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IT Outsourcing Adoption by Small and
Medium Enterprises: A Diffusion of
Innovation Approach

Abstract

The study investigates factors contributing to the adoption of IT services outsourcing (ITO) by small and
medium enterprises (SMEs) in western countries. The focus is on the process of diffusion and adoption of
ITO as a management innovation. The paper is written from the perspective of ITO vendors from
developing countries and seeks to identify steps that will help these vendors sell ITO services to SMEs in
first world countries. The model is motivated by two research streams: diffusion of innovation theory and
institutional theory. The model posits that vendors should exploit the fit among three factors (as it is this fit
that determines the adoption rate of ITO services): (1) innovation profile, including features such as relative
advantage and complexity of service offered; (2) innovator profile, including features such as prestige level
of the firm, educational level, and firm size; and (3) field-level characteristics such as intensity of
competition, density of inter-firm connections, service professionalization, knowledge codification in the

field, and effort level by intermediaries in promoting legitimacy of ITO.

Key words: Innovation, diffusion, institutional theory, SMEs, outsourcing
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IT Outsourcing Adoption by Small and
Medium Enterprises: A Diffusion of
Innovation Approach

1. Introduction
The trend of outsourcing continues to rise in the western countries.! However, small and medium

enterprises (SMEs) are usually laggards in adopting innovations (Afuah, 2003), including IT outsourcing
(ITO). For instance, it was reported that SMEs in the UK found ITO not to be cost-competitive.” Similarly,
in Canada, small firms were missing out on outsourcing because they were not convinced of the cost and
other advantages of ITO.® In another report, Gartner confirmed that among countries providing IT
outsourcing, India, China, Russia, and Brazil continue to be favorites.” It is in the interest of both SMEs,

who are being squeezed by cost pressures, and ITO vendors to be brought together.

The study investigates factors contributing to the adoption of ITO by small and medium firms (SMEs) in
western countries and how vendors from third and second world countries could break into this market. In
this study, IT outsourcing (ITO) is defined as the contracting of a specific IT business task to a third-party
service provider (Yourdon, 2004). The service provider is then responsible for the day-to-day running and
maintenance of the delegated process. Using extant research in the field, the goal is to arrive at actionable
guidance for IT vendors trying to popularize the use of ITO among SMEs.? Firms with employee strength
below five hundred are considered SMEs in this paper. The model is based on diffusion of innovation
(DOI) theory (Rogers, 2003) and institutional theory (Scott, 2001). The focus here is on the process of
diffusion and adoption of ITO as a new idea. Our model (Figure 1) posits that it is the fit among three

factors that determines the adoption rate of an innovation—the dependent variable. The three factors are:

1. Innovation profile, including such features as relative advantage, compatibility with existing
culture and routines, complexity, and observability.

2. Innovator profile, including features such as professionalism and specialization (Damanpour,
1991). Institutional theory has emphasized prestige level of firms (Sherer & Kyungmook, 2002)
and CEO background as crucial variables (Scott, 2001).

! http://www.cio.com/article/152251/Outsourcing_Continues_to_Rise_State_of_the_CIO_Data_Show
dated December 24, 2007

* http://www.computing.co.uk/computing/news/2196827/outsourcing-expensive-smbs, dated December 24,
2007.

? http://www.businessedge.ca/article.cfm/newsID/12785.cfm, dated December 24, 2007.

* http://searchcio.techtarget.com/original Content/0,289142,sid 182_gci1286775,00.html, dated December
24, 2007.

5 According to a review paper on Outsourcing by Gonzalez, Gasco, and Llopis (2006), more than a third of
the papers published in IS academic journals are theoretical in nature—that is, without any data analysis.
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3. Institutional field-level characteristics such as competitive intensity, density of inter-firm
connections, information flow, and the role of intermediaries such as professional associations and

consultants in promoting the legitimacy (DiMaggio, 1991) of ITO as an institutional norm.

©00000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

Innovation Profile of ITO
services

Degree of ITO adoption
Innovator Profile of

potential adopters

Institutional Field
Characteristics of SMEs

Figure 1: The Basic Model

2. Literature Survey and Contribution

Dibbern et al. (2004) categorized 200 papers according to the decision process model of Simon (1957), into
decisions related to why to outsource, what to outsource, which decision process to take, how to
implement, and what is the outcome. In the category of why, they focus on factors that affect clients’
decision to choose outsourcing. Institutional theory has been used by Ang and Cummings (1997) to explain
how banks have undergone organizational change through the process of ITO adoption. Several papers
have used innovation diffusion theories (Loh & Venkatraman, 1992b; Hu, Saunders, & Gebelt, 1997) using

empirical data on adoption to fit an econometric model describing the dynamics of diffusion.
In terms of determinants within firms, Ang and Cummings (1997) find evidence that financial slack and

capacity play a role. Loh and Venkatraman (1992a) find that cost structure and financial leverage are

important, while Smith et al. (1998) find that core competency, strategy types, and focus on cost reduction
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are factors that induce firms to opt for outsourcing. Loh (1994) and Loh and Venkatraman (1995) observe

that perceived fiscal impetus and business benefits of outsourcing play a major role.

Gonzalez et al. (2006) provide the most recent literature survey on IS outsourcing. Their sample of papers
totaled 131. About a third of the papers were theoretical in nature—that is, they did not contain any
empirical data or case studies. The vendor’s perspective has not been much researched (Levina & Ross,
2003). Only a few papers have been from the perspective of providers seeking to supply guidance and
information to the vendor community, and they suffer from narrow focus (Gonzalez, 2006). Papers from
vendors’ perspective have concentrated only on application service providers and on the historic evolution
of services from hardware servicing to general consultancy. Some of the relevant papers from vendors’
perspective include Levina and Ross’s (2003) paper on how vendors provide cost advantages to large
customers and Brown and Lockett’s (2004) study on the role of IS providers in assisting small and medium

enterprises investing in e-business applications.

It does not seem that there is any research providing actionable guidance to outsourcing vendors attempting
to introduce ITO services in the SME community, which is the focus of this paper. To the best of our
knowledge, this is the first paper that uses the twin lenses of innovation diffusion theory and institutional
theory to develop a model of ITO adoption. Extant research conclusions in academic literature are used to

help derive policy guidance for third world ITO vendors operating in the SME community.

3. Innovation Profile of ITO Services
As early as the 1960s (Rogers, 1965), it was suggested that several primary product-related attributes
govern the rate of diffusion. These attributes are as follows:

1. Relative advantage is the degree to which an innovation is perceived as better than the idea it
supersedes (Rogers, 2003). By its promise of cost reduction, ITO offers a relative advantage over
the current alternatives.

2. Complexity is the degree to which an innovation is perceived as difficult to use and understand
(Rogers, 2003). A common tool to cope with complexity is education on how the innovation
works and how it can be used, and it is advisable that vendors educate potential adopters.

3. Trialability is the degree to which an innovation may be experimented with on a limited basis
(Rogers, 2003). New ideas that can be tried on an experimental basis are likely to be adopted more
quickly than ideas that cannot be experimented with. To the extent that vendors can enhance the
trialability of their services, they will improve the rate of ITO adoption.

4. Observability is the degree to which the results of an innovation are visible to others (Rogers,
2003). The easier it is for adopters to observe the new idea and its consequences, the more likely
they are to adopt it. Vendors should promote success stories and encourage discussion among

successful and potential adopters.
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Therefore it can be asserted:
Proposition 3a: The more vendors can enhance the perceived relative advantage, trialability, and
observability of the benefits of ITO and lower the complexity of the services they offer, the greater will be

the diffusion of ITO-related services.

SME Characteristic

The most obvious characteristic of SMEs is their small size, which has important consequences. They have
small asset bases; often, a significant portion of the capital is sourced from the owners. SMEs are therefore
more risk-averse (Leyden & Link, 2004) than large firms where decisions are made by managers who have
no direct stake in the financial success of the firm (Wiklund, Gerard, & Zahara, 2005). The capacity of
SMEs to take economic risks and invest for the very long term is limited (Hunter et al., 2002). Compared to
large firms, SMEs are almost always behind the curve in adopting new business and manufacturing

technologies (Afuah, 2003). Thus, we state:

Proposition 3b: Compared to large firms, SMEs are more risk-averse in adopting innovations such as IT

outsourcing.

Proposition 3c: Compared to large firms, SMEs require outsourcing proposals to be less complex, provide

more relative advantage, and be more trialable and observable before they adopt ITO’.

4. Potential Innovator Profile of ITO Clients

A key concept in institutional theory here is that of isomorphism—resemblance among institutions in terms
of structures (DiMaggio & Powell, 1983). The theory has mostly focused on the “movement towards, and
maintenance of, isomorphic institutional environments.” Focus on institutional evolution and change has
been weak (Powell, 1991). However, recent studies on the birth, evolution, and diffusion of new
institutional norms in the business sector have tried to mitigate this (e.g., Greenwood, Suddaby, &
Hinnings, 2002, in business services; Reay & Hinnings, 2004, 2005, in health care; Ashworth et al., 2005,

in public organizations).

Within the field, institutions fit institutional norms to varying degrees. Much as Rogers (2003, p. 23)
proposed categorizing adopters with respect to their propensity for innovation adoption, Kondra and

Hinnings (1998) provide a typology of institutions based on their degree of fit with institutionally defined

% In order to meet word limit, multiple factors have been included in a single proposition
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performance norms. Their typology consists of four types: institutional operators, equifinalists, renegades,
and dogs.

e Institutions that have a high fit with both norms of operations and performance levels are called
“institutional operators.” Much of any given field is likely to be populated by institutional
operators.

e Institutions that operate differently but have performance within norms prevalent in the field are
called “equifinalists.”

o Institutions that are performing well above institutional norms are called “renegades.”

e Institutions performing below institutional norms are called “dogs.” Dogs are likely to be weeded
out due to lack of legitimacy in the field and are not likely to have any impact on institutional

norms. There is no incentive to mimic these organizations.

Renegades, according to Kondra and Hinnings (1998), are firms that performing well above institutional
norms. They may include firms that are new entrants to the field and are able to have a novel operational
model because they have not been subject to forces of isomorphism for long. Renegades could also be
existing firms that have deviated from norms knowingly (active agency) or unknowingly (passive agency).
Over time, according to Fligstein (1991), renegades become a new source of legitimacy and new norms.
“Legitimacy is contagious” (Zucker, 1988, p. 38) and there is a spread of legitimation, more so when the
organizational field is tightly integrated. Hinnings and Greenwood (1988) suggest that these firms over

time establish themselves as “leading organizations” in the field.

In organizational innovation literature, Rogers (2003, p. 411) describes organizational innovativeness as a
variable dependent on independent variables such as leader characteristics and internal characteristics of an
organization such as size, complexity, and similar factors. Our model for predicting organizational

propensity to innovate is shown in Figure 2.
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Leader Characteristics Renegades

- Attitude toward change (+)

Adoption rate of
Internal Characteristics of ITO

Organizational Structure:
1-  Organizational size (+)
2- Specialization and related
knowledge (+)
3- Education and training(+)

Figure 2: Innovator Variables Related to Adoption Rate of ITO
A. Renegades: By definition, firms that are star performers are likely to be ‘“renegades,” as their
performance level is above field-level norms. Sherer et al. (2002) show how prestigious law firms have led
innovation in HR practices in the field of legal services. Organizations with prestige have the legitimacy to
act as initial adopters (Rogers, 2003). Moreover, market feedback about successful firms and their mode of
operations shapes managers’ cognitive premises directly through exposure and indirectly through other
intermediaries such as consultant firms and authors, thus providing the necessary mimetic and normative

forces for conformity to star performers (Lee & Pennings, 2002).

Proposition 4a: Renegade firms are more likely to adopt outsourcing than non-renegade firms, and in turn

act as exemplars for others in the institutional field consisting of the SME community.

B. Leader’s characteristic: Attitude toward change: IS research literature is replete with evidence that top
management’s support is crucial for technology adoption (Chatterjee, Grewal, & Sambamurthy, 2002;
Jarvenpaa & Ives, 1991). Chatterjee, Grewal, and Sambamurthy (2002) and Lane (1985) have established
the role of senior managers and their attitude toward technology adoption as a critical variable in

determining organizational innovativeness.

Proposition 4b: The more positive the attitude of top management towards outsourcing, the greater the

potential adoption rate of ITO-related services.

C. Organizational characteristics: organizational size, specialization, related knowledge, and education:

According to Rogers (2003), size is one of the most critical determinants of the innovator profile. Mytinger

IS Challenges for Small and Medium Enterprises 7



IT Outsourcing Adoption by Small & Medium Enterprises

(1968) provides evidence that organization size is one of the most important variables explaining
innovativeness. Mahler and Rogers (1999) found that organizational size, revenue, and number of people
employed are positively correlated with telecommunications technology adoption. Sherer and Lee (2002)

show that large law firms are more likely to adopt innovative HR practices.

Kimberely and Evanisko (1981) ascribe the innovativeness of organizations to specialization in related
activities. Rogers (2003, p. 411) credits organizational innovativeness to a “range of occupational
specialties,” a “high level of knowledge and expertise,” and a “degree of professionalism as expressed by
formal training.” Cohen and Levinthal (1990) ascribe adoption of new technologies to existence of related
knowledge. Pierce and Delbecq (1977) and Fichman (2001) relate education to professionalism and thereby

to the ability to innovate. Thus we can state:

Proposition 4c: The greater the organizational size, degree of specialization, degree of employee education
and knowledge, and training level in an SME firm, the greater the potential adoption rate of ITO services

by that firm.

S. Institutional Field Characteristics

DiMaggio (1991) characterizes institutional fields in terms of dimensions related to professionalization
(Larson, 1977) and dimensions related to structuration (Giddens, 1979). In terms of professionalization,
DiMaggio (1991) listed factors such as (i) creation of body of knowledge, (ii) organizations of professional
associations, and (iii) consolidation of a professional elite. He used these factors to demonstrate how the
Carnegie Corporation facilitated the development of the organizational field of U.S. art museums. The
Carnegie Corporation made grants to colleges and universities to facilitate art scholarship and the
application of scientific techniques to art analysis. The American Association of Museums was encouraged
to investigate the efficacy of different exhibition methods and develop training schemes that produced a
cadre of experts in museum administration. The corporation helped the professional association get
established, and it also supported the association’s publication and research activities. Lastly, Carnegie
Corporation’s efforts with universities such as Harvard helped develop a professional body of Harvard
graduates who constituted a vast and powerful network that dominated the art museum field for decades

and helped get the profession established.

More recently, IBM has been promoting the concept of service and process management; it helped North
Carolina State University develop the first MBA program in the field’. One of the major subfields in the
proposed area is that of managing vendors engaged in outsourcing activities—“emphasizing the

management of relationships between service providers and their clients.” IBM similarly helped

! http://www.mgt.ncsu.edu/news/2006/mba_ssme.php, dated 01/31/2007
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consolidate the subject of computer science in the 1960s, helped develop its many professional
associations, and encouraged universities to provide degrees in the subject and thus populate the
professional world of computer science. This professionalization helped legitimate the subject and its

subsequent widespread use in science, business, and engineering (previous web site).

Proposition 5a: Creation of a body of knowledge, organization of professional associations, and
consolidation of a professional elite in the field of outsourcing will help in the legitimation of the subject

and its correspondent institutional forms, which in turn will promote its diffusion.

Motivated by Giddens (1979), DiMaggio (1991) suggested that the following structuration variables impact
the development of an institutional field and its subsequent impact on institutional members: (i) density of
inter-organizational contacts, (ii) rate of flow of information, and (iii) emergence of a center-periphery
structure. Coleman (1939) showed how increasing contact among member museums led to smaller
museums adopting professional methods. Lawrence et al. (2002) and Phillips et al. (2000) show the
importance of information flows in fields for institutional effects to occur. The information flow in the
institutional field consisting of SME:s is a result of their small size limiting them to interacting with firms in
a particular geographical area. Their suppliers, customers, and employees tend to belong to a few different

communities located in the same region (Burgess, 2002).

SMEs are often organized in geographical clusters, such as in the bio-sciences industry, in software, and in
textiles and metalworking (Khan & Ghani, 2004; Chiarvesio, di Maria, & Micelli, 2004). Granovetter
(1973) differentiated between strong and weak ties. Strong ties emphasize a network of family, community,
and kinship ties, whereas weak ties refer to more dispersed relationships. An overreliance on strong ties on
the part of SMEs (Mackinnon, Chapman, & Cumbers, 2004) leads to the problem of “lock-in” through
progressive closure of the network, preventing access to other information and cultural sources (Grabher,

1993).

SMEs, as a result of weak management systems, tend toward developing relational exchanges and depend
on resilient trust in their inter-firm relationships. The fact that SME clusters are embedded in their society
and the consequent social ties play an important role in their business dealings (Chiarvesio, di Maria, &
Micelli, 2004; Mackinnon, Chapman, & Cumbers, 2004). Monetary and pecuniary incentives play a
proportionately weaker role in the SME environment (Agell, 2004). In contrast, among large firms, trust is
fragile, and where transaction risks are managed through administrative control and the legal system
(Bennett & Robson, 2004; Ring, 1977; Macneil, 1980). According to Sahay, Nicholson, and Krishna (2003,
p. 250), SMEs are more prone to depend on identity- and knowledge-based trust at the beginning of an

inter-firm relationship. Hence we can state:
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Proposition 5b: SMEs’ exposure to diverse cultures is limited in comparison to that of managers working
for large multinational firms, and they are more prone to identity-based trust at the beginning of an inter-
firm relationship. Therefore, SMEs will be less open to initial sales efforts by vendors from different

cultures.

Once the idea of ITO takes hold in part of the SME community, the system of deep contacts and
information flow will start to assist in the propagation of the idea. Due to dense contacts among themselves
and burgeoning relationships with vendors who are becoming part of the small circle of trust-based

relationships, we can claim:

Proposition 5c: Once ITO is successfully introduced to SMEs, it is likely to diffuse at a rapid rate as a
result of higher social contact density and higher information flow rate in this community characterized by

Granovetter’s strong ties.

6. Conclusion

The study conceptualized factors contributing to the adoption of IT services outsourcing (ITO) by small
and medium enterprises (SMEs) in western countries. The focus was on the process of diffusion and
adoption of ITO as a management innovation. The model was applied to the case of SMEs in the US and

other first world countries.

This is one of the first papers that looks at the issue from the vendors’ perspective and uses the twin
theoretical lenses of innovation diffusion and institutional theory. Through a literature survey, the business
and sociocultural characteristics of SMEs were determined in terms of administrative formalization, risk-
taking propensity, cultural diversity, and education levels. Given such characteristics of the SME sector, the
model recommends that the vendor community do the following:

(a) Seek an industry where competitive pressures are high and the sector has the advantage of dense
social interconnection among members; help outsourcing earn legitimacy as a profession in the
SME community through promotion of courses, seminars, and training related to ITO (field-level
characteristics)

(b) Within this favorable sector, seek individual firms that are successful, large, and prestigious, as
they are likely to be early adopters and they in turn can act as role models to the rest of the
community (innovator profile)

(c) Promote the trialability and observability of their outsourcing solutions and provide clients with

adequate training and learning opportunities to mitigate risks (innovation profile)
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