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Kookmin University
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ABSTRACT

The increased reliance of companies on IT outsourcing has turned management attention to a set of skills of managing
relationships with service providers. While practitioners proclaimed that a key to managing outsourcing relationships was
with SLA, there existed very little understanding of how effectiveness and impact of SLA on IT outsourcing arrangements
was measured. Using a conceptual framework for measurement development as well as contemporary statistical techniques
for assessing dimensonality, this study theoretically develops and empiricaly tests measurement models of SLA in the
context of IT outsourcing. While eleven first order congtructs are identified, the results suggest that SLA can be
operationalized as three second order factor models. The results of the study are framed as a tool for benchmarking SLA
structuring efforts aswell as afoundation for the future study of IT outsourcing relationships from a contractual perspective.

Keywords
SLA, IT outsourcing, measurement, second-order construct

INTRODUCTION

While there are two prevailing perspectives that underlie most research in interorganizationa reationship (IOR)
management: a ‘contract based economic view' and an ‘socia exchange based relationd view,” most research in IT
outsourcing has leaned toward the latter that focuses primarily on the process and behavior based on trust and societal
enforcement, leaving the role of the contract in the context of managing outsourcing relationships largely ignored. Prior
research on IOR has argued that formal contracts and relational governance function as complements (Poppo and Zenger
2002). For example, interorganizationa literature suggests the contract as a way to foster, maintain and assure favorable
relationships because in many |OR, contracts serve primarily to define the tone and nature of the rlationship (Hui and Beath
2002a). Then, continuity and cooperation encouraged by relational governance may generate refinements in the forma
contract that further support greater relational cooperation (Poppo et al. 2002).

A recent practitioner report reveals that many firms have failed to build a skills base to meet the new challenge of managing
their outsourcing environment (Scardino 2002). In this regard, practitioners often proclaimed that the key to managing
outsourcing relationships was with Service Level Agreements (SLA) (Mingay and Govekar 2002). Although many studies
within IT outsourcing have provided anecdotal evidence of the role of SLA in managing IT outsourcing relationships and
achieving success (Singleton McLean and Altman 1988b), there is no empirical validation of effectiveness and impact of
SLA on IT outsourcing arrangements, a serious omission in the development of IT outsourcing knowledge. Thus, manifesting
the factor structure of SLA that a researcher could use to examine the effect of those contractual elements on the
management of IT outsourcing relationships and outsourcing success is called. To fill this gap, our study attempts to
conceptually devel op the factor structure of SLA and then empirically validate operationa construct space for latent factors
in the context of IT outsourcing.

IT OUTSOURCING SLA AS RELATIONAL CONTRACTS

In outsourcing, firms draft a contract that is necessary to serve as a "safety net" (Sabherwal 1999). The objective of aforma
contract is to place credibly enforceable limits on the actions of each party, thereby constraining the ability of one party to
extract additiona rents from the other by failing to perform as agreed (Williamson 1985). However, incomplete contract
theory view that bounded rationality and uncertainty prevent parties from writing detailed and complete contracts that deal
with al possible contingencies (Hart 1988). Incomplete contracts focus on offering aternative ways to deal with aspects of
relationships that are not easily addressed by specifying all possible contingencies ex ante. Thus, in practice, actual contracts
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contain both compl ete and incompl ete aspects. To address both aspects, Macneil (Macneil 1980) suggests relational contracts
to govern the exchange process as interorganizational exchanges transpire over time. Because duties and performance are
relatively complex and occur over an extended time period, the parties might not only direct much effort toward carefully
defining and measuring the items of exchange. But other customized mechanisms for collaborating and resolving conflict
are designed. As such, relationa contract views that the basis for future collaboration may be supported by implicit and
explicit agreements, trusts and planning. Indeed, these are the contractual concerns and objectives of drafting SLA in IT
outsourcing, which is necessarily incomplete.

An SLA is defined as a formal written agreement developed jointly between a service recipient (SR) and a service provider
(SP) that specifies a product or service to be provided at a certain level in order to meet business objectives (Singleton et al.
1988b). SLA helpsto clarify responsibilities, strengthen communication, reduce conflict, and build trust. As many
IT organizations have found, these benefits accrue not just when an SLA isin operation, but even as it is being
established because of the power of the communication process that is at the heart of the SLA effort. Therefore,
contractual elements of SLA in IT outsourcing relationships may be closely associated with the important topic of relational
contracts, where Macnell (1980) characterized a relationa archetype of business exchanges on twelve contractua dimensions
that differentiated from traditional, arm's length business exchanges. Based on this archetype, this paper explores the factor
structure of SLA that might promote cooperative relationships in the context of 1T outsourcing arrangements.

RESEARCH FRAMEWORK

We used an amalgam of approaches to discover the contractua elements (or factor structure) of SLA. Firgt, to outline a
structure of SLA, MacNell's (1980) work was utilized. It helped us to identify the eleven contractua issues that could be
important in IT outsourcing relationships. Second, we identified the actua provisions used in several actual SLAs as well as
SLA templates suggested by experts and mapped these out to the eleven elements of SLA identified in thefirst step. Next, the
axial coding technique (Strauss and Corbin 1990) was employed, in which similar elements were linked together into
categories. In doing so, three types of control modes, including outcome-based, behavior-based, and clan controls, were

employed to provide theoretical underpinnings for this categorization (Kirsch 1997).

Underlying Themes Contractual Contractual Izues of SLA L ! !
. — Flements of SLA inTT Outsourcing b e Supporting References
Foundation Characteristics: Service Level |Spirit of contractusl soliderity and ~ A ztement of both SR 2nd SR businsss (Fizgarzld znd Willcocks,
= Public zing common valses, Obj ectives publicity of common values, balisf, objactives fromths enzz mment 1004: Haide, 1004 Simons,
beliaf, philozophy withinz philosophy betwasn organizstions to = A sEtement of overall from the contract 1805y
clan ensure performence - A sttement of expactations and
« Resulting in sharinz 2 Pmue.ss Number of comapniss Ekir.g.per: in ~ Stztement of processes that are delivered via the (Scardino, 2001k; Singaon, =t
commen idsology, Ownerzhip Plan |zome sspectof theISportfolics when | zoreement . z1., 10E3)
internzlizing = 5=t of 'ouEourced - S[E[f_rma'..wfpwc? zzaz directly affac tad by the
vaises, snd commiting sarvices incheded in the agraament
1o 8 clen » Statement of process that 202 required to mensgs
the zzraement batweon he SR znd 5P
~ Stat=ment of process ownarship roles, suthorities
Service Level |Spacificzfion of Oblizstions in termes of |* A genersl description of the services required, (Andarzon and Marus, 1000;
Conte nts 2 s tement of wodk, the sssocizted 2nd | mejor ca gorizs of sarvices and spacfic Ilohr and Spelbman, 1904;
rzquired sarvics levals, and the price to | sarvics slements Nznrer atal 2001)
b= peid into all zovscing agresmentz. [+ A compilafion of the most commen zarvice
law=lz complatad for sach sarvice lawal
* Service-level mrzet, time frame definition,
quea lity statement, stc.
Chanee AManazement Future Demand |Planning the proczss and methodologizs|® Joint (SESF demand forscasting procass (Grover, 2t z2l., 1908; Kem and
Characteristicz Management Plan|for coping withchenzz and ~ Azzumption: meds and proces: for vpdeting the Willoocks, 2002 ; Heide, 1904;
= Bpac ific rules 2nd contingenciss in 2 bag Brm kav zzzumptions thet 2t damand Scardino, 20017
procedurss, which =npazements: Agreeing to 2 gms ~ Bricgitization methodology for cumrent and fors
would kad i desirsd demands
owtoemes i followsd. ~ Proce == for schaduling, costing and modfving
EEEMENE
- hMethodolozy that pracizaly Anticipated  [Ths joint development of expectztions [ Claer definitions of the key caegories of chans (Bendor-Szmuel, 1989,
asticulate staps to follow o Chanze Flan  |zhowt percsived uncartsintiss, = Fuoles, rezponsibilities 2nd dec sion-making Font=not and Wilson, 1997; Las
successfully raspond o the ozpacizlly concamad with snticipsted | proceduses for the SR and 5P forasch caegory and Kim, 1900)
contingenciss to come. conflicts of interast snd potential of changms
troubls " Top drivers for changs - reviewed rmeplarly
Innovation Plan |Cooparstive innovetion, sspecizlly joint |* Process for innove tion, including implementstion (MIzdus, 2002)
=fforts 2t continuons performanos and priofitization
improvement and planning » Drocass for tachnolosy advancements (xcops
improvement and tachnology refreshe s bperades)
- Businessmes sured innovetion { business
PTOCSEE iMpdovement)
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Characteristics:

interfaces, approaches and attitudes
toward better service delivery states
within a deal based on learning by
doing

based on measurement results

» The road map for an efficient feedback on the
identified drawbacks

« Prioritization methodology for current tasks
and feedbacks

Underlying Themes Contractual Contractual Issuesof SLA Provisionsin Practice Supporting References
in Common Elementsof SLA in T Outsourcing pp 9
Change M anagement Feedback Plan |Continuous processes for changing « Statement of how changes will be implemented (Singleton, et ., 1988)

Gover nance Char acteristics Communication

The approach for disseminating contract;

« Organizational reporting structure

(Grover, et al., 1996; Lee and

* Rewards or sanctions for Plan related information « Identified communication initiatives/initiative Kim, 1999; Kern and
meeting or missing the toall of the partiesinvolved in the owners Willcocks, 2002; Singleton, et
targets relationship through scheduled « |dentified recipients for various communication al., 1988)
interaction and communication such as | initiatives
« Setting and checking formal meeting and reporting « Communication schedules & media
performance targets, Measurement | Tactical measurements for calculating |+ Statement of measurement methodol ogy (Maurer, 2001; Singleton, et al.,
interim mil estones Charter and reckoning of service performance |« Definition of what is to be measured 1988)
as well as success metrics derived from |+ Definition of processes to periodically measure the
the SR’ s strategic plan. defined categories
« Interfaces with the feedback plan
Conflict Balance of power that imposesone's |+ A statement of the parameters for involving the (Mohr and Spekman, 1994;
Arbitration will on others third party in discussions between the SR and SP Dwyer, et al., 1987; Anderson
« Process descriptions to determine how the and Narus, 1990; Fontenot and
parties interact Wilson, 1997; Lewicki and
« A schedule for regular interactions between the Bunker, 1996)
parties, and timetables for resolving issues between
the SR and SP
« A statement of the practices and conduct rules
required to preserve the independence of the
independent advisor
Enforcement |Carrot-and-stick;sharing of benefits and | Penalty/reward definitions and formula (Singleton, et ., 1988)

burdens « Conditions under which termination may occur
« Detailed list of al penalty assumptions (e.g.,
Implementation process, Reporting process,
Due diligence process, HR process,
K nowledge transfer)

Table 1. Relational Aspects of SLA Elements Derived from the Relational Exchange Perspective (continued)

Based on the underlying theme in common, we named the categories as foundation, change management, and governance
characteristics that were similar to clan, behavior-based, and outcome-based controls, respectively (c.f., (Choudhury and
Sabherwal 2003). The theoretical implication of categorization is that high-order factors may capture the substantive domain
of the SLA dtructure better than first-order constructs. It is especially meaningful when examining the mediating role of SLA
between a consequent and predictor variable in IT outsourcing research athough the individual € ements of SLA are expected
to interrelate and work together regardless of category. Table 1 summarizes the development efforts.

Characterization of SLA and Their Relevance to Theoretical Perspectives®
Foundation characteristics

Reflecting characteristics of clan control, SLA elements under foundation characteristics are collectively publicizing
common beliefs between organizations, which intend to build a spirit of agreement among those entities involved with its
development. They set clear standards of conduct by defining what objectives the SR and SP are anticipated to ddliver. The
intent of the relationship must be defined so that the objectives that initially drove the creation of the relationship are at least
partially understood and shared by a group of decision makers and the staff members who inherit (Koh Ang and Straub
2004; Ring and Van de Ven 1994); (Choudhury et al. 2003). Transaction cost economics (TCE) aso suggest using means to
create a general commitment between partners from which desirable actions evolve (Williamson 1985). Contractual €lements
under foundation characteristics include service level objectives (dating key principles and agreements between the parties),
process ownership plan (identifying key process owners and their roles and responsihilities), and service level contents
(specifying target service levels to be delivered, how often, to what extent, when and where).

Change Management Characteristics

Similar to behavior-based control themes (Kirsch 1997), elements under change management characteristics deal with the
ground rules and procedures for future contingencies, which would lead to desired outcomes if followed (i.e., clauses for
agreeing to agree). Because the IT environment evolves rapidly and business conditions often require fast response from the

1
Space limitations preclude a compl ete discussion of each SLA eement and its theoretical perspectivesin this paper, which is available upon request.
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SP to modify current services or deliver new services, a change management plan is critical in SLA. Previous research in IT
outsourcing called for investigation of the possibility that specifications need to be allowed to evolve over time for highly
uncertain or unstructured tasks (Choudhury et al. 2003). As noted by Williamson (Williamson 1996), TCE concedes that
comprehensive contracting is not a feasible option (by reason of bounded rationality), yet it maintains that many economic
agents have the capacity to learn and to look ahead, perceive hazards, and factor these back into the contractua relation,
thereafter to devise responsive ingtitutions. In effect, limited but intentional, rationality is trandated into incomplete but
farsighted contracting. Thus, plans such as future demand management, anticipated change, innovation, and feedback, seek to
ensure that the SP continues to ddiver valuable inputs to the SR and that the SR/SP relationships remain close although
service level delineations may become unrealistic in situations of increasing uncertainty. Contractual elements under change
management characteristics include future demand management plan (specifies the processes that will be used to manage the
implementation of new or modified services), anticipated change plan (articulating that the right processes, people and tools
are in place to enable change to meet ongoing demands), innovation plan (identifying the structure and process for
introducing new innovations that is synchronized with enforcement plans), and. feedback plan (documenting the feedback
processes and forming the road map for an efficient adjustment by identifying all affected areas and resources).

Governance Characteristics

Similar to the outcome-based control mode (Kirsch 1997), governance characteristics provide a way to manage the
relationships through a clear statement of the measurements, conflict arbitration, penalty and rewards and
communication channel and method. Thus, the elements in this category set and continualy assess the value that the
relationship is generating for the various stakeholders. Following the premise of TCE, as exchange hazards rise, contractual
safeguards include provisions and administrative procedures aimed at dispute prevention and resolution and the distribution
of costs and benefits under various future contingencies (Williamson 1985). Moreover, IOR literature documents the
existence of formal systems for conflict resolution relying on two way communication and joint problem solving (Deutsch
1973). Contractual elements under governance characteristics include communication plan (documenting communication
processes to facilitate consistent knowledge exchange), measurement charter (specifying tacticad measures of service
performance), conflict arbitration plan (stating the parameters and conduct rules for involving a third party for resolving
issues), enforcement plan (states appropriate incentives and penalties based on performance).

METHODOLOGY
Instrument Development

Characterization of the elements of SLA provided a theoretical basis for conceptualizing measurement models of SLA. This
work demongrates that SLA of IT outsourcing seems to be a complex system of interrelated constructs. It suggests that
multiple, interrelated contractual € ements, which are themselves measured by multiple indicators, are more likely to capture
rationalism of SLA in IT outsourcing than all-encompassing scale items. Given the ground work of characterization, all
constructsin the survey were measured using multi-item scales.

Three stages of theinstrument design were performed to develop a set of items to operationalize the SLA congtructs: (1) item
creation, (Hui and Beath) scale development, and (3) instrument testing. Contractual clauses mapped out to the related
contractual factors of SLA identified in the conceptualization were used as a basis for item creation (see Table 1). In this
process, the content validity of the ingrument was examined by a pand of SLA experts to check if the questionnaire items
captured the different contractual factors of SLA identified in this study. Next, a Likert scale was devel oped ranging from (1)
“not at al” to (7) “very extensively” to determine respondents perception regarding the extent to which the SLA has the
particular feature. Finally, the survey was pilot tested with seven local organizations that had implemented SLA in their
outsourcing contracts. After analyzing the pilot responses, a number of minor revisions were made to the questionnaires, such
as term clarification, question reordering, and removing ingructions that enhance the face validity of the items. After this
process, afinal set of thirty-three items representing el even different elements of SLA were presented to the respondents (see
Appendix A).

Data Collection

The current study utilized a "key informants' methodology for data collection, a method that relies on a selected set of
members to provide information about a social setting (Venkatraman 1989). This methodology has been popular within
empirica IS studies. Informants are not chosen at random; rather, they are chosen because they possess special qudifications
such as status, experience, or specialized knowledge. In survey research, targeted respondents assume the role of a key
informant and provide information on an aggregated unit of anaysis (a single contract in this study) by reporting on group or
organizational properties rather than persona attitudes and perception. However, in the absence of a strategy to obtain
accurate data, results can be confounding, leading to erroneous conclusions (Huber and Power 1985). A particularly
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damaging confound in utilizing a key informant is a lack of knowledge by the respondent. Therefore, within the context of
this study, it was important to identify organizations that actively engaged in IT outsourcing, implemented through SLA with
an IT vendor and to identify respondents within those organizations who were emotionally involved with, and most
knowledgeable about, the activity. With thisin mind, pre-recruiting calls were made to organizations in the attendee ligt of a
national outsourcing conference in South Korea. We determined which organizations undertook 1T outsourcing through SLA
within the last five years, the level in the organizational hierarchy where most of the SLA management was concentrated, and
the organizationd member most knowledgeable about, and with the highest amount of vested interest in outsourcing
management using SLA.

One hundred fifty professionals from the list agreed to participate in the survey or directed us to key informants involved in
IT outsourcing arrangements using SLA. E-mails containing the URL that linked to the web-based online survey instrument
were sent to 150 key informants. To increase the response rate, the respondents were offered financia incentives aswell as a
report that summarized the results of the study. Of the 150 participants who agreed, 92 (61.3%) completed responses.
Although some preliminary steps were taken to ensure appropriate selection of key informants, a forma check was
administered as part of the questionnaire (Kumar Stern and Anderson 1993). Specifically, two items regarding key informant
quality were used to assess the informant’ s knowledge about the SLA chosen and his or her involvement with IT outsourcing
arrangements, on a seven-point scale. The mean score for informant quality for each item was 5.60 and 5.80 out of 7,
respectively, indicating that respondents were appropriate, thus al responses were retained. To assess potential threats of
nonresponse bias, the respondent and nonrespondent firms were compared with respect to sales and the number of employees.
No significant differences were found at the significance level of 0.05.

General procedures for assessing measurement models within the realm of CFA suggest that each of the measured
factors be modeled in isolation and then as a collective network (Bollen 1989). After assessing each construct, we
estimated three separate confirmatory analysis models as collective networks: 1) foundation, 2) change management, and 3)
governance. Proceeding in this manner provides the fullest evidence of measurement efficacy and also reduces the
likelihood of confounds in full structural modeling which may arise due to excessive error in measurement (Anderson
and Gerbing 1988). Working within this context, AMOS verson 5 was utilized as the analytical tool for testing
statistical estimation of the measurement and structural equation model s discussed in the following.

sob2

s |

s

s

Model fit indices: (Foundation)
X?*with 20 df = 22.3 (p = 0.33)
RMSEA = 0.04

Goodness of fit index = 0,95
Adjusted goodness of fit index — 0.89 scal
Tucker-Lewis index = (),9%
Comparative fit index = 099

somed

scal
sab3

FIRT] acal

= senZ
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—— Model fit indices: (Governance)
Anticipats X2 with 39 df = 43.6 (p = 0.28)
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Gioodness of fit index = (L93
Adjusted goodness of fit index = 0,87
Tucker-Lewis index — (.98
Comparative fit index = 099

Maodel fir indices: (Change Mgmr)
X with 38 df = 42.6 (p = 0,49)
RMSEA =0.01

Croodness ot fit index = (0,93
Adjusted goodness of it index — 0.87
Tucker-Lewis index = (1,99
Comparative fit index = 099

Figure 1. First Order Factor Models of SLA Characteristics: Sceparated CFA
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All the necessary steps in the measurement model validation and reliability assessment were conducted following the
validation heuristics recommended for SEM (Gefen Straub and Boudreau 2000). The analysis resulted in a converged, proper
solution with a low y? per degree of freedom and a good fit as indicated by al the listed fit indices (see Figure 1 and
Appendix A). Statistical evidence of both convergent validity and unidimensionality were also checked through high
and significant factor loadings as well as low residuals between the observed and implied covariance matrices. While
the confirmatory factor analysis showed no items with either low loadings (<0.50) or high cross-loadings (>0.5), the initia
moded was found to have poor modd fit. Refinements were made to the item error correlations using high standardized
residuals and high modification indices as a guide (Kline 1998). In this process, extreme caution was exercised so that
modified model could not be capitalizing on "chance" rather than reflecting true sources of variation in the observed
covariance matrix. Collectively, the results from rdiability, average variance extracted, factor loadings, and t-values (see
Table 2) suggest that the indicators account for a large portion of the variance of the corresponding latent constructs and
therefore provide support for the convergent validity of the measures (Bollen 1989; Gefen et al., 2000).

#of | Composite Aw:hrage s e
Constructs ltems| Reliability~ Variance Loadings (t-Statistics)
Extracted
Service Level Objectives 3 .57 063 [0.83 (19.013, 0.84 (17.33), 0.81 (12.47)
Frocess Dwnership Plan 3 .52 050 [0.94 (B2.93), 0.89 (3261, 065 (22.68)
Service Level Contents 3 .51 077 [0.90 (50.49), 0.89 (35.26), 0.63 (20.31)
Future Demand Mgt Plan 3 0.93 081 [0.85 (35813, 0.50 (37.28), 091 (39.86)
Anticipated Change Plan 3 0592 080 [0.90 (42.75), 0.89 (29.37), 090 (35.02)
Innc ation Plan 3 0.90 075 [0.75(8594), 080 (3787, 0525241
Feedback Plan 3 0.54 084 [0.90 (43.500,0.91 (1915), 093 (52 56)
Communication Plan 3 0.93 081 [0.88 (29.53), 0.91 (29.34), 091 4310
Measurerment charter 3 0.93 082 [0.90 (37.49), 0.89 (33.16), 0.92 (35.83)
Conflict Arbitration charter 3 059 073 [0.82 (1418, 0.84 (2800, 0.90 (25.37)
Enforcement Plan 3 0.51 076 [0.87 (26,700, 0.91 (36.34), 0.64 {14.77)

"The cormposite reliability scoreswere calculated with the formula prescribed by Fornell and Larcker (1381).

*p<.001

Table 2. The Assessment of the Measurement Models: Evidence of Convergent Validity

SLG POP  SLC  ACP  FOMP P FP P il CTAC EP

SLO 0.83
PGP n&s2 089
SLC 060 0.60 0.87
ACP 035 055 0.51 0.90
FDWMP 038 0RB1 0.61 0B 090
IP 0.37 0.41 0.445 0.6B 067 0.86
FP 044 0.43 0.54 0.56 0.69 0.61 0.91
P 048 058 0.64 047 05 046 063 090
e 053 057 0.7o 0.40 052 0.50 0.64 0B 091
CAC 042 0.38 0.45 0.50 0.55 0.56 0.64 0.54 053 0.85
EP 025 043 0.44 0.21 034 028 0285 043 0.3 0.32 0.87

MNote: Bolded diagonal elements are the square root of average variance extracted (AVE).
These values should exceed the inter-construct correlations (off-diagonal elements) far
adequate discriminant walidity.

SLO=Semnvice Level Ohiectives, POP=Process Ownership Plan; SLC=Service Level Contents;

ACP=Anticipated Change Plan; FDMP=Future Demand Mamt Plan; IP=Innovation Plan;

FP=Feedback Plan, CP=Communication Plan, MC=Measurement Charter,

CAC=Conflict Arbitration Charter; EP=Enforcement Plan

Table 3. Correlations of Latent Variables and Evidence of Discriminant Validity
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Discriminant validity was assessed through confirmatory factor analytic models with every pair of latent constructs
(Anderson et a. 1988). Pair-wise y2 difference tests were carried out requiring the estimation of 110 covariance structures
(55 constrained and 55 unconstrained) and evaluation of the y2 differences’. In order to establish discriminant validity, the y2
value of the unconstrained model must be significantly lower than that of the constrained model. In addition, for satisfactory
discriminant validity, the square root of AVE from the construct should be greater than the variance shared between the
construct and other constructs in the model. Table 3 lists the correlation matrix, with correlations among constructs and the
sguare root of AVE on the diagonal. Both tables provide strong evidence of discriminant validity.

EVALUATING A COVARIATION MODEL OF SLA

As conceptualized, the factor structure of SLA bears a higher-order phenomenon evidenced through high performance
of the constructs across three characteristics. As shown in Table 3, correlations among the cluster of elements (or
constructs) associated with each characteristic are statistically significant and of high magnitude, suggesting the
existence of such a structure. However, the reported correlations are not a rigorous test of such effects. Rather, a
second-order factor modeling perspective can capture these correlations and explain them using a higher order
construct, an integrative latent representation of SLA. In essence, this structure is expected to resemble a factor model
with correlations among the first-order constructs (constructs classified to each characteristics) governed by one of
three second-order factors. foundation, change management, and governance characteristics. The efficacy of such a
structure can be tested using a comparative methodology for higher-order factor models (Marsh and Hocevar 1985).
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Figure 2. Second Order Factor Models of SLA Characteristics

The basdline model for testing the existence of a second-order factor implies that a set of contract elements
(constructs) are associated, but not governed, by a common latent phenomenon, asillustrated in Figure 2. For example,
the baseline model of foundation characteristics implies that service level objectives, process ownership plan, and
service level contents are associated, but not governed, by a common latent factor, foundation characteristics. In other
words, such a model suggests that these first order constructs (contract elements) are independent in their management
of IT outsourcing relationships. As evident in Figure 1, validation heuristics supported good mode fit for each model.
Importantly, the observed item loadings and corrélation estimates of Figure 1 mirror the estimates reported in Tables 2
and 3. Such results confirm the strength of measurement inherent within the scale items and the stability of the factor

2 Table pertaining to the results of the test was omitted due to space limitations, which is available upon request.
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solution.

The aternative model posits a second-order factor governing the correlations among a set of contract elements (first
order constructs). The second order factors of these models explain the covariations among first-order factorsin a more
parsimonious way (i.e., one that requires fewer degrees of freedom). Therefore, even when the higher-order model is
able to explain the factor covariations, the goodness-of-fit of the higher-order model can never be better than the
corresponding first-order model. In this sense, the first-order model provides a target or optimum fit for the higher-
order model. It has been suggested that the efficacy of second-order models be assessed through examination of the
target (T) coefficient [T = x2 (baseline model) / 2 (alternative model)] (Marsh et al. 1985). This coefficient has an upper
bound of 1.0 with higher values implying that the relationship among first-order factors is sufficiently captured by the
higher-order factor. In the present analysis, the calculated target coefficients between the baseline and second order
models for foundation, change management, and governance characteristics are high .79, .79, and .85, respectively. This
value suggests that the addition of the second-order factor does not significantly increase 2 Further empirical support
for acceptance of the higher-order factor structureis found in the magnitude and significance of estimated parameters.
All structural equation parameters are of high magnitude except the relationship between enforcement plan and
governance characteristics and exhibit significantly high t-values. These parameter estimates are analogous to the
reliabilities of observed indicators to posited consructs. Therefore, their high magnitude and consistency provides
strong evidence of convergent validity and unidimensionality for the second-order construct of SLA. In sum, on both
theoretical and empirical grounds, the conceptualization of SLA as a multidimensional measure consisting of foundation,
change management, and gover nance characteristics appears justified.

IMPLICATIONS, LIMITATIONS, AND FUTURE RESEARCH

The aim of this paper was to create a conceptual framework by surfacing the factor structure of the SLA in IT outsourcing
and provide an instrument for further empirical work. The results of current work lead to two-fold implication.

Implications for Practice

Practitioners should find the scales associated with these characteristics a useful tool for rationalizing and refining the
elements of SLA. In many cases, IT organizations have no structured set of SLA upon which to gauge the relationships and
activities associated with IT outsourcing (Karten 2004). In other words, SLA is often developed using its own process and
format, resulting in many missing essential elements. While it is impossible to create a robust contract that spells out all
future contingencies, our conceptualization with eleven constituent elements dramatizes the multidimensionality of exchange.
In practice, more than eleven elements may or may not be required. However, the value of focusing on the these € ements
will be reflected by relationships that are more efficiently administered, are capable of improving relationship qudity, and are
less likely to end in litigation or significant dissatisfaction.

Implications for Research

By developing an archetype of SLA and their operationalized measurement items here, this provides a foundation for the
future study of IT outsourcing relationships from a contractua perspective. This study categorized eleven contractual
elements into three substantive dimensions including foundation, change management, and governance characterigtics. The
substantive constructs might provide not only parsimonious structure of SLA but also meaningful insights regarding which
characteristics of SLA should be emphasized in its structuration to nurture different relationships. For example, for the
development of relationship-specific systems and applications over the years, SLA structure that emphasizes both foundation
characteristics and governance characteristics could be desired because they supposedly foster trust relationships between
both parties and lure the SP that is undertaking the risks inherent in the relationship-specific investment. If thisis confirmed
through future studies, then it can lead practitioners to a more appropriate development of outsourcing relationships with
different intents.

Limitations

This research has attempted to bring atheoretical and operational definition to a complex contractual context. Such ambitious
endeavors contain inherent limitations. Perhaps the most significant potential limitation of the present study is the scope of
developed constructs for SLA. No clam is made to have captured every aspect of these complex phenomena. To its credit,
the research design has incorporated multiple rounds of theory building through literature review, actual contract
benchmarking, and expert opinion. In addition, a rigorous methodological approach of theory testing has been adopted that
confirms the adequacy of measurement. However, it is possible that other characterisics of SLA exist but are not
conceptualized in the presented models.

Another potential limitation concerned the nature of the sample utilized in this analysis. The survey in this study was aimed
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at organizations that implemented IT outsourcing through SLA, and senior executives with vested interest in SLA outcomes.
Although the utilized sampling frame has been widely used in | S research and contains organi zations which likely participate
in the activity of interest, no claim of externa validity for this study's findings was made. These findings could only be
generalized to populations of firms within the sampling frame. The firms within the sampling frame were the entities of most
interest in IT outsourcing because of their current or past involvement. However, the sample was limited to Korean domestic
organizations and was selected from the attendee list of an outsourcing conference. Therefore, generaizing the observed
structure of SLA to organizations of other nations or beyond the sampling frame may be problematic.

In addition to sampling frame, sample size may represent a limiting aspect of thisresearch. In generd, it isrecommended that
five data points be collected for every estimated parameter in a structural equation model (Hair 1998). To meet this scholarly
recommendation, we estimated a separate model for each latent construct (Bollen 1989), but complex models (many
indicators, many factors) such as the ones depicted in Figures 1 and 2 may require even larger sample szes. In general, when
models are complex and samples are small, the hypothesized model will often be rgected. Given the cons stent convergence
across all estimated models and the overwhelming empirical support for each of the models, limitations attributable to sample
size did not seem particularly threatening in this analysis. However, their potential effect on measures of fit should be
acknowledged in similar research contexts.

Finally, true confirmation of theoretical models is best obtained through mode re-estimation on an independent sample. Due
to the sophigtication of SLA structure in terms of number of indicators and factor complexity, modd re-estimation was not
feasible. Therefore, while the findings seem strong in terms of content and construct validity, the results of this study must be
viewed as prdiminary and in need of further confirmation.

In sum, as an extension of past studies emphasizing the importance of the contract (Kern et a. 2002), we viewed SLA asa
relationa contract that provides the foundation of the outsourcing relationship. However, no clam is made in any way that
the SLA is a panacea nor does it ensure successful relations. Instead, the SLA is about getting the foundations right. As
Granovetter (Granovetter 1985) points out, structural arrangements affected psychological relationships and related
behaviors. So in outsourcing, the relationship issue can be affected by the structure of the SLA, and the workability of SLA
can be affected by a psychological relationship that evolves over time. Thus, future research is encouraged to examine the
association between relational SLA and the factors of psychological reationship and relational quality.
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<Appendix A> Operationalization of SLA: Measurement Items

Constructs |tems
Sevice Level To what extent are the following statements addr essed for specifying service level objectives?
Objectives A statement of the SR's management and organizational structure expectations at the end of the contract, once

the relationship is fully operational

A statement of innovation expectations and capabilities of the Service Provider

A statement of the Service Recipient's (SR) business objectives from the service

Process Ownership

Towhat extent are the following statements addr essed for specifying process owner ship?

Plan Statement of process ownership roles and responsibilities
Inventory of processes that are required to manage the agreements between the SR and SP
Inventory of processes directly affected by the servicesincluded in the agreements
ServiceLevel |Towhat extent arethe following statements addr essed for specifying service level/quality?
Contents A statement of the key business measurements required by the SR

Established service-level/quality targets

A general description of the service required, major categories of services, and specific service elements

Future Demand
Management Plan

Towhat extent are the following statements addressed for specifying the process dealing with future
demands?

Processes for scheduling, costing and modifyi ng agreements with new demand

The processes used to obtain end-user feedback on the SP's delivery of services that are provisioned to meet
new demand

The processes that the SR and SP will use to prioritize changes and modify the volume, type, or level of
service to match evolving user requirements

Anticipated
Change
Management Plan

Towhat extent are the following statements addressed for specifying anticipated changesin the cour se of
relationship?

Relevant technology, business and industry drivers for change

Roles, responsibilities and decision-making procedures of the SR and SP for each category of change

Clear definitions of the key categories of change (i.e., predetermined change -- e.g., charges for volume
changes, computer updates, etc.)

Innovation Plan

Towhat extent are the following statements addressed for planning of innovation?

Process for innovation, including i mplementation and prioritization

Process for business improvement and technol ogy advancements (e.g., scope i mprovement and technology
refreshes/upgrades)

Innovation incentive (reward) programs

Feedback Plan

Towhat extent are the following statements specified and addressed for guiding the feedback and the
sequences of the measur ements?

Statement of how changes will be implemented based on measurement results

The road map for an efficient feedback on the identified drawbacks

Prioritization methodology for current tasks and feedbacks

Communication

Towhat extent are the following statements specified and addr essed for ensuring communication flow?

Arbitration Charter

Plan
Statement of the communication policy
Organizational reporting structure
Identified communication initiatives/initiative owners and recipients for various communication initiati ves
Measurement  |To what extent are the following statements specified and addr essed for deter mining how well the serviced
Charter are provided?
Statement of measurement methodol ogy
Definition of what is to be measured (e.g., price and service benchmarking clause, customer satisfaction,
Definition of processes to periodically measure the defined categories
Conflict To what extent are the following statements specified and addressed for facilitating dialog and trust to

wor k out possible conflicts?

A statement of the parameters for involving the third party in discussions between the SR and SP

A schedule for regular interactions between the parties, and timetables for resolving i ssues between the SR and

A statement of the practices and conduct rules required to preserve the independence of the independent

Enforcement Plan

To what extent are the following statements addressed for enfor cing the service agr eements?

Penalty definitions and formula

Conditions under which termination may occur

Statement of exit responsibilities

Model fit indices:

Goodness of fit (X?) with 380 degrees of freedom = 491.7 (p = 0.00)
Root mean square error of approximation (RMSEA) = 0.57; Goodness of fit Index = 0.87
Adjusted goodness of fit index = 0.84; Tucker-Lewisindex = 0.94; Comparative fit index = 095
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