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This paper develops a comprehensive explanatory approach to the outsourcing of
Human Resource (HR) functions and the resulting demand or non-demand for per-
sonnel services by companies (e.g., interim management, outplacement services, con-
sulting in the field of HR management). Starting from the deficits of approaches that
currently dominate the outsourcing debate (cost accounting approach, transaction cost
approach, resource-based view of the firm), a modified and expanded framework to
explain outsourcing HR management/functions is presented which includes other
theoretical approaches as well. On the one hand, potential costs and benefits of out-
sourcing HR functions are systematically analysed, incorporating so far neglected as-
pects. On the other hand, triggers as well as situational and structural factors which
potentially influence the outsourcing decision via the perceived alternatives or via the
expectations that are formed concerning cost and benefits of outsourcing HR func-
tions are also included in the analysis.
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1. Introduction: State of research related to HR outsourcing

A wide spectrum of heterogeneous services comes under the heading of personnel or
HR services. It ranges from temporary agency work to interim management, legal ad-
vice on labour law, HR-consulting, management-on-site, placement services, head-
hunting (or executive seatch), outplacement, wage and salary accounting and training
services, right up to the external provision of complete Human Resource Management
(HRM). Personnel services provide an external, market-based alternative to the inter-
nal procurement of HR functions and HR management. Thus, by analysing compa-
nies’ demand for personnel services, we essentially address a HR make-or-buy deci-
sion with regard to the whole spectrum of HR functions and do not restrict the term
“personnel services” to administrative or operational functions.

Research on outsourcing has a long-standing history in economic research. Build-
ing on the work of Coase in 1937, transaction cost theory nowadays serves as the cen-
tral approach to the analysis of make-or-buy decisions (see, e.g., Williamson 1990; Wil-
liamson et al. 1975; Picot et al. 2003). However, classical methods of comparing op-
erational costs and strategic management approaches — as, for example, the resource-
based view and core competence approaches — continue to be used to analyse make-
ot-buy decisions (Vosberg 2002; for an overview of U.S. and German studies see
Mellewigt/Kabst 2003 and Matiaske/Mellewigt 2002). In this tradition, authors often
argue that (production or transaction) cost differences between make-or-buy are cru-
cial for the outsourcing decision (see, e.g., Burke/Ng 2006; Canez et al. 2000,
Walker/Weber 1984). More broadly, Grover et al. (1996) argue that important bene-
fits of outsourcing like the ability to focus on the core business and strategic issues,
the utilisation of expertise and economies of scale of the service provider, and better
management of the cost structure need to be assessed against an increase in transac-
tional cost and a decrease in flexibility.

Many eatly articles on outsourcing decisions focus on the IT sector (see, e.g., Au-
bett et al. 1996; Grover et al. 1996; Slaughter/Ang 1996; Ang/Cummings 1997; Ang/
Straub 1998; Bruch 1998; Lacity/Willcocks 1998; Poppo/Zenger 1998; Canez et al.
2000; Klein 2004; Calmfors 2005; Jenster et al. 2005). While much of the research on
outsourcing IT still focuses on the classical theoretical approaches for analysing out-
sourcing decisions, there is nevertheless a growing awareness of deficits and short-
comings of these approaches. Thus, some complementary approaches explaining I'T
outsourcing decisions have already been published. Ang and Straub (1998), for exam-
ple, examine the influence of financial slack as a possible explanation for IT outsourc-
ing. They argue that organisations that possess slack resources may enlarge the scale
and scope of their operations by deploying slack resources toward building up internal
IT resources. In case of low slack resources firms are likely to downsize internal IT
services by selling IT assets. However, this hypothesis was not verified by their em-
pirical findings. Slaughter and Ang (1996) argue that I'T outsourcing may also be influ-
enced by the dynamics of internal politics, the behaviour of leading companies in the
IT community, which is imitated by other firms, and the cost and benefits of differing
employment arrangements. Even though such modifications and additions to the clas-
sical theoretical approaches exist, they are neither very systematic nor have they been
integrated into one coherent explanatory approach.
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Following the many studies on outsourcing IT, the outsourcing debate has more
recently also included HR functions. However, until now, there have been compara-
tively few analyses of make-or-buy decisions regarding HR functions (but see Autor
2003; Belcourt 2006; Cooke et al. 2005; Gainey/Klaas 2003; Greer et al. 1999; Grund
20006; Klaas et al. 1999, 2001; Lawler 2005; Lawler et al. 2004; Meckl 1999; Ma-
tiaske/Mellewigt 2002; Mellewigt/Kabst 2003; Vosberg 2002).

Existing papers on HR outsourcing often apply the same classical approaches as
the studies on I'T outsourcing. Thus, the set of expected effects of outsourcing HR is
often conceptualised quite narrowly. Utility differences between make-or-buy alterna-
tives, which are not related to the protection of core competencies, and strategic re-
sources are almost completely neglected (but see the list of benefits and risks without
reference to a specific theoretical framework by Belcourt 2006). Cooke et al. (2005)
thus resume their summary of research on HR outsourcing by stating that the dearth
of research is in sharp contrast to the burgeoning prescriptive literature on HR out-
sourcing.

However, the HR make-or-buy decision is essentially one about the division of
labour. The predominant question is which functions of HRM should be carried out
within the firm and which should be managed across the market. Even so, the multi-
tude of different approaches in the literature and the various positive and negative ef-
fects and consequences of the division of labour have barely been systematically in-
cluded in the analysis of make-or-buy decisions (but see Alewell 2004, Alewell et al.
2007b). A comprehensive set of expected effects of different institutional designs for
the external procurement of HR functions has still to be developed.

The scope and degree of outsourcing HR functions differ between companies
and sectors (Cooke et al. 2005) and within companies with regard to single HR func-
tions. On the basis of existing theoretical approaches, however, such patterns of de-
mand often cannot be explained.

First, these patterns are frequently not supported by consistent hypotheses as to
which situational or structural determinants of companies will influence the make-or-
buy decisions and in what direction.! However, a number of such structural and situ-
ational factors may have a strong impact on outsourcing decisions, for example, firm
size (for some recent contributions on the relationship between firm size and HRM,
see, e.g., Jack et al. 2006; Mayson/Barreth 2006; Marlow 2006). Thus, most studies do
not derive hypotheses concerning differences in such patterns of outsourcing HR
functions between sectors or firms with differing characteristics. Notable exceptions
are the contributions of Lepak et al. 2005; Gainey/Klaas 2003 and Klaas et al. 1999,
2001. They derive hypotheses which rely mainly on transaction cost theoretic or re-
source dependence variables, including differences concerning the degree of uncer-
tainty of the environment and of HR specificity as well as the frequency of demand.

I Klein (2004) formulates a related position. He summarises empirical research on make-or-
buy decisions which has been conducted on the basis of transaction cost theory and con-
cludes that so far many relevant determinants have been neglected which characterise
firm structure and firm environment as well as causal relations between outsourcing ef-
fects and make-or-buy decisions.
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Second, there may be different reasons why firms do not even consider HR out-
sourcing. Factors triggering such decision processes are often completely neglected in
the existing studies on HR outsourcing.

Third, make or buy are often assumed to be alternatives which companies may
choose for different HR functions. However, whether companies always conceive
make and buy as alternatives or whether they will perceive only one single way of pro-
curing HR functions as realisable, and thus whether they will in fact choose by weigh-
ing the expected effects of make and buy is ambiguous.

Summarising, until now not much is known about the outsourcing decision proc-
esses, e.g concerning the set of perceived alternatives, the importance of categories of
effects and whether and how structural and situational characteristics of the focal firm
influence the decision and by what channels. Overall, a powerful theory of outsourc-
ing HR functions has yet to be developed. This theory should include a comprehen-
sive framework that captures the different elements of the HR outsourcing decision
process. Specifically, a broader catalogue of outsourcing effects, triggers of HR-
outsourcing decisions as well as about situational and structural factors influencing the
perceived set of alternatives, the expected effects of outsourcing and the weighing of
these effects should be integrated into this framework. In a further step, specific hy-
potheses may be formulated about partial effects within the total decision process, for
example hypotheses about triggers of HR-outsourcing decisions ot situational and
structural factors that have an impact on the set of perceived alternatives in the pro-
curement of HR functions. Within the comprehensive framework, the scope of partial
hypotheses as well as their relation to the overall demand or non-demand of HR-
outsourcing by companies may be understood and evaluated much better than with-
out such a framework.

In this paper, our aim is to make the first move: to outline the modules of an in-
clusive and integrative explanatory model of make-or-buy decisions in HRM which
will help to reduce some of the research deficits outlined above. We draw on several
theoretical approaches to develop a framework for a broad theoretical explanation of
the HR-make-or-buy decision. However, in this paper we do 7ot focus thoroughly on
the second step, the formulation of specific and empirically testable hypotheses within
some of the modules of the explanatory approach, but deal with this task in other pa-
pers. However, by describing the elements of the framework, we give many examples
for relations between variables from which hypotheses can be derived and formulated
empirically testable in the next step.

Our paper is organised as follows: In section 2, the main elements of the explana-
tory approach are presented in an overview, while each of the subsequent sections ad-
dresses one of these modules in more detail. Thus, section 3 deals with triggers of the
make-or-buy decision. In section 4, we reflect on the set of alternatives from which
decision makers select one in the HR procurement decision, while section 5 addresses
expected outsourcing effects. In section 6, the focus is on several situational and struc-
tural factors which influence the (expected) effects of outsoutcing in individual firms.
Section 7 concludes with a brief outlook on further research needs.
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2. Overview: Modules of the explanatory approach to HR outsourcing
decisions

The demand for personnel services in a firm is contingent on whether or not there ex-
ists a basic need for the procurement of HR services: Only if there is such a need,
does the question of whether this should be met internally (make) or externally (buy),
become a relevant issue. The basic necessity to procure HR services is often triggered
by an imbalance between manpower requirements, on the one hand, and actual man-
power endowment, on the other. This imbalance results from quantitative or qualita-
tive shifts in one or both of these elements. Furthermore, outsourcing decisions might
also be triggered by new internal schedules of responsibilities.

Even if such a need is acknowledged in a firm, a make-or-buy decision is only
made if decision makers perceive make and buy as feasible alternatives. A number of
subjective, personal characteristics of decision makers and factors relating to the firm
and its environment may lead to a restriction of the set of alternatives, thereby poten-
tially ruling out a decision in which the full set of alternative institutional designs for
the procurement of HR services has been considered. Sayegh et al. (2004), for exam-
ple, point out the important role emotions of the decider can play, especially in quick
decision making. Besides emotions, they emphasise other human aspects of the de-
cider that should also be taken into account, as for instance individual traits and cogni-
tive mechanisms.

If the decision is based on more than one alternative, companies will assess and
weigh the expected effects of the make-and-buy alternatives. The assessment of costs
and benefits will potentially vary between companies, depending on situational and
structural factors.

Chart 1 summarises the modules of our approach and gives an overview, which
may be used as a “pathfinder” through the following sections.

Chart 1: Modules of the explanatory approach to the outsourcing of HR functions
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3. Triggers of the make-or-buy decision

One of the main tasks of HRM, besides securing the effectiveness and efficiency of
HR, is the ongoing balancing of manpower endowment and its requirements. New or
changed needs for the procurement of one or more HR functions thus increase if an
imbalance between manpower endowments and manpower requirements occurs.
Which factors may result in such a need can be easily identified by looking at the de-
terminants of manpower requirements and endowments:

First, manpower requirements of a firm are influenced by primary and secondary
determinants (Kossbiel 1990). Primary determinants have a direct effect on manpower
requirements. This group of determinants includes the range of products and services
with the related kind and extent of tasks to be fulfilled in the firm, labour productivity
and working time of workers per period. Changes in manpower requirements result
directly from variations in these primary determinants. For example, a more compre-
hensive range of products and services, a decrease in labour productivity or a reduction in
working time increase manpower requirements in a quantitative or qualitative manner,
temporarily or permanently. Secondary determinants indirectly influence manpower re-
quirements via changing primary determinants. They may have internal or external ori-
gins and be predictable or unpredictable for the firm. Conditions of supply and product
markets, including cost structures and cost competition, a firm’s production technology
and organisational factors all belong to this group of determinants.

Second, changes in manpower endowment may necessitate the procurement of
several HR functions. There are different factors influencing a firm’s manpower en-
dowment. On the one hand, there are more or less exogenously given parameters
which a firm cannot influence directly or in a short-term perspective, for example, la-
bour turnover, rate of absence of personnel or modifications of the manpower en-
dowment through ageing processes. On the other hand, there are “action parameters”
on which companies may decide directly, such as the procurement of personnel, staff
reductions and displacement, promotions, training or further education. As for man-
power requirements, an alteration of determinants of manpower endowment may be
predictable or unpredictable, be caused externally or internally and take effect quanti-
tatively or qualitatively as well as permanently or only temporarily.

Any imbalance between manpower requirements and endowment necessitates the
fulfilment of several HR tasks (cf. Table 1) and may trigger a decision on whether
these tasks are to be carried out by in-house production or external procurement.

Two central aspects are presented in the table. First of all, changes in manpower
requirements as well as in manpower endowment are considered as triggers of the re-
quirement of operational HR tasks. Empirical hypotheses about firms” demand for ex-
ternally procured HR functions should therefore include these triggers. Furthermore,
adaptation strategies which are induced by imbalances between manpower require-
ment and manpower endowment may result in changes in conceptual and administra-
tive HR tasks. If, for example, the qualitative manpower requirement is greater than
the qualitative manpower endowment, demand for conceptual HR tasks may result
when a new personnel development strategy is needed.
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Table 1: Imbalances between manpower requirement and manpower endowment as
triggers of HR tasks
Type of im- | Expected Examples for potential reasons HR functions Potential con-
balance duration sequences
MR>ME temporary | MRT: short-term influx of orders Deployment,
(ME<MR) MEJ: absence due to illness, vacation, | staff recruitment
(quantitative) maternity legislation s
durable MR?T: diversification of product-market | Staff recruitment =
concept 2
MEJ{: termination of employment, dis- =
ability, pension, death, etc. g
MR>ME temporary | MRT: fresh need of qualifications due | Personnel devel- g
(ME<MR) to implementation of a new opment, T
(qualitative) product line or a new technol- staff recruitment T
ogy o
durable MR?: fresh/new need of qualifications | Personnel devel- %
due to production of a new opment, b
product line or use of a new staff recruitment E__f
technology E
MR<ME temporary | MRY: short-term slowdown of orders Deployment, g_
(ME>MR) MET: miscalculation of staff recruit- | dismissal g
(quantitative) ment 5
durable MRJ: outsourcing of duties or depart- | Dismissal ;
ments, process innovation, du- N
rable decrease of sales s
MR<ME temporary S
(ME>MR) 2 5
(qualitative)  [durable MRI: higher productivity of existing Deployment, ©
employees dismissal 2
MET: as a result of personnel devel- 3
opment as well as through un- <
planned learning processes or
further training

MR = manpower requirement

ME = manpower endowment

Besides such imbalances, there is another group of triggers: new schedules of re-
sponsibilities, on the one hand, and new strategic decisions in HRM, on the other.
Both kinds of triggers will frequently occur in combination with each other. A new
HR director, for example, will often change strategic guidelines or adjust HR activities
according to her or his own experiences, values and goals. In some cases, these trig-
gers may occur isolated from each other, for example, if an economic crisis in the firm
leads to readjustments of strategy without changing personnel responsibilities of
HRM.

In line with our argument, Canez et al. (2000) identify several triggers of insourc-
ing or outsourcing decisions in general: cost reduction, lack of capacity, reduced time-

2 Temporarily higher qualitative manpower endowments are conceivable, e.g., if, due to a
specific order situation, higher qualifications are available than are required for a short pe-
riod of time. Because HR functions ate affected only marginally, this case is not consid-
ered further in the analysis.

(e |


https://doi.org/10.5771/0935-9915-2007-3-271
https://www.nomos-elibrary.de/agb

278

Alewell, Bihring, Canis, Hauff, Thommes: Outsourcing HR Functions

to-market, increased quality, new product introduction, balance capabilities, skills
shortage and increased responsiveness. As can easily be seen, these triggers stem from
different areas of the decision process and HRM. Some of the triggers describe new or
more concrete aims and purposes, which may have differing causes. Other triggers de-
scribe imbalances between manpower requirements and endowment. A classification
of these triggers along the above lines facilitates the formulation of hypotheses.

These triggers may occur in the personnel department itself and/or in other func-
tional departments of the firm. For example, a strong increase in manpower require-
ments concerning aspects of strategic marketing may result in a make-or-buy decision
about contracting with a consulting firm or recruiting employees for strategic market-
ing. If the decision maker favours recruiting, there is a direct need for the procure-
ment of recruiting functions, and the firm has to decide whether to assign internal
staff of the personnel department to fulfil these tasks or to contract with an external
service provider. Thus, triggers may exist on multiple levels in a firm.

4. The make-ot-buy decision: Generation of the set of perceived
alternatives

Imbalances between manpower requirements and manpower endowments lead to the
procurement of HR tasks in the affected firm. Most HR tasks — whether they be op-
erational, strategic or administrative — can be realised either internally by the firm itself
or through external service providers. This implies that firms can be either a user or a
non-user of personnel services. However, although each internal HR function theo-
retically has an external alternative, the make-or-buy decision depends critically on
whether the decision maker observes and perceives both, the internal and the external
procurement, as existent and realisable (e.g., as “real” alternatives). Apart from a set of
subjective factors, there are some environmental and situational factors that may pre-
vent any real choice between the internal realisation of HR tasks and their assignment
to external service providers (cf. Chart 2).

First, knowledge about the possibilities of make or buy is the sine qua non of a per-
ception of realisable alternatives. Only if the respective HR services and their func-
tions are known to the decision maker, outsourcing can be taken into account.? Sec-
ond, values and attitudes of decision makers are of special relevance. For example, out-
sourcing of selection tasks may be prevented by personal attitudes of the manager if
the internal procurement is defined as a core managing task. Or the internal procure-
ment of HR tasks may be batred by his or her strong convictions about the supetiority
of external, market-based services over in-house services or by a strong orientation of
decision makers to new and “modern” versus conventional HR instruments. Third,
the perception of alternatives can be determined by former experiences and routines — ac-
tion patterns consolidated during a process of institutionalisation — and prevent the
perception of existing alternatives. This process may lead to the development of ac-
tion patterns which are perceived as “objective and exterior” and, as “ready-made ac-
counts® (Zucker 1991: 85; Tolbert/Zucker 1996), limit the framework of action. Insti-

3 Conversely, the internal alternative may not be known, except for some rare cases, and
will therefore not be included explicitly in the analysis.
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tutionalised social knowledge “makes clear what is rational in an objective sense.
Other acts are meaningless, even unthinkable® (Zucker 1991: 85 et seq.). For the HR
make-or-by decision this implies that even if the need for the procurement of HR set-
vices is triggered, routines in delivering HR functions may sometimes prevent a con-
scious outsourcing decision. This could explain differences in the perception of the set
of alternatives between young, emerging companies and older firms with a higher de-
gree of institutionalisation.

Chart 2: Make or buy as perceived alternatives

Subjective factors : Structural and situational factors :
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Furthermore, the extent to which an alternative appears realisable depends partly
on specific structural and situational factors. Following a more macro-oriented variant
of institutional theory, the “organizational field” (DiMaggio/Powell 1983) or the firm'’s
environment may be essential factors influencing the perception of different alternatives.
The behaviour of other firms, competitors or suppliers may reduce the set of per-
ceived alternatives, characterising either make or by, but not both, as viable solutions
to the HR problem. In particular, companies may adopt actions of other firms by co-
ercion, mimetic processes and normative pressure (DiMaggio/Powell 1983), resulting
in structural similarities and similar action patterns between companies. For example,
a firm may use an HR service provider simply because the market leader does so, and
this practice is therefore regarded as ‘best practice’ guaranteeing success.

Beyond these effects of institutionalisation, further influences from the compa-
nies’ environment may reduce the set of perceived alternatives. One such factor is the
complexity or degree of difficulty of the respective task. For example, tough competi-
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tion for employees with certain skills may cast doubt on the viability of internal re-
cruiting. Very complex tasks reflecting firm-specific particularities may not only (as
transaction cost theory contends) result in risks due to opportunism, but also in the
perception that vendors will not be able to deliver the task at all. Another important
factor, which is related to the aforementioned specificity, is market supply. Especially
the scope, quality and price of the services vendors offer, the precise knowledge of
this supply as well as the image of each HR service may be decisive. If personnel ser-
vice firms have a negative image, outsourcing HR may not be conceived as a viable al-
ternative and should be carefully weighed against internal alternatives (Lepak et al.
2005).

Regarding the fimm itself, especially its size and organisational structure may affect
the perception of the make-or-buy alternatives. For example, small and medium-sized
companies with a flat hierarchy may have neither sufficient funds nor sufficient knowl-
edge about the market nor explicit and formalised decision routines of deploying HR
practices (see, e.g, Jack et al 2006; Mayson/Barrett 2006; Martlow 2006;
Cardon/Stevens 2004). Furthermore, the existence and activities of a works council or
an in-house union or supervisory boards may prevent the perception of viable internal
or external alternatives. This also goes for further temporary agency work, for example,
if a works council blocks the demand for temporary agency employment, or headcount
guidelines of the supervisory board exclude a recruitment of additional employees.

Finally, on the level of HR management, the resources and abilities of the personnel
department as well as the roles or dominant orientation it adopts may influence the
perception of alternatives (see Lepak et al. 2005 for the effect of HR orientation on
the delivery of HR practices). For example, if a personnel department is not deemed
capable of performing a task, the internal alternative may be regarded as not being vi-
able without even weighing up the benefits and risks of make or buy.

Only if make and buy are indeed perceived as realisable alternatives, an assess-
ment and weighting of the expected effects will occur. This is described in the next
section.

5. Expected effects of in-house production and external deployment in
HRM

In-house production and external procutrement are different institutional designs of
the provision of HR functions. The external procurement of HR services can produce
different effects compared to an in-house production.* Our focus is thus not so much
on the effects of HRM itself, but on the (expected) effects of the institutional design
of the HRM.

We differentiate between the effects of the institutional design on service creation, on
the one hand, and — with regard to transaction cost theory — the effects of this design

4 In the following, we start from the assumption that the service is deployed internally and
ask what effects it would have for the service to be produced externally and delivered by a
vendor. Naturally, it would also be possible to look at this from the opposite perspective
and ask what effects it would have for a service that was previously purchased externally
to be produced internally again.
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on transaction costs, on the other hand. The effects on service creation describe the
changes in costs and benefits which occur in the concrete creation of the service, es-
pecially quality effects, monetary effects, know-how related effects and stakeholder ef-
fects.> Transaction cost effects occur in the broadest sense by entering into a contract
(with an external service provider or a person assigned to perform the service inter-
nally as a newly integrated co-worker).

With regard to guality effects, the question is how differing institutional designs will
impact on the quality of the required service. Quality effects could either improve or
impair quality, depending on, for example, the supply conditions on the relevant mar-
ket and the HR competencies of the focal firm. Positive quality effects may arise from
the use of external specialists since these have a better market knowledge, a higher
specialisation in specific sub-functions or a better infrastructure for the solution of
specific problems. Furthermore, vendors may systematically use experiences gained
from their assignments in various companies as benchmarking knowledge, thus con-
tributing to the enforcement of best-practice solutions in the focal firm (Cooke et al.
2005; Belcourt 20006).

In addition to direct quality effects of an external deployment, the demand-
driven, prompt and expedient provision of services represents a special (time-specific)
dimension of quality. Thereby, the time aspect of flexibility is addressed, as the ability
of companies grows to adapt to changing circumstances and variations of the demand
for HR services (Foote/Folta 2002). Flexibility advantages may result if HR service
providers can come up with solutions faster than the focal firm, for example because
of routines they have developed, the experience-driven adaptation of less time-
consuming processes in analysing problems or because of a quicker disposal of re-
sources. For example, temporary work agencies often maintain large databases of ap-
plicants, while many internal HR departments would have to start a new search for
applicants once they have to fill a vacancy.

In the case of HR services that include the deployment of so called external staff in
a firm (interim management, temporary agency work and HR consulting; see, e.g., Con-
nelly/Gallagher 2000), these quality effects may occur on two levels. First, the petiod
spent by external staff in the firm may serve as an extended probation period. Thus, the
decision about a permanent employment will be based on better information. This may
also increase temporal flexibility as a special dimension of quality. As a result, the quality
of a HR function itself is improved, e.g., selection. Second, if external staff contributes
other and broader experiences and qualifications than internal staff, and if there are no
countervailing effects via motivation and incentives, then the quality of work perform-
ance and, accordingly, the outcomes in other areas of operation may rise.

Another group of service creation effects of the institutional design are monetary
¢ffects (Cronin et al. 2004). Through an external procurement of HR services, the firm’s
(expected) exposure to fixed costs may be lower. This is always the case when fixed
costs (e.g., for parts of the HR department), which would be incurred in the case of

> These benefits are often neglected in both, the cost accounting and transaction cost ap-
proaches, as both start from the premise of given services with the same effects on re-
turns and benefits.
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continuing in-house production, can be eliminated through the external procurement
of the service, or need not even be incurred in the first place. The reduction of fixed
costs may lead to a reduction of risk and an increase in flexibility in terms of a better
adaptability to changes in the environment, especially in small organisations. The re-
duction of fixed costs goes hand in hand with a cost variabilisation of HR functions if
the service provider is remunerated per service unit.

Which elements of the operational cost are relevant for the firm’s decision mak-
ing has already been extensively documented in other papers (for a summary, see, e.g.,
Vosberg 2002; Alewell et al. 2005a, 2005b). The respective results show that the rele-
vant cost elements can either rise or fall with external service procurement, depending
on the specific situation of the demanding firm. Whether and under what conditions
total costs per service unit decrease or increase by using an external procurement can
be determined only empirically. Total costs may be reduced if the service provider can
realise economies of scale, learning curve effects, advantages of specialisation or of la-
bour costs, and if these cost advantages exceed the provider’s profit mark-up. Such
cost reductions are more probable if external HR services are provided for organisa-
tions with minor and infrequent demand for specific, non-discretionary separable ser-
vices, as in this case comparatively high fixed costs per service unit would arise for the
focal firm (Addison/Surfield 2005). However, if dependency arises between the focal
firm and the provider, profit mark-ups may form a considerable element of service
prices, increasing the total costs for HR functions of the focal firm under external
procurement.

Furthermore, through the external delivery of particular HR services, expected
but hard-to-calculate costs arising from liability for errors, legal processes, etc. may be
lower (Lever 1997). Calling in a HR consultant may be beneficial for the firm in that
any such costs would be lower, because it is the service provider’s responsibility to ob-
serve the law in dealing with a third party in the workplace, or comply with anti-
discrimination regulations in the pre-selection process. From this perspective, a highly
regulated labour law can strongly support the demand for external HR services.

Another effect is that knowledge about HR costs or the cost calculation for the
HR functions may improve through the external procurement of services (Jenster et
al. 2005). If a compensation agreement is achieved between the service provider and
the firm, the exact amount of cost will be specified. In contrast, by the internal deliv-
ery of the HR function, the amount of relevant costs will often remain unclear. Espe-
cially small and medium-sized companies with dispersed responsibilities for HR func-
tions will often lack information about the cost of internal procurement, but gain an
indication and a basis for calculating the costs of particular personnel processes by
buying services from an external service provider. It should be noted though that, if
this assessment is correct and some companies in fact do not have any reliable infor-
mation about the cost of internal procurement of HR functions, their expectations of
possible savings through outsourcing may turn out to be unfounded.

Practitioners label expected monetary and quality effects as the dominating crite-
ria guiding make-or-buy decisions. However, whether these criteria only dominate the
expectation of effects ex ante, during the decision process or the actual ex post ex-
periences when the decision is implemented, remains an open question. Thus, ex ante
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motives for the external procurement of services and ex post experienced effects
could potentially become irrelevant. Should this apply, then firms with experience in
the outsourcing of HR functions may consider a much broader set of expected effects
in the make-or-buy decision. For these companies, not only monetary and quality ef-
fects, but also know-how related effects, relational or stakeholder effects and transac-
tion cost effects may be relevant.

With respect to &now-how related effects, two opposite types can occur. On the one
hand, an inflow of know-how may be generated through the external procurement of
HR functions if the focal firm’s employees observe how the service provider fulfils its
job and benefits from this. The inflow of know-how may also relate to particular in-
formation about the market situation; or conditions of an efficient application of par-
ticular instruments are either intentionally or unintentionally revealed by the service
providers as they carry out their work (Calmfors 2005). Service providers may be men-
tors for firm members, helping to improve the abilities of staff to handle specific tasks
in the future. HR services which imply the assignment of external manpower may re-
sult in direct inflows of know-how through the external employees and their human
capital. A substantial inflow of know-how occurs when employees of the service pro-
vider change jobs and work for the former client. Such direct inflows of know-how
could partially explain why firms deploy external manpower in their organisation.
However, Connelly and Gallagher (2006) cite many reasons and empirical studies that
point to a number of serious problems with know-how inflow due to insider-outsider
problems and lack of trust between external and internal staff.

On the other hand, an outflow of know-how from the firm to the service pro-
vider and/or the external labour force may also occur and is often a sine qua non of
creating the service. A special risk is involved concerning the strategic resources of the
firm, which are a source of competitive advantages (Barney 1991; Gottfredson et al.
2005; Wernerfelt 1984). Inasmuch as the HR outsourcing decision aims at long-term
task sharing between firm and service provider (Bruch 1998), the outsourcing firm
may lose know-how necessary for efficiently fulfilling HR functions and managing re-
lations to HR service providers (Cooke et al. 2005). Potential difficulties in managing
these relations may arise with regard to definition of tasks, service levels and quality
controls. During the assignment of temporary agency workers an outflow of know-
how can be prevented by deploying them in non-critical areas of the firm only. How-
ever, interim managers and management consultants are frequently deployed in critical
areas of the organisation. The potential loss of reputation if client information is di-
vulged as well as the significance of references in the market are potential safeguards
against improper outflows of know-how. Additionally, legal instruments like non-
disclosure agreements or non-competition clauses may also be used.

Altogether, the expected know-how related effects depend on the qualitative and
quantitative know-how already available within the firm. They also depend on the
proportion of this that comes under the heading of strategic resources, the know-how
that the service provider could potentially and will effectively transfer to the firm and
the effectiveness of safeguards against outflows of know-how.

Relational or stakeholder effects might exist on various different levels, e.g., with re-
gard to permanent staff (Slaughter/Ang 1996; Connelly/Gallagher 2000), applicants as
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potential employees, workers’ representations like unions and work councils, share-
holders, the public and last but not least customers. Depending on which group is af-
fected, an improvement or a deterioration in their relations to the focal firm are possi-
ble results of the purchase of HR services. On the one hand, we expect the effects on
the permanent staff and workers’ representation to be the most important ones be-
cause the relation between employers and employees and their representatives is at the
core of HR management. On the other hand, we expect the effects on other groups
like shareholders, the public and customers to be strong if the personnel service in-
volves the assignment of external staff, namely by using consulting, temporary agency
work and interim management.

The employer might try to influence the employer-employees relations (Con-
nelly/Gallagher 2006; Cooke et al. 2005) through the external procurement of HR
services. On the one hand, he or she can consciously implement reference points and
performance benchmarks for the activities and compensation of permanent staff by
using external HR services in order to increase the pressure for better performance.
By employing external staff, e.g., consultants, temporary agency workers and interim
managers, the permanent workers are made aware that they are replaceable, and this
could motivate them to increase their (quantitative or qualitative) performance.

On the other hand, the employer could aim to protect his or her own permanent
staff from (temporal or functional) overload in peak periods. In general, by purchasing
external HR services, the HR department may be unburdened. Reducing the workload
in other departments may be achieved by recruiting temporary agency workers, in-
terim managers or consultants. Additionally, the outsourcing of highly standardised
and monotonous tasks could qualitatively unburden and motivate the permanent staff,
allowing them to take on strategic tasks, and thus — given a corresponding preference
structure — lead to positive motivational and incentive effects (Cooke et al. 2005).

However, because of the fuzziness and the multiple directions and levels involved
in the interpretation of aims and effects, these might work in unintended directions or
might not be perceived at all by the relevant stakeholder group. For example, the em-
ployet’s intention to protect permanent staff from overload during a peak period
could be misinterpreted by the employees as an intention to generate more competi-
tion and pressure.® Accordingly, the external procurement of HR services can have
numerous positive and negative effects, even if we only consider the permanent staff.

The possible effects of the external procurement of HR services on #he relations to
workers’ representations like unions and works councils are similarly multifaceted. On the
one hand, protection of the permanent staff against peak workloads and securing best
practices in HRM may be favoured by workers’ representations. However, outsourc-
ing HR functions may have other, less beneficial effects on industrial relations: For
example, in a firm with a strong and uncooperative in-house union or works council,
the employer could use the external procurement of HR services to decrease the size
of the workers’ representation by reducing the workforce through the long-term em-
ployment of temporary agency workers. Moreover, the employer may intend to dimin-

¢ Other possible effects on the relation to the permanent staff are examined by Slaugh-
ter/Ang (1996).
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ish the influence of workers’ representation by citing external authorities to legitimise
certain actions, for example through the employment of consultants to justify difficult
reorganisation steps and dismissals, to avoid co-determination rights or exert more
pressure in case of compensation issues. The external procurement of HR services will
affect the relations between the employer and the union or works council differently,
depending on their assessment of the effects.

A firm’s outsourcing of HR functions might also influence the relations with poten-
tial employees via positive or negatives changes in the firm’s reputation in the labour
market. On the one hand, the use of external HR services with a negative image —
which has been, for example, the case for temporary agency work in Germany for a
long time — could damage the firm’s reputation. On the other hand, the use of exter-
nal HR services which are perceived as up-to-date and efficient instruments of HRM,
could positively influence the firm’s image as employer. A firm’s low profile in the la-
bour market or its negative employer image can result in a demand for certain HR
services. In line with the previously mentioned stakeholder effects potentially two-
sided effects are conceivable here as well.

The external procurement of HR services might signal to sharebolders an efficient
handling of financial capital, the consideration of headcount, lean management, will-
ingness to conduct reforms or a risk minimisation in liability that stems from em-
ployment law. These motives for improving the firm’s image among its (potential)
shareholders may be particularly relevant if, for example, the firm’s orientation to
shareholder value is very strong, new capital inflows are needed or the access to exter-
nal capital is restricted for some reason.

Finally, outsourcing HR functions may influence the relations with further social
groups, particularly customers. We expect conflicting effects concerning external staff such
as temporary agency workers, interim managers and consultants. Customers might ap-
preciate some of the potential advantages, for example, improved quality or lower
costs of products and services or quicker delivery. However, at the same time they
may be wary of a lower loyalty of external manpower to the focal firm as this may re-
sult in lower quality, problems with data security or in a change of responsibilities and
contact persons. We know, for example, from direct communication with setrvice pro-
viders of interim management that interim managers often have to conceal their status
as external staff vis-a-vis customers of the focal firm because the latter expects nega-
tive reactions from customers to the deployment of interim managers.

Besides the effects of institutional design on service creation just desctibed, #azns-
action cost effects constitute a second impact category.” This includes all aspects sut-
rounding the conclusion of a contract (transaction) with a service provider or the staff
members who contribute to the internal provision of the service. It also includes the
search for (appropriate) contractual partners, the evaluation of their quality, the con-
clusion of the contract, the ex post monitoring of performance, the carrying out of

7 In the following, we do not discuss the anticipation of different transaction cost effects
when a firm deploys a different number of setvice providers. See Bihring/Thommes
(2007) for an analysis of different institutional arrangements regarding the number of
vendorts.
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contractual duties and, if relevant, any modifications to the contract that may become
necessary in the future. In other words: transaction costs measure the overall inputs
and efforts that benefited the relations between management and service provider or
internal staff. In addition, all the influences considered in the transaction cost ap-
proach are fundamental to the extent of transaction costs: In particulat, the specificity
of the service, the frequency of its need, the uncertainty about the type, quantity and
timing of the need for the service and the behaviour of contractual partners as well as
the complexity of the environment. Due to space limitations, we will not repeat these
— well-known — analyses here. We expect the transaction costs of the buy solution to
be high if the specificity of the demanded service is high, the competition between dif-
ferent service providers is low, demand is infrequent and the type of the required ser-
vice is uncertain. Central characteristics of services, such as intangibility, the uno-actu
principle and integration of the demand side into the process of service production,
may cause problems of monitoring quality. We therefore expect those transaction
costs to be very important that accrue from the assessment of the service provider and
the ex post control of quality. Besides ordinary instruments for signalling quality like
certification, references and short-term contracts used as probation, the process of
trust building is fundamental. As soon as trust building succeeds, problems of quality
monitoring and control may be perceived as less important and less grave.

To sum it up, there are several potential effects firms may consider in their make-
or-buy decision. The assessment and weighting of the respective effects has an influ-
ence on whether or not a firm decides for the external provision of HR functions — or
to put it in other words, if it is a user or non-user of personnel services.

6. Factors influencing the expected effects of the institutional design

Various external and internal factors may influence the expected effects of the make-or-
buy alternatives. These effects may differ between companies in terms of strength
and/or direction, depending on a number of structural and situational factors. In gen-
eral, there are factors which stem from the firm’s global environment, the firm itself as
well as from HRM. Chart 3 provides an overview of the factors analysed in this section.?

The general economic situation, as a factor of the firm’s global environment, can
influence the expected effects as, for example, monetary effects will be generally be
weighted more heavily in a recession, whereas in a situation of prosperity the expected
quality effects can be given priority. With regard to the influence of the labour market,
it is assumed that firms which operate in a tight labour market will weight quality ef-
fects more heavily than, for instance, firms which recruit their staff on a labour market
with high supply so that costs would be at the fore. The competitive structure in which the
firm operates can also have an influence: in a polypoly, the dominant cost orientation
should result in a stronger weighting of monetary effects than in other competitive
situations. In a monopoly, cost effects will only have a comparatively small impact

8 The factors on the different levels partially influence one another, which means, e.g., that
the determinants relating to the firm’s global environment influence the firm-specific
ones, whereas the latter in turn have an influence on the factors on the level of HR man-
agement.
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Chart 3: Determinants of the set of effects and of the expected effects

Firm’s global environment Firm HRM
General economic situation Size Capabilities (quality)
Labour market Structure Resources (quantity)
Competitive structure Economic Situation Previous outsourcing experi-
Politics Strategy ences
Legal regulations Stock exchange quotation Perceived structure of HR tasks
Public Legal form o Degree of specificity
Customers Life cycle phase ¢ Degree of standardisation
External HR services Industry o Degree of formalisation
Supervisory board ¢ Knowledge structure
Works council ) o Frequency/ regularity
Commitment to collective « Type of uncertainty relating
wage agreements to need
Employees
Outsourcing experiences
Perceived structure of firm’s
tasks

because of the market power of the monopolist. As soon as the firm faces oligopolis-
tic market conditions (and thus an oligopolistic scope of activities), an indirect link be-
tween the evaluation of the expected effects of the HR-outsourcing decision and the
firm’s strategy may be relevant (see Lepak et al. 2005 ). The /lega/ regulation of particular
forms of external HR services may change the supply conditions of providers. An ex-
ample are legal changes concerning temporary agency work at the beginning of 2004
in Germany, which implied a direct incentive to conclude collective wage agreements
for temporary agency work and resulted in a rise in costs as well as in an improvement
of the sectot's reputation, leading to conflicting effects which partially undetlay the
legislature’s aim of furthering flexible forms of work. Furthermore, the expected ef-
fects can also be influenced by the public or the firm’s customers. Finally, the supply
on the HR services market itself influences the effects expected by the focal compa-
nies, where knowledge about a particular service as well as its image and pricing struc-
tures ought to be especially relevant.

Another group of parameters of the outsourcing decision are the determinants re-
lated to the single firm. First of all, firm size is of importance. If small firms engage explic-
itly in HRM, the relative burden of fixed compared to total costs will be larger than
for bigger firms because resources are often not freely dividable. Therefore, the exter-
nal procurement of HR services could lower fixed costs more noticeably in small
firms. Additionally, professional service providers may realise much stronger speciali-
sation and quality advantages, compared to a one-man generalist HR department of a
small firm or a large HR department with a high degree of internal specialisation.
These arguments indicate that smaller firms will often expect more positive monetary
and qualitative effects of an external procurement than larger firms (Adler 2003).
Analogous to the influence of the economic cycle, the actual economic sitnation of the sin-
gle firm may also influence the expected effects. Firms in a precarious economic situa-
tion may weight the expected monetary effects more strongly than firms in a more fa-
vourable economic situation.
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Firms will also weight expected effects of the external demand for HR functions
differently according to their strategy. If the firm focuses on cost leadership, it will be
more interested in possible cost reductions, while under a quality leadership strategy,
the quality effects as well as increases and decreases in know-how will be considered
as more important (if they have an impact on product quality). Furthermore, the stock
exchange quotation and legal structure of the firm potentially influence the weighting
of anticipated effects. If the firm is a limited liability firm quoted at the stock ex-
change, relations with shareholders will play an important role and be weighted heav-
ily. Whether the firm is run by the owner or by managers could also play a role in this
context. In manager-run firms, power aspects could result in a more negative assess-
ment of the stakeholder effects than in owner-run firms, because the manager’s span
of control might be reduced through the outsourcing of HR services, and this could
weaken managerial power. Furthermore, the legal form and related liability differences
could also change the assessment of monetary liability risks in a sense that these
monetary effects are weighted more heavily in firms where owners are unlimitedly li-
able than in firms with other liability regimes.

Additionally, the stage of the life cycle the focal firm is in can also influence the as-
sessment and weighting of the expected effects. In the formation phase, the reduction
of fixed costs is important, and thus the respective monetary effects ate likely to be
more heavily weighted. If an increase in know-how or knowledge about the best
methods of producing HR services occurs in the external procurement of HR ser-
vices, these effects would also be heavily weighted. In later phases of the life cycle,
other effects will come to the fore. For example, the degree of standardisation of
HRM is generally higher in the maturity and stagnation phases than in previous phases
so that knowledge transfer and transaction costs decrease. Additionally, the reduction
of total costs becomes increasingly important and will be weighted more heavily.

The organisational structure may also influence the weighting of the expected effects.
If this structure is functionally oriented, the demand for HR services has, on the one
hand, stronger relational effects with regard to the HR department, as it may increase
the pressure on the existing, specialised HR department more than in other organisa-
tional structures. On the other hand, outsourcing could signal effectively in this struc-
ture that the HR department will be disburdened of peak loads and routine tasks. So a
high weighting for relational effects is to be expected even though the direction of the
effects is not clear ex ante. By contrast, the expectation of quality improvements could
be much more positive in an object-oriented/divisional organisational structure than
in a functional one, because under this condition the specialisation of the service pro-
vider will often be much stronger compared to the less specialised divisional HR de-
partment. Additionally, as in smaller firms, mote positive monetary effects than in
other organisational structures may arise because the service provider can exploit
economies of scale.

If the firm has an active and assertive in-house union or works council, the relations
with this stakeholder may be important — in contrast to companies without such a
workers’ representation. Additionally, the expectations of relational effects will turn
out differently according to whether or not the workers’ representation interprets the
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involvement of external HR services as a threat. An equivalent assessment could be
valid for firms with a supervisory board including workers’ representatives.

Finally, the potential expected effects of an external procurement are influenced
by path-dependent characteristics and the degree of institutionalisation (David 1985;
Zucker 1991; DiMaggio/Powell 1983). The firm’s own preceding history of experiences
with the external procurement (outsourcing) and the znternal production of services as well as as-
sessments that are well established in its institutional field presumably lead to an as-
sessment of the importance and direction of transaction effects. With regard to trans-
action costs, it can be presumed that the firm’s own experiences with outsourcing
should lead to a more realistic assessment of the cost level and therefore to a more
negative expectation of costs than if such experiences were lacking. By contrast, the
firm’s own experiences with service provision to others could facilitate the contract
management and the assessment of potential contract partners. Mummert (2004), in a
benchmarking study, demonstrates that outsourcing service providers can realise a
cost saving through outsourcing of 20.9% on average. By contrast, other outsourcing
firms can only realise an average cost saving of 16.9%.

A third group of factors encompasses characteristics of HRM izself. The actual
situation of a firm which is reflected in the resources and capabilities present in the HR
department also plays an essential role with regard to the assessment of expected ef-
fects (Matiaske/Kabst 2002). In the case of deficient professionalism (Greer et al.
1999), deficient capabilities and/or deficient service quality in the firm’s own HR
work, possible quality effects of an external procurement of the services will presuma-
bly be more positively assessed than if the internal HR department is highly profes-
sional. Furthermore, the service provider’s costs will probably be strongly perceived as
additional costs which are not cancelled out by any reduction in the firm’s own fixed
costs, so that negative monetary effects will be perceived. If the internal HR depart-
ment has taken over the role of “strategic partner of the management,” then the out-
sourcing of standardised tasks will presumably be linked to the expectation of the re-
moval of routine tasks and therefore produce lower costs as well as more positive mo-
tivation effects, compared to a situation where the HR department defines its role as
an “administrative department” (Greer et al. 1999).

Finally, the perceived structure of HR tasks plays an important role in the assess-
ment of expected effects. A high firm specificity of the tasks in the sense of the transac-
tion cost approach will lead to a higher expectation of transaction costs than for gen-
eralised tasks. If the task is strongly standardised and formalised, i.e., if there is only a
marginal need for adaptation of the content over time, and if there is hardly any un-
certainty about the type of required services, then transaction cost problems should
play a smaller role than if tasks cannot be standardised.

7. Summary and future prospects of research

This paper has presented a systematic and comprehensive approach to explain firms’
demand and non-demand for personnel services. Important elements of this approach
are the formulation of a comprehensive set of the expected effects of HR make-or-
buy decisions which goes beyond the existing approaches. Other relevant elements are
the systematic derivation of triggers of the HR outsourcing decision, thoughts on the
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perceived set of alternatives as well as a comprehensive list of structural and situ-
ational factors that may influence the perception of expected impacts of outsourcing
HR functions or the set of alternatives considered in the decision process.

This comprehensive approach may help to reduce various deficits that have so far
dominated the existing literature. First, we treat all the different personnel services to-
gether since they are all external market equivalents to internally produced HR func-
tions. Second, we do not neglect the (non-)existence of triggers of the HR-
outsourcing decision. Third, we reduce deficits concerning the narrow concentration
on cost and quality effects by also regarding know-how and stakeholder effects. And
finally, we also consider the relevant structural and situational factors which influence
the triggering of decisions, the perceived set of alternatives and the weighing of ex-
pected effects on the demand or non-demand for HR services on different levels
within the company.

The next steps should aim at a systematic formulation of hypotheses within this
framework that can be empirically tested and may provide the basis for a prediction of
outsourcing or non-outsourcing patterns within and between firms (see, e.g. Alewell et
al. 2007a). So far, no unambiguous general conclusions about HR outsourcing can be
drawn as many differing factors influence the decision process in companies. How-
ever, our comprehensive approach fosters the structuring and analysis of the numer-
ous partial effects and makes it easier to evaluate the scope of specific hypotheses
about partial effects. Here, detailed theoretical and empirical work will be a necessary
element of the further development of the explanatory approach.
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