on-
shore outsourcing and global outsourcing, we conducted Wald
tests with the relevant coefficients.® Finally, though we includ-
ed all the main and interaction effects in a single regression;
for ease of presentation, we display the results separately in
Table 3a—c.

3.1 Main Effects of Outsourcing Modes

The main effect of global outsourcing is positive and statisti-
cally significant (b=9.48, p<0.05); shareholders prefer global
over localized outsourcing (see Table 3a). The main effect of
onshore outsourcing is not statistically significant (b=8.01,
p>0.69). In a Wald test, we find that shareholders seem to
favor global outsourcing over onshore outsourcing (w=—1.47,
p<0.10).

Although the coefficient of the sample selection correction
parameter is not statistically significant (X;*=40.21, p>0.58),
both the endogeneity correction parameters are statistically
significant (\"=-22.49, p<0.01; \'°**'=10.39, p<0.05).
Thus, shareholders appear cognizant of the factors that man-
agers take into account when choosing a specific outsourcing
mode.

3.2 Hypotheses Tests
3.2.1 Task Complexity

We suggested in Hypothesis 1 that as task complexity in-
creases, shareholders would rank onshore outsourcing first,
followed by global outsourcing and then localized
outsourcing. However, as we show in Table 3b, the only
statistically significant result is that shareholders favor global
outsourcing (b=2.56, p<0.05; Table 3b) over localized
outsourcing. Therefore, Hypothesis 1 is supported partially.

® For example, if we lay out our model with the main effects of interest,
such that CAR=hy+b; xonshore outsourcing+h, xglobal outsourcing,
the Wald coefficient becomes (b;—b,), and its standard error is calculated

by \/(variance(b1 )+variance(by)—2 x covariance(by by ) 185 (Greene 2002)
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3.2.2 Ex Ante Supplier-Related Uncertainty

For the test of Hypothesis 2, which predicts that lower ex ante
supplier-related uncertainty increases preferences for localized
outsourcing but decreases preferences for onshore
outsourcing, we note that a negative coefficient of interaction
between prior relationships with the bidding supplier and
onshore outsourcing would indicate lower preference for on-
shore outsourcing than for localized outsourcing in cases of
lower ex ante supplier-related uncertainty. We interpret the
coefficients of interaction between the measures of ex ante
supplier-related uncertainty and global outsourcing similarly.

As we show in Table 3¢, we find support for this hypoth-
esis. The coefficient of interaction between prior relationships
with the bidding supplier and onshore outsourcing (hb=—3.51,
p<0.10) is negative and statistically significant. The Wald test
between the coefficients of the interactions of prior relation-
ships with the bidding supplier with both onshore outsourcing
and global outsourcing is negative and statistically significant
(w=-0.95, p<0.05). Finally, the coefficient of interaction
between prior relationships and global outsourcing is negative
and statistically significant (b=—2.56, p<0.01).

3.2.3 Ex Post Supplier-Related Uncertainty

As ex post supplier-related uncertainty increases (measured as
the length of the contract), shareholders should prefer onshore
outsourcing most and localized outsourcing least. As we show
in Table 3¢, we do not find support for Hypothesis 3a, because
the coefficient of interaction between length of contract and
onshore outsourcing is not statistically significant (h=—2.23,
p>0.91). For Hypothesis 3b, the Wald test with length of con-
tract and onshore versus global outsourcing reveals that global
outsourcing is preferred over onshore outsourcing (w=—14.04,
p<0.05)—the opposite of our prediction. However, we find
support for Hypothesis 3c, in that the coefficient of interaction
between length of contract and global outsourcing is positive
and statistically significant (b=11.81, p<0.01), so shareholders
prefer global to localized outsourcing. As ex post supplier-
related uncertainty increases, shareholders prefer global
outsourcing most, and they do not seem to differentiate between
onshore outsourcing and localized outsourcing.

3.2.4 Performance Ambiguity

Finally, we have hypothesized that as performance ambiguity
(in terms of the intangibility of outsourcing goals) increases,
shareholders should prefer onshore outsourcing most and
localized outsourcing least. We find support for Hypothesis
4a because the coefficient of interaction between intangibility
of outsourcing goals and onshore outsourcing is positive and
statistically significant (b=8.35, p<0.01). We do not find
support for Hypothesis 4b though; the Wald test with the
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Table 2 Descriptive statistics and bivariate correlation coefficients

Mean(sd) (1) @ G & G © O @ © (10

CAR (0, +1) —2.04 (56.13)
Localized outsourcing (2) 0.35(0.26) —0.19
Global outsourcing (3) 0.38(0.51)  0.24* —0.33
Onshore outsourcing (4) 027 (0.41) —0.18° —0.35 —0.74
Task complexity, geographic scope (5) 5.32(4296) 0.04 027* —0.02 —0.14
Ex ante supplier-related uncertainty, prior relationships (6)  1.12 (0.42) —-0.04  0.09 0.07 —0.14 0.03
Ex post supplier-related uncertainty, length of contract (7)  4.05(0.71) -0.05 -0.12* -0.13 0.15 -0.13 0.13
Performance ambiguity, intangibility of 3.30(7.68) -0.05 -0.05 0.13 -0.09 -0.01 —0.01 —0.01

outsourcing goal (8)
Client firm size (9) 33.51(58.70)  0.29* —0.02 001 0.00 —0.01 —0.04 0.14° 0.07
Industry concentration (10) 0.27(0.33) 005 -0.05 0.07 —-0.03 0.05 0.05 —0.09 0.06 —0.11

s.d. standard deviation
*Significant at 5 %
® Significant at 10 %

intangibility of outsourcing goals, onshore outsourcing, and
global outsourcing is not statistically significant (w=0.73,
p>0.19). In support of Hypothesis 4c, the coefficient of inter-
action between intangibility of outsourcing goals and global
outsourcing is positive and statistically significant (h=7.62,
p<0.01). As performance ambiguity increases, in comparison
with localized outsourcing, shareholders prefer onshore or
global outsourcing; however, there is no difference in prefer-
ence between onshore and global outsourcing.

4 Discussion

We examine the geographic location of the outsourced task as
a key determinant of the extent of relational governance
achievable in outsourced ventures of Fortune 500 multination-
al corporations. Three modes of outsourcing (localized, glob-
al, and onshore outsourcing) vary in the extent of relational
governance they allow, so these outsourcing modes should be
aligned to the governance needs of the outsourced ventures.
We use transaction cost economics to conceptualize the
outsourced venture in terms of task complexity, supplier-
related uncertainty, and performance ambiguity.

Overall, localized outsourcing is not the most popular
option, likely due to the barriers that geographical, cultural,
political, and legal distances pose (e.g., [54]). This result also
vindicates anecdotal evidence about the societal misgivings
that arise in response to localized outsourcing, including the
potential for higher unemployment rates domestically, wage
compression, organizational concerns, security risks, and
knowledge misappropriation by foreign suppliers. The only
time shareholders are overwhelmingly in favor of localized
outsourcing is when the contracts are with known suppliers.
Prior relationships with suppliers provide enough knowledge

about the suppliers’ capabilities and commitment to allay
concerns and warrants focus on production efficiencies.

Unlike localized and onshore outsourcing, global
outsourcing seems preferable for multiple types of outsourced
ventures. Quite unexpectedly, we find that though the need for
relational governance is high when task complexity increases,
global outsourcing rather than onshore outsourcing is most
preferred. This result may be an artifact of our
operationalization of task complexity. When the geographic
scope of the outsourced process spans multiple client subsid-
iaries across the globe, onshore outsourcing loses some rele-
vance, because by definition, onshore outsourcing requires the
supplier to operate from every country in which a client
subsidiary exists. Such multiple co-locations are unlikely to
be economically viable, such that onshore outsourcing is not a
likely option. To manage operations in multiple sites, global
outsourcing appears to be the best option. Suppliers such as
Syntel and Electronic Data Services (now part of Hewlett-
Packard) maintain subsidiaries in multiple countries, which
often enable them to ensure their presence in most client sites,
even as the geographic scope of the outsourced venture in-
creases. Such overlaps between multiple client sites and sup-
plier locations create opportunities for information exchange,
frequent communication, and shared implicit behavioral
norms across different countries.

Contrary to our hypotheses, even with greater uncertainty
about a supplier’s long-term actions with a longer outsourcing
contract, shareholders prefer global outsourcing over onshore
outsourcing, even though the latter seemingly would provide
more relational governance benefits. Perhaps these clients are
concerned about supplier-related long-term uncertainties but
also value flexibility for future contract adaptations. Global
outsourcing can be easily scaled down by the supplier to either
an onshore or an offshore implementation, then scaled back up
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Table 3 The main and interac-
tion effects in a single regression

The base case is localized
outsourcing. Therefore, all coef-
ficients are interpreted relative to
localized outsourcing. All the
main and interaction effects are
the results of a single regression.
Results in italics are discussed in
the text

MAM market-adjusted model
*Significant at 1 %

b Significant at 5 %

¢ Significant at 10 %

Independent variables D. V.
Mean Mean
CAR (0, +1) BHAR (0, +1)
MAM MAM
Main effects of modes of outsourcing and control variables
Constant Constant —18.2F (7.39) —15.10* (6.93)
Modes Onshore outsourcing 8.01(16.66) 7.22 (5.62)
Global outsourcing 9.48 (4.81) 7.08° (3.57)
Sample selection correction  \® 40.21(62.97) 37.13 (32.23)
Endogeneity correction bre —22.49" (8.30) -21.55* (9.32)
Endogeneity correction )global 1039 (4.88) 10.23% (4.06)
Controls Client size 26.01(24.98) 34.23 (34.75)
Industry concentration —1.37(8.35) —3.38 (28.41)
R in total regression 0.384 0.304
Testing hypothesis 1
Task complexity (TCG) —7.22(32.64) —7.21 (7.91)
Onshore outsourcingx TCG —0.65(1.80) —0.81 (1.46)
Global outsourcingx TCG 2.56° (1.20) 239°(1.19)
Testing hypotheses 2—4
Ex ante supplier-related Prior relationships with supplier 7.03 (24.46) 7.49 (24.50)
uncertainty Onshore outsourcing x prior relationships —3.5I°(1.93) —4.01° (1.86)
Global outsourcing x prior relationships -2.56"(1.27) -3.12° (1.61)
Ex post supplier-related Length of contract 3.32(3.67) 3.01 (2.53)
uncertainty Onshore outsourcing x length of contract —2.23(5.08) —2.0.25(5.12)
Global outsourcing x length of contract 11.8T° (4.58) 11.97% (5.50)
Performance ambiguity Intangibility of outsourcing goal —1.08 (0.54) -1.18°(0.59)
Onshore outsourcing xintangibility 8.35%(2.82) 8.05* (3.07)
of outsourcing goal
Global outsourcing X intangibility 7.62% (3.00) 7.16* (2.87)

of outsourcing goal

if necessary. In comparison, an outsourced venture that began
as an onshore venture may require considerable time and
effort to expand the scale of operations to global levels while
also expanding the scope of existing programs and processes.
If the existing supplier lacks appropriate global delivery capa-
bilities for accommodating the expanding scale of the task, the
client may need to switch suppliers—a costly exercise. Thus,
global outsourcing provides dual benefits of relational gover-
nance and high flexibility; onshore outsourcing only provides
the benefit of relational governance.

Our results corroborate our proposition that outsourced
ventures with intangible outsourcing goals require high de-
grees of relational governance to ensure that suppliers main-
tain operating standards and adhere to contractual guidelines.
Although the obvious choice seems to be onshore
outsourcing, shareholders do not really differentiate between
onshore and global outsourcing, which reinforces the notion
of multiple resource-based advantages of global outsourcing.
A global outsourcing mode, with its significant onshore and
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offshore presence, can access top talent around the world. The
use of diverse physical and human resources in global
outsourcing also provides access to diverse stocks of knowl-
edge. Coordinating such diversity to implement a task creates
immense possibilities for improvements and innovative
inputs.

4.1 Limitations

As do most researchers, we focus on a small set of theoreti-
cally derived factors that are potentially relevant. It was not
possible to increase the number of independent constructs
because we were limited to information available in
outsourcing announcements. Factors such as contract size
and supplier reputation are also theoretically important. Our
sample of announcements contains limited information about
suppliers; thus including supplier details in this analysis was
not feasible. However, incorporating market assessments of
the suppliers’ capabilities to explain abnormal returns



Cust. Need. and Solut. (2014) 1:11-22

21

associated with different modes of outsourcing would provide
an interesting topic for further research. Another limitation
reflects the number of announcements for each mode of
outsourcing, though our total observation size (185
outsourcing events) is reasonable. Event studies, with their
strict rules for announcement collection and filtering, are
prone to low observation sizes, with samples typically less
than 200 (e.g., [42, 47]). As the observation size decreases, the
possibility of type II errors due to inflated standard errors
increases; therefore, our finding of statistically significant
results suggests that our results are conservative estimates of
the true effects.
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