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Abstract

A number of IT offshore outsourcing projects fdlbst of being successful due to cultural issues.pédormed an
analysis of variance on Global Outsourcing Indetadd ClOInsight.com and found that while costigngficantly
important in determining the index as expected béb&t scenario/treatment surprisingly is low cost high cultural
risk. Furthermore, such a treatment is found tsifaificantly better than the next best treatmehictv is low cost
and low cultural risk. Taken together, these figdisuggest that rather than culture, cost alonatdaogsignificantly
influence the decision to outsource given the indéms type of cost-driven recommendations maylparntribute

to how IT offshore outsourcing phenomenon has bsmmewhat troubling. Organizational leaders shouwd b
cautious when making a decision to offshore outs®lif by considering cultural factors more serigusl
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I ntroduction

A number of IT offshore outsourcing projects fallost of being successful (Davis et al., 2006). Doethe
frustration basically caused by the difference leetwthe host and the home country’s culture, soonepanies
have brought back home their outsourced projeath si3 Dell and its customer support services. Thrisr to
making a decision, managers should ask themselether they consider the role of culture in IT bffee
outsourcing seriously enough. Also, when managessek sut advice from consulting firms, do managersvkif or
how well such firms consider the role of culturelin offshore outsourcing? In short, do people indffshore
outsourcing consider the role of culture enough?

This study uses the Global Outsourcing Index (Gdalta prepared by ClOlInsight.com (by Minevich andhidr,
2005), in which information such as cost and rigkdest countries recommended for IT outsourcing005 was
analyzed and used to rank the countries. The niglyaed was broken into subcategories such as {igoglo
human capital, and cultural risk. Unfortunatelygenerating the GOI, only 6% emphasis was givecuttural risk
(and no more than 10% for each subset of risks)ev@®% emphasis was solely to cost. While thathoétappears
reasonable, recent academic literature seemsessstinatulture is not just a problem — but a leading pexilin
offshore outsourcingnd should be considered more seriously than quelj thought (Beulen and Ribbers, 2003;
Metters, 2008). We recognize the contribution &f ¢higinal GOI study that provides managers a coiere list of
best twenty countries for IT offshore outsourcikipwever, we encourage the users of this type abrtego be
vigilant and consider factors such as culture nsamously before making a decision to outsourcéulictions or
projects (Davis et al., 2006).
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Therefore, this study aims to examine the role wfucal risk versus cost in global IT outsourcing énalyzing
secondary data from a well-known source that islyiko be used by many managers. Specifically, faper
empirically assesses whether cost to outsourceoadltural risk are influential in determining vehi country is
recommended best for IT outsourcing in the GOI wtud attempting to provide a more conclusive anslas
paper frames the following specific three reseaguabstions which will be simultaneously comparedanalysis of
variance technique:

1. What treatment yields the lowest GOl (i.e. the Isesthario for IT offshore outsourcing)?
2. Is cost important in determining the GOI?
3. Isthe best treatment significantly better thangbeond best?

The remainder of this paper is organized as folldvisst, we discuss the literature background efrble of cost
and culture in IT outsourcing. Second, the methogplregarding the design and coding scheme of tilndy ss
discussed. Third, the results from the assumpti@tk, the analysis, and the discussion are providielly, the
limitations and conclusion of the study are disedss

Literature Background
Cost

Many researchers have focused on the determind@scontracts, and the benefits/risks associateéd thie IT
outsourcing phenomenon. In addition, researchgreapto pay more attention to the benefits tharritties. While
the key benefit an organization immediately expéotseceive from outsourcing is reduced costs (Sast al.,
2003; Tafti, 2005), it appears that some of tharpnent negative consequences over time are noesthelost
escalation and even service debasement (e.g. Aabatt, 1996, 1998; Bahli and Rivard, 2003). Redeas have
attempted to draw from several theories such assaction cost theory and agency theory to explaich sa
contradictory situation as follows.

Transaction cost theory is useful to explain argtifyy why an organization performs a business #gtior a

transaction either from the market or within thenfi Transaction is not free of charge, but entdlsts of making
each contract (Coase, 1937). Transaction cost @esamhen contractual parties search, evaluate, iaggotontrol,
and so on. Furthermore, although a client whosd ot save costs decides to outsource an IT grdje a
contractor, the overall cost is still likely to eisdue to the information asymmetry, bounded ratignand

opportunism intrinsic to each transaction as eawh ltas a different structure of costs (Williamsd®85). In the
context of IT outsourcing, an outsourcer may fit@ltznging not only choosing an outsourcee, bui aianaging
the projects while maintaining the relationshipsgnNntelligence or un-equilibrium in a transactimight not only
limit complete consideration of all possible altaives, but also lead to opportunistic behaviothefother party. To
exploit such opportunistic behaviors, one party lhigide or even exaggerate its experience, experaad
resources to maximize its profits at the expensthefother party (Bahli and Rivard, 2003). As aulieghe cost
would rather increase over time.

Agency theory (Eisenhardt, 1989) also suggests ¢hat is a crucial determinant in identifying theeraction
between an agent and a principal. Agency theorynass that either the agent or the principal hasvia self-
interest or motive for participating business dti#g. In some cases in which the agent’s goalsatedentical to
the principal’s, the principal must coordinate, fton and control the agent's activities to enstirat the agent
pursues the principal’s goals. This indicates,he tase of IT outsourcing project, that it will tdse principal
(outsourcer) to coordinate and monitor the ageutis@rcee)’s activities.

As discussed, both transaction cost theory andcggtireory emphasize the importance of cost in wstdading

business activities. Drawing upon these theoriesymesearchers (i.e., Bahli and Rivard, 2003; Ald€99, 2001,
Earl, 1996) have explored the impact of variousetypf costs such as supplier search cost, tramsitist, post-
outsourcing cost (Tafti, 2005), hidden or potenttaist, and coordination cost (Grover and Teng, 1998

conclusion, it is rather established that costdstical factor in the outsourcing phenomenon.

Cultural Risk
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Intrinsically, cultural differences can cause aetgrof problems in IT offshore outsourcing. Astcudl differences
refer to ‘dissimilarity of partner nationality (Hanvanich et al., 2003, p. 1), cultural risk che defined as the
possibility of social, financial, and/or physicaisk caused by cultural differences. Hofstede (2@daposes that
national cultural differences can affect organiagil beliefs, norms, attitudes, decisions, and Wera

Previous studies in various disciplines (e.g., globlanagement, International Economics/Finance, viledge
Management, and International Marketing) genemsliggest that as firms internationalize to acquésources, they
are more likely to face risks embedded within aaltudifferences (Daniels & Radebaugh, 1998). As tioeed,
most studies use transaction cost theory and agéeoyy to explain the causal relationship betwedtural risk
and cost escalation. For example, transactiontbestry proposes that a client pays additional ctustsearch for,
investigate into, negotiate with, and contract veithappropriate supplier. Agency theory also ergléhat principal
(client) has to pay for observing, monitoring, ontolling cost to ensure that the agent (supplerform its best
for the principals’ interests. In fact, some reshars suggest that cultural risk may be the culpfit
miscommunication and mistrust which then resulteiduced or disconnected information flow whichumtleads
to poor performance (Buckley and Casson, 1996; Hiaich et al., 2003).

Moreover, researchers have long acknowledged hleagttonger cultural similarity between host antha@ountry,
the less cultural risk, and the more benefits tohbirms (Hymer, 1976, Hanvanich et al., 2003; Hadomd
Bunyaratavej, 2010). Thus, a client would attenopselect a contractor that has similar culturertheoto mitigate
the risk. Taken together, the amount of such aaiddtrisk is more likely to increase when a firntsmurces its IT
projects and resources from international marktterathan domestic market, not only because thentcis not
accustomed to the cultural environment of its sigpp) but also because it is difficult to handle ttultural
uncertainty. In conclusion, it would be wiser tansmler the role of cultural risk as the less thitucal difference,
the less the risks.

METHODOLOGY

This paper analyzes the average of the GOI of eeretountries by two levels of cost (high and lanyl three
levels of cultural risk (high, medium, and low)(ian unbalanced ANOVA 2 x 3 study). It is impottamnote that
such a 2 x 3 design intends to be slightly moreitige to the culture factor yet still being sen&tto the cost factor.
Thus, if the cost factor were found to be influehtthen it was not because the study was desinbd especially
sensitive to the cost factor and not the cultudia Note that the original GOI study included htyecountries
around the world recommended best for IT outsogrcMexico was removed from the data used in thigepa
because doing so allowed the statistical assunmgptmie met, thereby increasing the strength oftiaysis while
to some extent preserving the merit of the analfihist is, Mexico is low cost and medium cultutiakr making it
fairly neutral to the analysis). Nonetheless, thisision is a caveat to the findings of this study.

The criteria to code the GOI data are as folloneggdding cost, those countries with assigned sabteand 2 are
considered Low cost, while those with score of ,3ard 5 are considered High cost. Regarding cultigig those
with assigned score of 1 are considered Low rissé with score of 2 are considered Medium risk, those with
score of 3 and 4 are considered High risk. Theages of the GOI are shown in Table 1 as well astimeber of
the countries in each treatment is in the corredimgnparentheses. Note that this paper followsattiginal GOI

study in thathe lower value of the GOI indicates the betterabantry is for IT outsourcing

Cultural Cost
Risk High (H) Low (L) Average
High (1) 2.66 (2) 2.18 (2) 242 (4)
Medium (2) 2.35(5) 2.45 (3) 2.40 (8)
Low (3) 2.60 (5) 2.29 (2) 2.45(7)
Average 2.54 (12) 231 (7) 2.42 (19)

Table 1 The averages of the GOI and the numbeowftces in each treatment

Assumption Check
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The original untransformed data is coded usingciatdir variables for cost and cultural risk factod éhen analyzed
via multiple regression. Both all the normalitytsesuggest at 0.20 significance level and the nbpmadoability plot

provide no evidence of violation of normality asqtion. In addition, the coefficient of correlatiof the model is
acceptable (0.546) to assume approximate normalitso, the residual against the fitted values ploes not
suggest any strong systematic pattern; thus, tisene evidence of unequal variance. Then, withttagsformed
response variable (transformation is due to sigaifi and importance interaction effects; discussethe next

section), the normality tests, performed at O0.2fhificance level, and normality plots also reveal evidence of
violation, and the residual plot does not suggtsing evidence against unequal variance. Alsoctiedficient of

correlation of the model is still virtually the saras that of the original data (0.548).

It is important to note that this paper uses thees@.20 significance level for assumption testiagised in the latest
version of NCSS based on the argument that if aggans are found to be violated (or satisfied) @3 then it is
unnecessary to check at 95% any longer. On the lofithese diagnostics for ANOVA model, it is resaiole to
proceed with the inference procedures.

Analysis and Discussion

The analysis in this section follows the procedar&utner et al. (2005, p. 848) (see the Appendixthe analysis
of custom comparisons). The initial ANOVA analysisows that the interactions between cost and alltisk
factor aresignificantly presenf{suggested by the plots and p-value of 0.0336tHerordinary ANOVA F test),
relatively importantfor some treatments (particularly, when cost ghhénd cultural risk is high, when cost is low
and cultural risk is high, and when cost is low andtural risk is low), anchon-transformablefull output of
transformed data is available upon request). Thesetthe evidence suggests at significance lev@d that the
interaction effects are unlikely to exist by charidereover, error of degree of freedom (13) is tgethan 5, and F
ratio of the interaction term (4.46 for original cda.58 for transformed data) is greater than 2.rédfoee,
comparison models should be made among treatmesmisneithout pooling error and interaction sumsgqfsses
and degree of freedom.

The mean GOI significantly differs by cost facttoree (statistically significant), but does not sfgrantly differ by
cultural risk factor alone (not statistically sifioant). In other words, the difference in mean G®lcost factor is
unlikely due to chance, but the difference in m& by cultural risk factor is likely due to chan&even though at
this point it is found that the main effect of cull risk is not significant, to analyze the thoestom comparisons,
the Bonferroni procedure is used, because the yashitustom comparisons, or the three researchtiqussin this
study is not all pairwise and not all contrast (see Appendix). Nonetheless, assessing the magctsffalso
suggests that cultural risk factor is unlikely wibfluential. With the three custom comparisonimp@nalyzed next,
the findings of how much the role of cultural riskconsidered in determining the GOI will be mooadusive.

For the first question, the lowest mean GOI (i.estbfor outsourcing) is the combination of low casd high

cultural risk (mean GOI = 2.18). The 95% simultame8onferroni confidence interval estimate is frb/@1 to 2.49.
Additionally, since, from the data, the greatesam&OI (2.66) with the combination of high cost dmgh cultural

risk is outside the range of simultaneous confiddntervals of the lowest mean GOlI, the countniethis treatment
(high cost, high cultural risk) should be strongbnsidered risky for IT outsourcing.

For the second question, to determine the costtetfee treatment means of high cost with all Ieaf cultural risk
and low cost with all levels of cultural risk aneaenined. The 95% simultaneous Bonferroni confideéntervals for
those differences in geometric mean are from 11002.21. Thus, cost is significantly influential determining
GOI. This question in the family of custom compans confirms the main effect of cost factor alsonid
significant in the initial ANOVA analysis.

For the third question, to test whether the besttiment (low cost, high cultural risk) is signifitky better than the
second best treatment (mean GOI = 2.29; low cowst,dultural risk) is performed with log transformegsponse
variable. Since the simultaneous Bonferroni comfdeintervals do not contain zero, the test suggbstt the two
best treatments are significantly different (i.be thest treatment is significantly better than #feeond best
treatment). The difference between the geometriamud the best and second best treatment is estinbatbe from

0.865 to 1.262. From this comparison, it reveadd thcost is low, cultural risk does not seem &oitifluential at all

since the treatment of low cultural risk is not e¥eetter than the treatment of high cultural ridkew cost is equally
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low. Together with the second comparison, it appeanclusive that cost is very influential but atéil risk is not.
Table 2 summarizes the findings.

Questions Findings I mplications
What treatment vyields the lowestLow cost, high cultural risk. In  determining the GOI, cost is
GOl (i.e. best for IT outsourcing)? influential, while cultural risk is not}
Is cost important in determiningYes, cost is important. Such a finding is strongly confirmed
GOI? when the treatment of low costow

Is the best treatment significantlyyes, the best treatment (lowcultural risk (second best) is not even
better than the second best treatmeoost, high cultural risk) is significantly better than the treatment |of
(low cost, low cultural risk)? significantly better than thelow cost, high cultural risk (best
second treatment. treatment).

Table 2 Summary of the findings

LIMITATIONS

First, given the limited amount of the data usedhis study, any interpretations of the resultssilg this data
should be used with extra caution. Second, thegdemid coding scheme of this study are subjecticeraay raise
issues of bias in the findings. Incidentally, soofethe confidence intervals are in geometric baséog base,
making it impractical to interpret. Nevertheledse toverall pattern of the findings can be establishFinally,

although this study examines only cost and cultusd factors and in reality there are many moretdes to be
considered, this study aims to point out that dmeukl not overvalue cost factor while devaluingestimportant
factors such as culture. Further analysis on tbpctis strongly recommended before making IT outsiog

decisions.

CONCLUSION

Based on the Global Outsourcing Index (GOI) datadf5 by ClOlInsight.com, this paper counterint@hvfound
that, in determining the GOI, cost is significaritiyportant, that the treatment found best for outsimg is low cost
and high cultural risk, and that the best treatniestgnificantly better than the second best ith&w cost and low
cultural risk. Taken together, these findings ssggbat rather than culture, cost alone ought gmicantly
influence the decision to outsource given the G@rhaps, this type of cost-driven reports parthyticbutes to how

IT offshore outsourcing phenomenon has become tlingetThis paper shows such an issue and encosirage
managers to be cautious when seeking out advioe ¢ansulting firms and making a decision to offghoutsource

IT by considering culture factor more seriously.
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APPENDIX

Custom Comparisons

Since the interaction effects are significant, imgot, and non-transformable, the comparisons belbould be
performed with the transformed data. Although timay reduce our ability to interpret the results tesearch
guestions can still be overall answered with geomebeans and their simultaneous confidence intenalso,
since the family of custom comparisons (three nesequestions) in this study is not all pairwisel aot all contrast,
only the Bonferroni procedure is used.

RQ 1: What treatment yields the lowest mean GOI (i.e. best for 1T outsourcing)?
The model for this research questiorlis = 4/,

NH:L, =0

AH:L #0
To estimate the above to find the comparison vaI.Aqe,: Y, =0.338
Find a B multiplier via the following steps:

B =t[1-(0.05/ (2*3)); 13] = t[0.9917; 13]
From the probability calculator in NCSS, t [0.9913] =2.748 =B

To find the standard error of the comparison, heefollowing formula:
A 1
e, =+/0.0009* \E =0.021

Then, to test the hypothesis, the confidence ialesith B may be used as follows:

0.338- (2.748* 0.02) < 4, < 0.338+ (2.748* 0.02])
0.338-0.058< 4, < 0.338+ 0.058
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028< 41, < 0.396

The margin of error after the antiloglOO'%g: 1.14
Note that the simultaneous confidence interval ahe\still in log transformation, so perform anglas follows:

10028 < ﬂLH S100.396
191< y1,, < 249

Since these confidence intervals above do not ooftan the range, the test suggests that the Nkejeeted. The
reasonable estimate of the lowest average GOI entthe treatment is low cost and high cultural (lskl) and is
estimated to be in between 1.91 and 2.49.

RQ 2: Iscost important in determining GOI?
Har T Hyo +ﬂH3J_(IlIL1 T U, +:U|_3j
3 3

The model for this research questiorlis =(

NH:L,=0
AH:L,#0

To estimate the above to find the comparison value,
|: — YH1+YH2 +YH3 _ YL1+YL2+YL3
? 3 3

_ [0.425+ o§7+ o.415j _ ( 0.338+ 0.:;88+ o.357j = 0.403-0.361= 0.042

To find the standard error of the comparison, heefollowing formula:

2 2 2 _ 2 _ 2 _ 2
Se,, =0.0000" J (1/23) +(1/53) +(1/53) 4 12/3) o 1§3) L 1;3) —ools

Then, to test the hypothesis, the confidence ialesith B may be used as follows:

0.042- (2.748* 0.015 < L, < 0.042+ (2.748* 0.015
0.042-0.041< L, < 0,042+ 0.041
0.001< L, < 0.083

The margin of error after the antiloglOO'O“l: 1.099
Note that the simultaneous confidence interval akiestill in log transformation, so perform angjlas follows:

100.001 < L < 100.083
=L, =
1002<L,<121

Note that the mean in log now is geometric meanceéthese confidence intervals above do not corftamthe
range, the test suggests that the NH be rejectads, Dn average, cost is influential in determirtimg GOI.

RQ 3: Isthe GOI from best treatment significantly better than the second best treatment?
The model for this research questiorlis = 1/, ; — 4,

NH:L, =0
AH:L,#0
To estimate the above to find the comparison vallée,: Y., -V, =0.357-0.338=0.019



E-Leader Bangkok 2014

To find the standard error of the comparison, heefollowing formula:

e, =+/0.0009* ‘/%% = 003
Then, to test the hypothesis, the confidence ialesith B may be used as follows:
0.019- (2.748* 003) < 4, ; — 1, < 0.019+ (2.748* 003)
0.019-0.082< y,; — 1, <0.019+0.082
-0.063< y , -1, <0101

The margin of error after the antiloglOO'OSZ: 1.21
Note that the simultaneous confidence interval aliestill in log transformation, so perform angjlas follows:

10—0.063 < /fIL3 _/le < 100.101
0.865< 41, , — 4, <1.262

Note that the mean in log now is geometric meanceéthese confidence intervals above do not corftamthe
range, the test suggests that the NH be rejectiedls, Ton average, the GOI from best treatment (lost, chigh
cultural risk) is significantly better than the ead best treatment (low cost, low cultural riskhu$, on average,
cultural risk is unlikely to be influential.



