Global Information Technology Outsourcing:

Search For  Business Advantage

Chapter Two: Global Trends and Practices: An Assessment

“Rather than jumping into outsourcing everything, many companies prefer to start slow.” -- Tony Macina, Managed Operations, IBM Global Services
“The belief is, if you give the problem away, the third party will be able to magically make it disappear. This tactic doesn’t succeed because the client hasn’t invested the time to address the underlying business processes.” --Jerry Cooperman, VP of Gartner Group.

“Yes, [the supplier] can achieve all the things that were proposed---but where is this famous "added-value" service?  We are not getting anything over-and-above what any old outsourcer could provide.”BAe IT Services manager

Introduction

Many high-profile, IT outsourcing multi-million/multi-billion “mega-deals” are by now familiar.   Companies that have outsourced significant portions of their IT functions by transferring their IT assets, leases, licences, and staff to outsourcing suppliers include British Aerospace, Chase Manhattan Bank, Continental Airlines, Continental Bank, Enron, First City, General Dynamics, Kodak, and McDonnell Douglas (now Boeing).   Since these first mega-deals were signed, the outsourcing market has grown in size and scope of services (see Table 1). In 1999 there was some slowdown after very rapid growth in 1998, but if there were fewer mega-contracts in 1999, there was an increase in medium-sized deals. Moreover, many we  talked to were planning outsourcing, but postponing implementation until the Y2K threat and other issues had passed

Table 1 - Size of IT Outsourcing Market

Sources
Findings

Caldwell (1995)(1)
The studies performed by Dataquest note that the IT outsourcing market grew from $9 billion in 1990 to $28 billion in 1994 representing a growth rate in excess of 25% per annum. Other figures produced by Dataquest suggest even greater growth. According to their research, in 1995 companies spend $22 billion in the network management and desktop services outsourcing market. They predicted this market to grow to $37 billion by 1998.



www.infoserver.com
Outsourcing Institute’s survey of 1200 companies indicates that  50% of all companies with IT budgets of $5 million or more are either outsourcing or evaluating the option.  They also report that one-twelfth of IT dollars spent in 1995 flowed through an outsourcing contract.

www.infoserver.com
The Yankee Group estimated global revenues for IT outsourcing to be $50 billion in 1994.

www.infoserver.com
International Data Corporation estimated the global outsourcing market for 1995 at $76 billion, $100 billion in 1998, and will exceed $151 billion by the year 2,003.

                                                                                                                               

www.ft.com/ftit/August (1999)
Gartner Group projected a 16.3%growth rate worldwide, and a $120 billion market by 2002.

www.input.com October (1999)
Input predicted  the US market alone would grow to $US110 billion by 2003, reflecting a 22”% annual growth rate. 24% of the total represents business process outsourcing, growing at 29% annually.                                                  

Lacity and Willcocks, (2000)
Based on prior research and a survey of the USA and UK, the report predicts the global IT outsourcing market to exceed $US 150 billion in 2004 to include application service provision, business process outsourcing,  internet development outsourcing, ERP sourcing. On average, 30-35% of     organizational IT budgets will be outsourced by that date.

IT outsourcing also shows growth across sectors, but also across global regions. The market has been taking off in South America, parts of South East Asia, and Western Europe, all of which have previously resisted the trend. Thus across the 1997-2002 period IDC has predicted annual growth rates of  16% for Asia/Pacific, 20% for Latin America, 8% for Western Europe,  5% for Japan, 14% for Canada, and 26% for the rest of the world.   

Most notably, the increased competition in the outsourcing market, and a mounting customer experience base, have afforded customers the leverage to negotiate more favourable/flexible deals.  Small suppliers are entering the market by focusing on niches. An example has been Convergent Communications, which targets companies with 25 to 500 desktops.  Large suppliers are even differentiating their services to focus on niche markets.  For example, in 1997, AT&T Solutions separated its outsourcing unit into three divisions for network building, network management, and consulting. Indeed, there has been some further diversification of the market away from a one-size-fits-all model to ‘best of breed’ in which specialist suppliers in such areas as desktops, networking, call centres, data centres and applications management take on their parcels of the IT operations. Sometimes, in big deals, the use of such suppliers is increasingly taking the form of sub-contracting. On our estimates, in such deals, as much as 30-50% of the work might be sub-contracted in this way. At the same time, e-commerce developments – the need to act speedily and with little expertise to do so, combined with the expanding third party services available - has been pushing the boat out further in terms of what firms are willing to contemplate outsourcing. Thus the rapid development in 2001 of, for example,  web application hosting/application service providers, and business process outsourcing

This variety,  and expansion of choice, is  the good news.  But with the environment  becoming more muddled with new trends, options, and terms, practitioners are constantly challenged to make sense of the evolving marketplace and IT sourcing practices. Moreover this is invariably against a background of IT skills shortages. Thus  Meta Group estimated that in the USA up to 30% of the 1999 IT workforce comprised of outsourced staff, and that the trend was expected to continue to 2003 at least. On their figures for the USA 400,000 IT positions were unfilled in 1999, and this labour gap could increase to 1.2 million by 2003. With IT outsourcing in myriad forms as an option managers wrestle with difficult questions.  What operational efficiencies can we achieve by outsourcing? Are they significant? Does IT outsourcing help us to focus on business strategy and core capabilities of the firm? Are there proactive, strategic dimensions to IT outsourcing itself, for example gaining access to world class IT or revenue generation from a business alliance with a large supplier? Or can outsourcing result in operational inflexibilities that can actually harm the pursuit of today’s market, and strategic inflexibilities and lost opportunities that can actually damage corporate direction and ability to shape the future? In the course of this book we will see examples of all these possibilities.  In this chapter, we survey findings on current IT outsourcing practices focusing on the period 1992-2001. ( In the final chapter, ‘Future Sourcing’, we will also survey further developing trends). Some of these practices are well-established and for those, we assess the validity of these practices based on prior research and experience.  The newer  practices are documented, but only time will prove their viability.    

In general, survey research indicates that the vast majority of companies are still pursuing a selective sourcing strategy by only outsourcing a subset of their IT activities. In particular, transitional outsourcing--the temporary handing-over of an IT function to a supplier--has become a viable way to manage the migration from legacy systems to client/server applications.    Selective outsourcing has proved generally successful, although the size of these deals warrants less public attention than mega-deals.

In contrast, total outsourcing (defined here as outsourcing greater than 80% of the IT operating budget) continues to gain media attention, primarily due to the dollar value of these deals.   These early deals were fixed-price, exchange-based, long-term contracts for a baseline set of services.   Specifically, suppliers offered to do “whatever the customer was doing in the baseline year” at 10% to 30% less than the customer’s baseline budget.  Many of these fixed-price,  exchange-based, total IT outsourcing deals, however, ran into trouble. Companies often renegotiated their contracts mid-stream--or in extreme cases--terminated them prematurely.  Some companies are reconfiguring total outsourcing deals by overcoming the pitfalls of fixed-fee, exchange-based contracts through new types of  contracting, including:  

1. Value-added Outsourcing: ‘combine customer and supplier strengths to market IT products and services, which creates shared risks and rewards, or to achieve mutually beneficial internal business improvements’

2. Equity-holdings:  ‘create common goals through joint ownership’

3. Multi-sourcing:  ‘using multiple suppliers to eliminate monopoly supplier power and achive advantages of ‘best-of-breed’’ 

4. Offshore Outsourcing: “cheaper, quicker, better”. sourcing IT abroad, tapping into favourable  price differentials, and skill/performance developments’ 
5. Co-sourcing: ‘performance-based contracts, tying supplier payments to business performance’

6. Business Process Outsourcing: ‘outsourcing a process and its IT, identified as ‘non-core’, that a third-party can do at least as well, at competitive price’. 
7. Spin-Offs:  ‘internal IT departments go solo,  empowering IT staff to behave like suppliers’

8. Creative Contracting: ‘‘tougher shoppers’ - attempts to improve exchange-based contracts’ 

Has this added up, by 2001, to what Rita Terdiman, VP of  Gartner Group predicted in 1996(2): 

“What you are really seeing in the outsourcing world is a major trend towards all sorts of creative alliances.  It may or may not always take the form of an equity stake, but certainly there’s more skin in the game for both partners”  

As we shall see, not quite. Although in many cases it is too soon to assess the viability  of these contracting trends, we can comment on levels of success so far, and also present anecdotal evidence from many of the adopters.  

Selective Outsourcing
PRACTICE: Selective IT sourcing is the most common practice.  

Although the large multi-million/billion dollar, long-term deals make headlines, research has systematically unveiled that selective IT outsourcing is the more common practice.   With selective outsourcing, IT is viewed as a portfolio of activities, some of which are owned and managed internally, some of which are outsourced.   The following surveys found selective outsourcing as the most common practice (3):

· In a survey of 300 IT managers in the US, on average less than 10% of the IT budget was outsourced.

· A survey of 110 Fortune 500 companies found that 76% spent less than 20% of the IT budget on outsourcing, and 96% spent less than 40% 

· A survey of 365 US companies found that 65% outsourced one or more IT activities, but only 12 outsourced IT completely

· A survey by IDC found that “in the United States, outsourcing takes around 17 per cent share of the IT services market”.

· A survey of 48 US companies identified domestic and global IT sourcing practices of America’s most effective IT users, as determined by Computerworld’s Premier 100 list (4).   Seventy-seven percent of the respondents outsourced at least one domestic IT function, but outsourcing was generally targeted at select activities such as support operations, training and education, disaster recovery, etc.

Sears, Roebuck, and Co. provides an example of selective outsourcing.   Sears formed two contracts--one contract with ISSC for distributed systems and the help desk, one contract with Advantis (a joint venture between Sears and IBM) for mainframes.   Sears focused the new internal IT staff on development of new applications while the IT suppliers managed the “old world”  In 1996 Don Zimmerman, Senior Systems Director, Sears, said “The more mundane IS functions we outsource, the better we can leverage our resources.” 

Digital Equipment Corporation (now owned by Compaq) has signed many selective outsourcing deals with customers. DEC often wins deals against major competitors because of their willingness to support modular outsourcing.  Examples of DEC deals include: a five-year contract with Perkin Elmer, a scientific instrument manufacturer, to run the data centre; a three-year contract with Dow Chemical for help desk operations; a contract with GE Aircraft for midrange computers.  DEC sees such selective outsourcing contracts as entrées to more business once they prove themselves on smaller deals.  For example, in 1997 GE aircraft expanded the scope of the DEC contract to include management and support of Oracle operations.  DEC-Japan is hoping to emulate this strategy to capture market share in Japan.  During 1998 the Japanese financial crises has put Japanese corporations in a severe cost-cutting and outsourcing mode (5). Senior supplier managers have also pointed to this selective trend: 
“Piecemeal outsourcing is a trend that’s been evolving over the last couple of years.  Now, it’s the majority of the outsourcing deals you see.” -- Chuck Jarrow, Director of Marketing at CSC, 1997.
“Rather than jumping into outsourcing everything, many companies prefer to start slow,” -- Tony Macina, Managed Operations, IBM Global Services, 1997.
ASSESSMENT:  Most companies are successful with their selective outsourcing strategies.   Sourcing success is defined as meeting expected sourcing objectives.  Only a few studies assessed expected outcomes against actual outcomes, but these indicate that selective outsourcing generally meets customer expectations:   

· In a 1994 survey of 110 Fortune 500 companies, Collins and Millen  (6) found that 95% realized increased flexibility,  95% focused in-house staff on IT core competencies,  86% realized personnel cost savings, and 88% improved service. 

· Our survey of 1,000 US and UK CIOs found that selective outsourcing was successful.  In particular, respondents rated overall supplier performance as “good”, respondents mostly realized the benefits they expected from IT outsourcing, and respondents characterized the majority of problems/issues as only “minor” in nature (See Appendix A for details).
· Lacity and Willcocks (1998) studied 61 sourcing decisions, including total outsourcing, total insourcing, and selective outsourcing. Although there were 15 reasons given for sourcing decisions, cost reduction was the most prevalent (80%), followed by service improvements (59%).   We found that 85% of selective outsourcing decisions met customers’ expected cost savings, whereas only 29% of total outsourcing decisions and 67% of total insourcing decisions met expected cost savings. 

Other surveys did not include a measure of success, but instead asked respondents for expected outcomes.    For example, in a survey of 48 US companies on Computerworld’s  Premier 100 list, 90% expected to save money with their sourcing decisions (7). Other important expectations, in order of rank, included reduced need to hire IT professionals, improved cost predictability, and improved focus on strategic use of IT.  

Why is selective outsourcing successful?  Information technology spans a variety of activities in terms of business contribution, integration with existing processes, and level of technical  maturity.  Such diversity demands tailored solutions.  Typically, no one supplier or internal IT department possesses the experience and economies of scale to perform all IT activities most effectively.  While some activities, especially stable IT activities with known requirements, may be easily outsourced, other IT activities require much management attention, protection, and nurturing to ensure business success.

PRACTICE: The types of  IT services most commonly outsourced are infrastructure and support IT activities.   

Surveys indicate that the types of services most commonly outsourced are programming, mainframe operations, education and training, PC maintenance, disaster recovery, and data entry.   Although surveys rank-order the most commonly outsourced IT activities differently (see Table 2), these same activities surface again and again.   No surveys found that companies systematically outsource strategic planning, IT management, or customer liaisons.  US and UK surveys generally indicate that 60% of applications are still developed and maintained in-house, although Finland and Japan outsource applications more frequently.

ASSESSMENT:  Several studies found that outsourcing infrastructure IT activities is generally successful.    Grover et al. (1996) (8) conducted two surveys (n=68 and n=188) and correlated the types of IT functions outsourced with perceived success.  They found a high rate of perceived success associated with outsourcing systems operations and telecommunications, but outsourcing applications development, end user support, and systems management “did not lead to increased satisfaction” (p. 103).

Willcocks and Fitzgerald (1994) found that is was easier for participants to outsource “technically mature” activities.  Customers understood how to cost and evaluate such activities and therefore could negotiate a sound contract.  IT infrastructure, such as mainframe operations, networks, and telecommunications are often technically mature, and may be successfully outsourced.  

General Dynamics (GD) serves as an example of successfully outsourcing almost the entire IT infrastructure.  The key to success here appears to be cleaning-up house prior to outsourcing the IT infrastructure  (A similar lesson emerges from the DuPont case in Chapter 3). At GD, the motivation for IT outsourcing was the sagging defense industry, which prompted a corporate-wide cost reduction and return to core-competency strategy.   Prior to outsourcing, GD went through a rationalization of IT, including data center consolidation. In 1992, General Dynamics signed a ten-year, $3 billion IT outsourcing contract with CSC. GD transferred almost 2500 people to CSC.  The infrastructure was already managed by a centralized organization, which facilitated the transfer to CSC:

“General Dynamics had already been through the rationalization process.  They’d rationalized down the three data centers and various other things.  They picked this up and handed it over to CSC, they retained a total of 5 people to manage the whole operation, and that was a Vice President who looked after the strategy and some assistants who checked the monthly invoices and things like that.” -- CSC, Account Executive.  
Table 2 - Global Surveys on IT Outsourcing (9)

Author(s)
Survey
The most commonly outsourced IT functions were:

Arnett and Jones (1994)
Survey of 40 US CIOs
Contract programming (67%)

Mini/Mainframe Maintenance (67%)

Software support and training (56%)

Workstation/PC maintenance (39%)

Systems integration (28%).

Collins and Millen (1995)
Survey of 110 US companies
Education and training (50%)

PC support (49%)

Network services (33%) 

Applications development (33%) 

Application maintenance (26%) 

Data centers (24%)

Dekleva (1994)
Survey of 365 CIOs and CFOs
Software Maintenance (39%)

User Training (37%)

Applications Development (35%)

Microcomputer Support (35%)

Disaster Recovery (22%)

Data Centers (7%)

Grover, Cheon, and Teng (1994; 1996)
Survey of 63 US Companies; Survey of 188 companies
% growth over 3 years:

Systems operations (36%), 

Applications development and maintenance (30%), 

Telecommunications management (17%), 

End user support  (16%)

Lacity and Willcocks, (2000, see Appendix A)
Survey of 101 US and UK CIOS
US Outsourcing:                   UK Outsourcing:

Client/Server & PCs (66%)     Disaster Recovery (75%)

Help Desk (63%)                     Midrange (73%)

Disaster Recovery (60%)         Client/Server & PCs (68%)

Mainframe (60%)                    Networks (66%)

End-User/PC Support (54%)    Mainframe (61%)

Networks (46%)                      End-User/PC Support (45%)

Willcocks and Fitzgerald (1994)
162 UK CIOS
UK Outsourcing:

Hardware maintenance (68%)

User training and education (42%)

Data Centers (38%)

PC Support (34%)

Sobel and Apte (1995);

Apte, U., Sobol, M., Hanaoka, S., Shimada, T., Saarinen, T., Salmela, T., and Vepsalainen, A. (1997)
Survey of 48 US companies; 86 Japanese companies, and 141 Finnish companies
US Outsourcing:                   Finnish Outsourcing:
Support operations (48%)       Software development (48%)

Training & education (48%)   Support Operations (46%)

Disaster recovery (40%)         Software Maintenance (42%)

Software Development (33%) Data Network (39%)

Data entry (22.9%)                 Training & education (38%)

Japanese Outsourcing:
Software Development (61.6%)

Data Center Operations (44.2%)

Software Maintenance (38.4%)

Support Operations (33.7%)

Practice: Companies use transitional outsourcing to build the new world.

Transitional outsourcing is the practice of temporarily outsourcing during a major transition to a new technology.  Transitional outsourcing is gaining momentum as a solution to the resource shortage caused by the advent of client/server computing.  Companies do not have the staff to simultaneously run legacy systems while building new client/server applications.

Companies often outsource legacy systems while the in-house IT staff focuses on new development.  One of the first highly advertised cases of transitional outsourcing was Sun Microsystems.    In 1993, Sun Microsystems signed a three-year, $27 million dollar outsourcing contract with CSC.   CSC ran Sun’s legacy systems while Sun’s staff built client/server systems.  Similar deals include:

· In 1995 Elf Alochem signed a four-year, $4.3 million contract with Keane, a Boston company.  Keane maintains Elf Alochem’s accounting systems (which run on a range of platforms) while Alochem’s internal staff migrated applications to client/server. 

· In 1995 Owens-Corning Fiberglass signed a five-year, $50 million contract with Hewlett-Packard.  HP maintained the legacy systems while the Owens-Corning IT staff implemented SAP (which runs on a client/server platform) in 75 sites worldwide.  

· In 1996 NASDAQ stock exchange outsourced legacy systems to Tate Consulting Services (Bombay, India) while the NASDAQ IT staff developed client/server systems.

· Rich Products Corporation, a Buffalo-based food manufacturer, outsourced applications maintenance to CTG in a three year, $3 million deal while the internal IT staff developed new systems. According to the CIO, speaking in 1997: 

“It was more important to have these people work on new developments, such as those involving the internet, than to have them supporting legacy systems,” -- CIO Mike Crowley, Rich Products.

ASSESSMENT:  Transitional outsourcing is generally successful.  Legacy systems are technically mature, and thus customers can negotiate a sound support contract for a short period of time.   In addition, customers who focus in-house staff on the development of new technologies often “buy-in” supplier resources to supplement in-house skills.  This strategy worked well in cases Willcocks and Fitzgerald (1994) studied because the in-house staff provided the needed business perspective, while the supplier transferred technical skills during the project.   By the time the new systems were complete, significant organizational learning had occurred.  Customers could therefore support the new technology themselves, or in some cases, negotiate a sound maintenance contract.    Subramanian and Lacity (1997) studied first-time implementations of client/server systems.  In the three companies studied, the systems were developed in-house, but outside expertise was hired in to evaluate technical plans, to train the IT staff, and/or to help with the conversion.

Selective Sourcing Summary
Selective sourcing continues to be the practice most companies pursue, and the success rate for this strategy appears to be high. Given the diversity of assets, skills, and capabilities required to provide the diversity of IT activities,  selective sourcing enables organizations to seek the best sourcing option for given IT activities.  Selective sourcing creates an environment of competition which overcomes organizational impediments to improvement and motivates performance.  Selective sourcing also provides flexibility to adapt to changes, allows companies to capitalize on organizational learning, and is less risky than total outsourcing. 

Selective sourcing, however, does have one major limitation: the transaction costs associated with multiple evaluations, multiple contract negotiations, and multiple suppliers to manage and coordinate.   Some organizations have rejected selective sourcing for this reason, and instead  seek total outsourcing solutions, with fewer evaluations, fewer contracts (although the remaining contracts are wider in scope and longer in duration), and fewer suppliers to manage and coordinate. 

In the next section, we document the problems associated with many, largely earlier fixed-price, exchange-based, total contracts and discuss organizations that have tried to reduce the risks of total outsourcing through creative contracts and alliances. Time and again the importance of risk mitigation practices in IT outsourcing surfaces, and so we have devoted chapter 7 to this topic.  
Total Outsourcing: No Longer “A Game for Losers?”

Early mega-contracts were primarily fixed-price, long-term, exchange-based relationships.  The contracting model had a number of false assumptions, such as the ability of a customer to predict needs over the long-term, and the misconception that suppliers were “partners” despite the lack of shared risks and rewards.   These early contracts encountered one or more of the following problems (See Lacity and Hirschheim, 1995; Willcocks and Fitzgerald 1994):

· excess fees for services beyond the contract,  or excess fees for services customers assumed were in the contract.

· fixed-prices that exceeded market value over the long-term

· failure to improve service levels or declining service levels, primarily due to poor contractual definition of service levels, or a lack of user understanding of the contract

· inability to adapt the contract to changing business and technology needs 

· loss of power due to a monopoly supplier condition

· inability of the customer to manage user/supplier interface  

Many customers found they must re-negotiate or even terminate these deals mid-stream.  In other cases, customers of mega-deals have banded together to tackle common supplier issues.  

Newly signed mega-deals are rarely based on fixed-price, long-term, exchanged-based relationships with a single supplier.  Instead, customers are seeking to avoid these pitfalls through value-added outsourcing, equity deals, multi-sourcing, co-sourcing, and creative contracting. 

PRACTICE:  Companies often re-negotiate (or terminate) fixed-price, exchange-based, long-term contracts.

The press is increasingly reporting that the major fixed-price, exchange-based, long-term, total IT outsourcing deals are being renegotiated. Few total IT outsourcing mega-deals reach maturity without a major stumbling block.  Conflicts are increasingly being resolved through contract re-negotiations, or in some cases, through early termination.    In 1997  the Gartner Group, based on a survey of 250 CIOs, estimated that 75% of all IT outsourcing customers would renegotiate their deals before the year 2000.  Of this 75%, Gartner expected 10% of customers to terminate their contracts early, and 20% to switch suppliers.   Other sources have produced similar findings:

· At Millbank, Tweed, Hadley, and McCloy, 40% of their IT outsourcing legal work entails contract renegotiations.  John Halvey, a lawyer for Millbank Tweed, estimated in 1997 that only a small portion of renegotiations will lead to switching suppliers because the incumbent supplier has a 5% to 10% cost advantage over new bidders (10).   

· 20% of the IT outsourcing work at Shaw, Pittman, Potts & Trowbridge involve renegotiations.  Robert Zahler, a partner, concurs that most contracts do not lead to switching suppliers, but rather in finding a common ground with the original supplier.

· Coopers and Lybrand surveyed 428 high-growth companies with revenues less than $50 million.  Eighty-three percent outsourced some IT, accounting, or manufacturing.  In 1997 twenty-four percent of survey respondents planed to terminate their agreements (11). 

· In a survey of 1000 US and UK CIOs, we found that 32% of respondents have cancelled at least one IT outsourcing contract.  When respondents prematurely cancel IT outsourcing contracts, 51% switched suppliers and 34% brought the IT activity back in-house  (Appendix A).

Experts generally agree that renegotiation is preferred over termination:

“When the contract no longer fits the users’ needs, both sides will sit down and renegotiate the contract.  Very few users exercise the termination of the contract; they’re too dependent on the outsourcer”--Harry Glasspiegal, partner at Shaw, Pittman, Potts, and Trowbridge, 1995.

Examples of contract renegotiations include:

· Enron re-negotiated its 7-year, $2 billion contract  (signed in 1989) with EDS after three years--the original contract improperly defined baseline services and service levels.  

· When First Union acquired First Fidelity in 1996, it renegotiated a ten-year contract between First Fidelity and EDS  because the contract did not meet the needs caused by the change in business.   

· TransAlta almost terminated their $75 million outsourcing deal to DEC in 1996 due to poor customer service, but the newly-appointed VP decided to re-negotiate because he feared terminating the service during a software roll-out.   

· Xerox and EDS re-negotiated their $3.2 billion, 10 year contract only two years into the contract (see Kern and Willcocks, 2001).

· Chase Manhattan Bank was reported to have renegotiated its $90 million per year contract with AT&T (signed in 1994) after the contract impeded the success of an acquisition. 

There are also examples of contract termination:

· In 1997 LSI Logic terminated a five-year deal with IBM Global Services and re-hired transferred staff  

· Zale Corp signed a ten year deal with ISSC in 1989.   After Zale recovered from bankruptcy in 1994, they decided to terminate the ISSC contract early and find another supplier. 

· Chase Manhattan Bank terminated its contract with Fiserv for check processing when it got in the way of their merger with Chemical.  Chase paid Fiserv $15 million to terminate the contract (in 1996). 

· Mony, a New York-based insurance company, terminated a $210 million contract with CSC halfway through the deal (in 1997). 

· Lacity and Hirschheim (1993) studied one chemical company that terminated a seven-year contract prematurely due to unexpected excess fees and poor service.  The company re-built an IT department by purchasing mid-range technology and “buying back” 40 former IT employees from the supplier.   In another instance, a manufacturing company terminated an outsourcing contract in one of their subsidiaries when IT costs rose to 4 percent of sales in that subsidiary.  The company migrated the subsidiary’s systems to the parent company’s data center.   

The rate of renegotiation is so prevalent that some customers are including renegotiation stages in the original contract.   For example, California Federal Bank’s long-term contract with Alltel Information Services was designed as a “Protocol of Change.”  The Executive Vice President for the bank stated: “Our contract is written so that we can easily add to or reduce the scope without going through arduous negotiations.” 

Other companies are avoiding contract renegotiations by beginning long-term relationships with short-term contracts.   For example, Cigna began what they hoped to be a long term relationship with Entex Information Systems with a one-year contract (this case is further explored in the section, “Creative Contracting”). In a 1995 statement that successfully predicted a telling point for the next decade Clara Martin, partner at Klein and Martin said: 

“You’re dealing with an industry that’s undergoing radical change monthly.  You don’t want to have tied yourself into a deal three years ago that will hamper you three years from now in a way you could never have possibly anticipated”.

PRACTICE:  Large IT outsourcing customers are banding together to tackle supplier issues. 

The International  Information Technology Users Group  (IITUG), formed in August, 1996, is comprised of information technology  leaders of several major organizations who are significant consumers of purchased information  technology services (see website on http://www.iitug.org). Termed “The Billionaire Boy’s Club” by the press, members are customers with billion dollar IT outsourcing contracts including American Express Bank, Bethlehem Steel, Blue Cross and Blue Shield, Boeing, British Aerospace, British Petroleum, General Motors, Hughes Electronics, JP Morgan, Kodak,  Rolls-Royce, SNET, South Australian Government, Textron, United Healthcare, and Xerox.  The purpose of  IITUG include:

· Disseminate  non-proprietary technical  information;

· Discuss information management and information technology issues;

· Promote information sharing and leveraging of best practices,  processes and quality programmes;

· Identify and pursue joint initiatives aimed at improving the application of information technology and;

· Provide a  common view to suppliers on  strategic information  technology drivers.

ASSESSMENT:  Members continue to find IITUG a valuable tool for addressing common outsourcing problems and improving service and relationships.

We asked participants from our major case studies how IITUG works in practice.  In essence, customers work with three major suppliers--EDS, IBM, and CSC--to improve services and relationships.  The following quotes attest to the effectiveness: 
“To help the company gather more information about IT outsourcing, it formed a major outsourcing users group of 15 companies to include Xerox, McDonnell Douglas, American Express, and Kodak, among others.  Notwithstanding the sectoral differentiation between these businesses, it is a useful exercise to pool information about managing outsourcing relationships.  Indeed, the same problems tend to arise in each participating company irrespective of sector, market, and technology factors.” -- quote from BAe Outsourcing Report

“It’s extremely valuable. What we are really trying to do is shake the industry. That’s the best way to talk about it.  This industry is very immature.  When you think about the amount of dollars being pumped through there now, and the secrecy around benchmarks.  I can benchmark my telephones but not my computers.   So we are trying to shake the industry.  And in the room, there are 2/3 of the value of all contracts in the room at one time in terms of deals done to date.” -- Principal Contract Administrator, South Australian Government 

“We sit down and say, gee, I’m sitting down with my supplier and working out this problem in the LAN segment.  Often you find they have the same problem, and you talk about, ‘hey I’m thinking of doing this.’ And they may say, ‘We tried that and it didn’t work.’  I find it very valuable because I couldn’t talk to anyone in Australia with the same experience.  I can sit down and talk to these guys, and find out that experiences are commonly spread among all the deals.  You find that everyone has had bad days and good days.  And so it’s good for that sharing of experience.”  -- Principal Contract Administrator, South Australian Government

 “In discussions with the outsourcing user group, the particular problem [of desktop computing] affected all of these organizations.  As essential question was: How effectively can we do upgrades, moves, changes, etc.?  Irrespective of whether this service was offered internally or externally, managers concluded that the whole operating model of managing DCE is changing and that will mean getting the business to agree to a more standardized environment.” -- quote from BAe Outsourcing Report

FINDING: Companies most likely to outsource on a large scale were in poor financial situations, had poor IT functions, or had IT functions with little status within their organizations.   

Why have so many total outsourcing contracts run into problems?  Studies generally have found that total outsourcing was done by weak companies in terms of financial performance, IT performance, or IT status:

· In a provocative and well researched article “Outsourcing: A Game for Losers” (1995) Paul Strassmann conducted an analysis of financial statements for Fortune 1000 corporations (12). He reasoned that if total outsourcing was done for strategic reasons, then the phenomenon would be equally distributed among Fortune 1000 companies.  His statistical analysis found that companies which outsourced most of the IT budget were in poor financial situations. His findings strongly complement our own for early large-scale total outsourcing contracts, discussed in chapter 5. 

· In a sample of 55 major US corporations, Loh and Venkatraman (13) found that outsourcing was negatively related to IT performance and positively related to IT costs. Interestingly, in related work they found in the early 1990s that press announcements of large-scale IT outsourcing deals  were positively correlated with improvements in the customer company’s share price. A parallel, not least in rationale for the announcement, can perhaps be observed in the frequent company announcements of Internet strategies during 1999 and 2000.  

· Arnett and Jones (1994) surveyed 40 CIOs to determine the structural features which distinguish companies that outsource IT from companies that insource.  They found that companies that outsourced were characterized by:  lower CEO involvement in IT, CEOs who do not personally use a computer, and Heads of IT who are several reporting levels from the CEO (14).

Customers, however, may be using IT outsourcing as a financial saviour less frequently.  In Appendix A  we discuss a finding based on a survey of 1,000 UK and US CIOs which indicates that only 15% of 101 respondents expected IT outsourcing to alleviate cash flow problems.  
Assessment:   Research has shown that alliances between weak and strong companies do not work.   Some companies used IT outsourcing as a way to salvage a bad situation, be it poor financial performance or an IT function wrought with problems. For example, some senior executives at large companies signed long-term IT outsourcing contracts to receive a large cash infusion for IT assets--up to $300 million in one case we studied.   But such cash infusions might be looked at as a loan--one with a potentially high interest rate to be paid during the course of the contract.  (Note: Banks do not accept IT assets as collateral because of the rapid depreciation rate.)  And outsourcing a problem function rarely seems to work--the problems are often just transferred to and blamed on the supplier instead of the internal IT staff:   

 “The belief is, if you give the problem away, the third party will be able to magically make it disappear. This tactic doesn’t succeed because the client hasn’t invested the time to address the underlying business processes.” --Jerry Cooperman, VP of Gartner Group, 1995.

Outsourcing cannot typically transform a weak company into a strong one.   In a 1995 study of over 200 alliances, Bleeke and Ernst found that alliances fail when weak companies partner with strong companies.   In another study of 37 companies comprising over 500 interviews, Kanter  found that both partners must be strong in order for the alliance to work (15).   Alliances work when each “partner” brings something to the table--something we are seeing more companies try to achieve in “value-added” outsourcing.

EMERGING TRENDS 

From 1996 we have seen  a range of practices new and not so new, gaining ground, in addition to the underlying patterns discussed so far in this chapter. In the final chapter we will also point to and discuss trends emerging in the new millenium, and assess the likeilihood of further development, and conditions for success. In the rest of this chapter we will describe and assess eight practice trends that developed some momentum in the 1996-2000 period. These have been alluded to already and are presented in Figure 1.

Figure 1 about here

Figure 1 Eight Trends in IT Outsourcing 1996-2001

These trends would seem to be a product of a number of factors. In some respects some are reactions against previous practices in other organizations that seemed to have had  a high disappointment rate. In some cases they are the result of a long learning period with IT outsourcing and act as a corrective to (sometimes an over-reaction against) previous practices that did not work. In these respects the practices adopted can be seen partly as risk mitigation approaches. In some cases the practices have been experimental –‘let’s find new ways of doing this’ - even if they are relatively untried. Many of the practices we will detail are also attempts to develop a more strategic approach to IT outsourcing, with ostensibly more strategic objectives beyond ‘running the IT service well’, and also represent attempts to look for the elusive  ‘business value-added’ from  relationships with suppliers. We begin with one attempt at the latter:  value-added outsourcing 

PRACTICE 1: Value-added outsourcing: combining strengths to market IT products and services, or develop mutually beneficial internal business improvements.

Customers are looking for “value-added” from their IT outsourcing suppliers.  With value-added outsourcing, the “partners” combine strengths to add value, such as using the supplier’s marketing capabilities to sell customer-developed applications to external customers. Because each partner shares in the revenue generated from external sales,  the partnership is not based on an exchange, but rather on shared risks and rewards.  

One of the biggest deals touted as a “value-added” deal was the Xerox-EDS contract (see Kern and Willcocks, 2001).  Unlike  many other large total outsourcing deals, Xerox was not in a position of financial weakness when they negotiated the contract.  At the time of the contract signing, the President of EDS and CEO of Xerox announced:

“We realized that each of our companies brought to the table specific best-in-class capabilities that enabled a level of performance that neither could achieve independently.  This is a case of two technology companies enabling one another to achieve a shared vision for adding value for their customers.” (reported on October 10, 1996 on WWW at http://www.xerox.com /PR/NR950321-EDS.html)
In this case, value-added took the form of future shared revenues for the development and sale of a global electronic document distribution service.

Other examples of value-added contracts include:

· Kodak and IBM formed Technology Service Solutions to provide multivendor PC maintenance and support services to the manufacturing industry.  

· Mutual Life Insurance of New York and CSC  planned to market software and services to the insurance industry. 

· Andersen Consulting and Dow Chemical formed a strategic alliance in which the partners plan to sell any systems developed for Dow to external customers. In 1996 the services were being offered through three alliance centres--two in the US and one in Belgium--which encompassed Dow Chemical’s $100 million per year investment in IT consulting, projects, and applications support .

ASSESSMENT:   Value-added deals promise to overcome many of the limitations of fixed-fee, exchange-based contracts, but the partners must truly add value by offering products and services demanded by customers in the market.  

Plans to sell customer assets to the general market place are often overly-optimistic.  Home-grown systems were built to meet idiosyncratic business needs.  To transform such a system to a commercial product, a significant investment is required to modularize and generalize the software.  According to discussions with Phil Yetton, Director of the Fujitsu Center for Managing Information Technology in Sydney Australia, companies must spend up to nine times the initial development cost to transform a home-grown application into a commercial application.  Few customers are willing to invest in such an enterprise because it is not the core of their business. Moreover, as in the case of British Home Stores-CSC ten year deal in 1993, the ‘value-added’ by commercially exploiting home-grown software together is too small a part of the overall contract to influence its direction, the motivations of the parties, and their priorities, which tend to be focused on dealing with today’s pressures and where the largest returns are likely to be.

In some cases, customers use the term “value-added” to describe their “exchange-based” contracts when they hope to gain something extra by outsourcing with a particular supplier.   In reality, several value-added deals had to be re-thought after implementation.  For example, the Xerox/EDS deal was renegotiated away from a value-added deal to an exchange-based deal: 

“We went into it I think with the partnership idea in mind, I don’t mean a financial or legal partnership, but a cooperative, collaborative approach in mind.  The problem is unless you write your contract that way, it isn’t going to work that way.  It probably isn’t going to work that way anyway because at the end of the day, the two corporations had different objectives...The route we are going down now is moving towards a supplier relationship.  I think we’ve pretty much given up any ideas we had that this was going to be a partnership.” -- Senior Executive, Xerox (quoted in Kern and Willcocks, 2000). 

In another example, Dow Chemical’s relationship with Andersen Consulting is largely exchange-based despite the “value-added” label.  The focus of the contract centres around IT services provision, not external sales.  AC was responsible for increasing Dow’s IT system development and support productivity by 30% and to decrease time of development by at least 40% during 1997-1999.  Measures focused on internal applications development and support.  For example, productivity was measured in terms of function points compared to 1995 Dow baseline measures (16).

‘Value-added’ has  been understood in this way in several deals, as referring to internal improvements in the two  companies’ business performance. In the British Aerospace (BAe) case study discussed in the Chapter 4, we show how the initial notion of “value-added” has evolved during the contract.   In 1994 BAe selected CSC  because CSC had major contracts with other aerospace companies.  BAe believed CSC would “add value” because of access to software and services in the aerospace industry.   But the deal is an exchange-based one, and no such transfer of applications and services was specified in the contract.  The supplier is not free to share products and services from other clients.   A year into the contract, the IT Services Director claimed: 

“Yes, [the supplier] can achieve all the things that were proposed---but where is this famous "added-value" service?  We are not getting anything over-and-above what any old outsourcer could provide.”

Four years into the contract, BAe and CSC  agreed that the disappointment over the value-added notion was attributable to different definitions and perceptions of the term.  The parties agreed on a three-tiered definition of value-added (utility value-added, capacity value-added, and business value-added), of which CSC is clearly delivering added-value on the first two tiers today.  Plans for achieving the third tier were underway by 1999 (see Chapter 4).  

PRACTICE 2:  Some customers and suppliers have been signing equity holding deals by taking ownership in each other’s companies. 

One of the major limitations of  traditional exchange-based contracts is that the customer and supplier had no shared risk and reward.  The supplier’s profits were based on maximizing their profit given the fixed-fee and by charging excess fees for services beyond the contract.  The customer’s profits were based on trying to get as many services as possible for the fixed fee, hoping for free upgrades and access to new technology.  To tie their futures together more closely, some companies are buying each other’s stocks.  These include suppliers buying client’s stock, clients buying supplier’s stock, or both parties taking stake in the formation of a new entity (Willcocks and Lacity, 1998).  

For example, in 1996 Swiss Bank signed a 25-year outsourcing deal with Perot Systems worth $6.25 billion.  The partners planned to sell client/server solutions to the banking industry.  The bank was to acquire 25% shares in Perot Systems and Perot Systems was to acquire a share of a European software company--Systor AG--owned by the bank.  520 Swiss Bank employees  joined forces with 200 Perot System employees.   Swiss Bank retained sole control of any security-related functions, proprietary applications and hardware, while the alliance covered global operations, management, and system engineering functions. Other examples of equity holding deals include: 
· Delta Airlines and AT&T(NCR) formed TransQuest to provide IT solutions to the airline/travel industry.   Under the $2.8 billion, ten-year agreement,  Delta transferred 1,100 employees and 3,000 applications to TransQuest while NCR contributed 30 employees, software, and cash.  Their goal was to generate $1 million a year for the 50-50 partnership.

· In Australia, when Lend Lease outsourced all its information systems to ISSC, it took a 35% holding in ISSC Australia. 

· Telstra (Australia’s telecommunications company) signed a $2.9 billion contract with IBM Global Services. Telstra took a 26% stake in a new joint-venture with IBM, Advantra, for network services.  Advantra in turn provided Telstra with network operations and management. 

· Japan’s Daiwa Bank and IBM Japan created a joint venture in 1998.  Daiwa Bank, one of the largest banks with over $130 billion in assets, owns 65% of the venture.  Daiwa expects to save about $38 million over a ten year period.  The bank also expects improved customer service and new business initiatives based on the internet and deregulation.

· Commonwealth Bank of Australia and EDS signed a ten-year contract worth $3.8 billion in 1997.  Commonwealth Bank paid $130 million for a 35% stake in EDS Australia..  John Mulcahy, head of IT at the bank, said that the deal concentrates more on generating revenues than on cost reduction.
ASSESSMENT: The viability of these jointly-owned entities is questionable.   While the mechanism of truly shared risks and rewards overcomes the previous conflict of exchange-based contracts, these new entities must have a core competence so they can attract external customers.   In essence, equity deals are “value-added” deals with the additional incentive of shared ownership.   In most cases, these new entities still earn the lion’s share of revenues from the original customer.

Bob Falthrop of supplier Logica argues that because the venture’s primary customer is also an owner, there is an inherent conflict of interest in joint-equity deals. The customer has two competing goals:  to maximize cost-efficient service delivery from the joint venture and to maximize the revenue of the joint venture.  How can they do both?  Furthermore, he argues the same  executives sit on the Boards of the customer company and the joint-venture company.  Which hat should they wear?  Should they be pushing for more services at a reduced cost, thereby squeezing revenues from the venture?  Or should they push for generating joint-venture revenues, which will essentially come from the customer company in service fees?   Clearly, equity deals are not substitutes for exchange-based contracts if the prime customer is also a joint owner.  

Updates on Delta Airlines, Swiss Bank, and Lend Lease also indicate a general failure in the equity model.  The Telstra-IBM arrangement was also in the process of being radically revised in early 2000. In 1996, the Delta/AT&T joint venture was terminated.  Delta brought everything back in-house. NCR’s inexperience with large-scale professional service deals  was a major contributing factor to the early termination.

In 1997, the Swiss Bank/Perot Systems partnership was whittled down from 25 years to 10 years, from $6.25 billion to $2.5 billion.  And Swiss Bank’s investment dropped from 26% to 15% in Perot Systems.   The high hopes for external sales and joint profits were replaced with the realities of fire-fighting and under-staffing.  One ex-Perot Systems executive we interviewed describes what happened:

“[The deal] was a complete blue bird.  Nobody had planned it.  It went into contract very quickly, I would say in three to four months.  And the plan was we would take over their entire infrastructure and have a joint software house for financial services which this company would sell in the German-speaking market...The contract has been subsequently renegotiated downwards into a supplier contract.  There is still the equity share, but it’s more of a service contract.”

In fact in  January 2000 UBS signalled the end of the four year IT ‘strategic alliance’ when it bought back Perot System’s 40% stake in Systor, UBS’s information technology company. UBS remained Perot’s biggest customer, accounting for more than 25% of its annual revenues, but  the focus was to be only on the management of computer operations. 

We spoke with a consultant hired to re-vamp the Lend Lease-ISSC contract.  He believed that the equity deal served as a poor substitute for a sound contract:

“You structure the deal that says I’ve got all the resources, thank you very much, you haven’t got any resources now I’ve got your complete football club, pitch, players, everything.  So we’ll tell you what we can and cannot do for you.  So [the supplier] doesn’t have to get out of bed in the morning and they still get paid.  What that says is that you’ve got to have some mechanisms that say I will pay you more money if you deliver.”

It  has also been observable in some equity deals that the supplier is made complacent rather than energised. This may be exacerbated by poor contracting – not enough detail, poor service baselines and measurement. A split may also occur in perceptions between the customer’s senior managers and tyhose responsible for operations. Strategically the supplier argues that it is in both companies’  interests that they focus on generating new business and profits; operationally the adverse impact of this finds customer users and contract managers complaining of poor service, and loss of good supplier staff  to new contracts.  

PRACTICE 3 : Multi-sourcing: one contract, multiple suppliers
In the May-June 1995 issue of the Harvard Business Review, John Cross described the multi-supplier outsourcing strategy of BP Exploration (BPX).  Rather than totally outsource to one supplier, BP   hired three suppliers under an umbrella contract which obligated the suppliers to work together: 

“We decided against receiving all our IT needs from a single supplier as some companies have done, because we believed such an approach could make us vulnerable to escalating fees and inflexible services.  Instead, we sought a solution that would allow us both to buy IT services from multiple suppliers and to have pieces delivered as if they came from a single supplier.” 

BPX reported that this sourcing strategy helped to reduce the IT staff by 80%, and reduced IT operating costs from $360 million in 1989 to $132 million in 1995 (see chapter 7).  

In July 1996,  JP Morgan announced a similar multi-supplier strategy.    JP Morgan signed a seven-year, $2.1 billion dollar contract with four major suppliers.   Computer Sciences Corporation (Pinnacle Alliance) continues, as at 2000, to be responsible for the coordination of CSC and three other suppliers: Andersen Consulting, AT&T Solutions, and Bell Atlantic Network Integration.    JP Morgan transferred 45% of its IT staff--over 900 people--to the alliance firms.    These 900 people joined the 600-plus staff of the alliance firms devoted to the contract.   The alliance is responsible for data centres, midrange computers, distributed computing, and voice and data services in New York, London, & Paris.  Interestingly, despite the size of the deal, the contract is worth only about 30 percent of Morgan’s $1 billion annual IT budget, and may be considered an example of selective IT sourcing    JP Morgan is keeping IT strategy, application development and support, and supplier management in-house.   The contract is expected to save JP Morgan $50 million annually.  Although cost savings was a driving factor, JP Morgan executives claim the real impetus was to help retain its leading edge in technology, better service to end-users, and an internal focus on new applications.     According to an internal interviewee, the contract is based on “a flexible team approach in which JP Morgan sets the strategic direction”
In 1997, DuPont signed a series of 10 year contracts worth $4 billion with Computer Sciences Corporation (CSC) and Andersen Consulting (AC), making this the second largest IT outsourcing alliance as at that date.  Unlike JP Morgan, DuPont decided against a prime contractor.  Instead, DuPont relies on mutual dependencies to ensure supplier coordination, cooperation, and collaboration (See chapter 3).
In 1998, Chevron outsourced mainframe computer operations to EDS, voice and data networks to GTE, and help desk support to Sprint. Chevron expected to reduce IT costs by 10% during the five-year, $450 million deal.  Chevron transferred 400 employees to the alliance, while retaining 700 IT employees for applications and desktops.
ASSESSMENT:   With multi-sourcing, the risks of going with a single supplier are mitigated but replaced to a degree by additional time and resources required to manage multiple suppliers.  

The key to multi-sourcing is supplier coordination and management. This can be expensive. Using a 260 organization database assembled at Oxford Institute of Information Management, we investigated post-contract management costs in IT outsourcing deals. These fell between 4% and 8 % of total IT outsourcing costs across the lifetime of contracts, even without considering the effectiveness of those IT management arrangements and practices (see chapter 8). Multi-supplier deals were invariably in the upper section of this cost spread. Some reasons can be read into the following.

In the BPX case, there were initial difficulties in getting the suppliers to work together (See BP case study in  Chapter 7 for more details).  BPX hit upon a plan to provide seamless service whereby one of its three suppliers served as a primary contractor at each of its eight business sites.  Its job was to coordinate the services provided by the three suppliers to the businesses supported by that site.  Framework agreements allow business managers at each of the eight major sites to negotiate with the IT suppliers for customized services.  BPX notes that the suppliers worked well together to deliver day-to-day service, in part, because they were so interdependent.  However:

“They are also rivals competing for our future business.  As a result they are reluctant to share, for example, best practices with one another”  John Cross, BPX IT Director 1995.

The JP Morgan case also shows a multiple supplier approach, but in this case, one contractor is made the principal contract throughout, whereas in BPX each contractor had a principal role in at least some part of BPX. While the JP Morgan approach simplifies the administrative pattern,  the BPX practice, in principle develops greater interdependence among suppliers.  

DuPont does not use any prime contractor. Rather than a legal arrangement, DuPont’s deals successfully rely on mutual dependencies to ensure CSC and AC cooperate where functions overlap.   Because AC-led projects require CSC infrastructure, and CSC projects require AC support, each supplier is motivated to cooperate with each other:   

“And because of the integration of our supply chains, you are always going to have a situation where there’s going to be some Andersen interfaces with CSC, and CSC interfacing with Andersen.  So they are both going to be, if you will, in the same predicament. So they both need each other to be successful and if they try to [hurt] each other, it just won’t work, because the [hurt] guy will just get even on the next transaction.” -- DuPont, Global Alliance Manager 

JP Morgan and DuPont retained  much more staff internally than BPX. It is fairly clear that all three companies, however, would find it difficult to recreate its original IT function if this were required. But in BPX’s case, total outsourcing is almost irrevocable.  This makes risk mitigation on supplier management even more critical than in the JP Morgan and DuPont cases.

PRACTICE 4: Offshore Outsourcing: “cheaper, quicker, better”. Leveraging price advantages,  and skill and performance resources, abroad.

 Offshore programming and software development industries have rapidly emerged worldwide in countries such as Ireland, Israel, Malaysia, Hungary, Mexico, Philippines and Egypt. By 1998 over a quarter of the top 500 US companies were outsourcing software development projects overseas. In 1990-98 India’s software export industry grew from $240 million to over $2 billion, a compound growth rate of over 50% a year. Typically companies have asked for a greater cost saving (30% compared to 20%) to outsource offshore rather than domestically. Increasingly, however competition for skills and rising costs of doing business in sites like India  have driven up the price. But continuing IT skills shortages in the developed economies have served to increase the attractiveness of offshore outsourcing, and services on offer are no longer mainly just programming skills provision. With its proximity to the US market a country like Mexico  can deliver ‘nearshore programming’ and compete successfully against a country like India - the market leader, but thousands of miles away. 

A company like UK retailer Sainsbury  budgeted £30 million to deal with the Year 2000 problem. The conversion work was done entirely, and very successfully, offshore in India through satellite links using Sainsbury’s mainframes during off-peak hours. 

Another phenomenon is the use of offshore skills by major IT suppliers.There is a long list of global companies tapping into offshore resources. Just looking at India,  BT, IBM, AT&T, Novell, Microsoft. Oracle, Unisys, and Hewlett Packard all have development centres there. Some suppliers are following the lead of Origin and setting up software factories to develop ERP solutions for global clients like Fuji, Shell and Phillips Morris. This is a response to the severe skill shortages for big ERP projects in Europe and the USA.

ASSESSMENT: Rising capability abroad, and skills shortages in the USA and Europe, mean that offshore cheapness might be less important than quality, speed and range of tasks that can be covered. Detailed specifications, control, and clear lines of responsibility are paramount. 

Many companies have followed up good experiences with offshore outsourcing Y2K work by letting further contracts. As just one example,  UK’s largest vehicle leasing company, Lex Vehicles, signed further contracts with Indian-based Mastek for a CTI integrated call centre

Our own studies of  Holiday Inns and Ford uncover the need for detailed contracts and  specifications,  and strong controls for long-distance work (Kumar and Willcocks, 1999). Having key vendor managers on the customer site is advantageous, but, for example, US labour/immigration laws , historically, have restricted this practice. Looking just at the sometimes notoriously  difficult ERP projects, in a standard on-site project design requirements are frequently revised as the development process progresses. For the cross-border structure to work, we found that there needs to be more solidity to the initial design, and less tinkering along the way (Willcocks and Sykes, 2000).  This in turn means that the client and ERP provider needs to work much more closely  at the initial design phase, with the help of forecasting tools.  When planning to go offshore, there is considerable interaction  but this is restricted to the design and specifications ‘front office’. Development is then standardised and can be done offshore, using standardised methodologies and a highly transparent, controlled approach to the development process, so that clients can monitor progress and quality at all times.
PRACTICE 5: Co-sourcing: performance-based contracts

The largest IT outsourcing supplier, EDS, pioneered a new term in the customer-supplier relationship: “co-sourcing.”  With co-sourcing,  EDS does not simply manage IT resources, it aligns them with business objectives.  “Co-sourcing goes beyond marginal reductions in IT costs to the effective alignment of IT assets and expenditures with business objectives.  The result is the enhancement for the entire enterprise,” said Gary Fernades, Vice-Chairman of EDS in 1996. Or as its news media chief put it:  “Outsourcing is done to you, co-sourcing is done with you.” The change in EDS’ focus was supported by an internal retraining effort. In the same year Fortune magazine  reported that EDS employees were taught to focus more on customer service, a programme referred to by insiders as “Charm School”. Ted Shaw, VP of EDS’ banking services division, noted “EDS is still primarily a fee-based outsourcing business”. Even by 2000, however, co-sourcing, was  still a relatively new concept, and accounted for only a small percentage of revenues.  

One of the first examples of co-sourcing was EDS’ contract with the City of Chicago for a parking ticket processing system.  Instead of paying for the application, the City of Chicago agreed to pay EDS a share of the revenues generated from the system.  In Chicago, known as the windy city, people often complained that they never received a ticket or that the ticket must have blown off the car.  EDS added glue to the back of the tickets, and this simple change increased revenues significantly.  Sources told us, this project was financially beneficial to both parties, and that EDS gained a very high ROI:

“At first, it was making money but returns were marginal.  EDS put glue on the back of the tickets. Seriously.  What happened in Chicago, because this is the windy city, everyone was saying ‘my ticket blew away.’  And that one change they made in business process, they created a kind of ticket that had this small amount of glue.  It was written up as a joke--we are a high-tech company and how do  you make more money: put glue on things.”

EDS provided a similar service in London.  Each borough in London had its own ticket processing system, which made it very difficult to track offenders across boroughs.  London set up a centralized agency, but it had no IT infrastructure.  EDS came in and established the IT infrastructure and applications.  One informant we spoke to said:

“It works well.  The customer is delighted because they didn’t have an infrastructure.  EDS run everything down to sending tickets out and collecting cash.”

Another example of co-sourcing is EDS’s contract with an unnamed US pharmaceuticals company in which the rate of payment is based on EDS’ ability to reduce the development and registration process for new drugs.

Other outsourcing companies also offer performance-based contracts because customer demand has been growing.   For example, in the mid-1990s Perot Systems announced a deal with Citibank in which Perot Systems would share in the revenues of Citibank’s Travel Agency Commission Settlement system.   Perot Systems’ “performance-based” contracts, like EDS, continued into 2000 to account for a small percent of total business. 

Assessment:  Co-sourcing works well when supplier capabilities are contractually structured to complement customer needs.   Co-sourcing successes have worked well in several areas.  In the City of Chicago and London parking ticket systems, EDS’ core capabilities in re-engineering and application development served to generate revenue.   In these cases, win/win situations for customers and suppliers were created.  

Other co-sourcing deals have been less successful because of a poor fit of supplier capabilities with customer needs or a poor contractual framework.  For example, an informant told us that EDS’ co-sourcing contract with a London-based book club did not work well because the management of a blue-collar workforce was not one of EDS’ core capabilities.  The deal was a revenue-sharing one in which EDS would improve book sales through innovative IT.  Apparently, the staff required only low-level, low-paid skills for catalogue shipping, warehousing, etc.  High turnover rates plagued delivery.  In addition, the warehouse was situated in a remote area of London, making it difficult for the workers to commute. And as one informant told us, “We had people in jeans and tee-shirts who were very scruffy and it horrified EDS.” EDS is a company that knows how to manage highly-motivated, highly-educated, white-collar professionals.  Clearly, this situation was not a cultural fit.

Another example of a co-sourcing deal facing structural challenges was the Rolls-Royce-EDS--AT Kearney (owned by EDS) deal.  In essence, EDS’s contract provided Rolls Royce with IT operations at a baseline cost,  while the AT Kearney contract was priced on the ability to re-engineer business processes.  In practice, AT Kearney carried a high level of risk that was not entirely within their domain of control.  Successful re-engineering requires cooperation and acceptance from all three parties, but only Kearney’s rewards were based on delivery.   Parties were committed, however, to making the deal work.  (When innovations in outsourcing are first implemented, it is not uncommon for initially faulty courses to be re-charted.)  For more information on the EDS-Kearney CoSourcing Service, see http://www.eds.com/industries/manufacturing/offerings/mfg_cosourcing.shtml.

PRACTICE 6: Business Process Outsourcing - ‘Outsourcing a process and its IT, identified as ‘non-core’, that a third-party can do at least as well, at competitive price’

Rather than just outsource the information technology associated with a business process, BPO outsources the entire delivery of a business process to a supplier. Eric Blantz, an analyst at Dataquest, an IT research company, defined BPO as outsourcing an entire business process for an extended period of time: 

"The key term is ongoing responsibility. So these are long-term contracts," he says. "If it is project-based then we don't consider it BPO. If however they were to take over a company function, such that the company maintains little or none of that competency in house, then that would be  considered BPO."  (Reported on www.infoserver.com on January 20, 2000).

 Business Process Outsourcing (BPO) has become one of the fastest growing segments of the outsourcing market. Input, inc. estimated that BPO would assume one quarter of the outsourcing market by 2003. According to a research report on 304 multinational companies sponsored by PricewaterhouseCoopers in 1998, the most common processes outsourced included payroll (37%), benefits management (33%), real estate management (32%), tax compliance (26%), claims administration (24%), applications process (21%), human resources (19%), internal auditing (19%), sourcing/procurement (15%), and finance/accounting (12%).    The most important strategic benefits derived from BPO included cost reduction (79%), focus on core business (75%), and improve service quality (70%).  However, participants from the study also identified several barriers to success, including organizational resistance (56%), unclear performance measures (56%), loss of control of the process (48%), lack of prior outsourcing experience (43%) and lack of planning (42%).  

ASSESSMENT: While BPO is a logical extension of IT outsourcing,  customers must incorporate the planning and learning acquired through prior IT outsourcing experiences.   At British Petroleum for example, BPO of the accounting function occurred only after IT outsourcing in the late 1980s.  In 1991, BP outsourced all of its accounting operations in the North Sea area, then accounting operations in South America, North America and the rest of Europe. Overall, Colin Goodall, CFO for British Petroleum (BP) affiliate Sidanco and formerly CFO for BP/Europe, reports that BPO lead to better service and cheaper costs.  However, he reports that some of the outsourcing deals have not worked. Goodall states:

                           "Some things we've taken back because the deal didn't work or

                           because the organization that it went to wasn't up to it or didn't

                           share our values. But it's more likely the problem was

                           that we may not have paid sufficient attention to making it work.

                           Outsourcing is not an easy option. You don't just throw it over the

                           fence and let the other guy get on with it. It can require more effort

                           up front than doing it inhouse."  reported on www.infoserver.com in January

                           2000.

Thus, business process outsourcing requires at least the same--and likely more attention to decision-making, supplier selection, contract negotiation, and relationship management as IT outsourcing. In early 2000 BP Amoco (BPA) further announced the outsourcing of its human resource function, including IT components, on a $US 600 million five year deal with Exult, based in Irvine, California. BPA outsourced the administrative and IT burden, reserving for itself only ‘the things that require judgement and policy’. The risks of such a big IT project - to standardise globally on and make accessible real-time human resource systems – were obvious, but difficulties would not harm business directly, an experienced specialist taking the initial financial risks was being used, and there was a potential  $US 2 billion reduction in operational costs associated with the venture (see also Chapter 7).

PRACTICE 7: Spin-off successful IT functions into independent companies

The idea of tranforming an internal IT department into an external entity is certainly not new,  but the practice still continues.  The spin-offs allegedly empower the IT entity to behave like suppliers.   Freed from the bureaucratic restraints associated with being a support function, spin-off companies can focus on a marketing mentality, one which delivers good customer service at competitive prices.   In the past, spin-offs generally have not been successful.  For example, Mellon Bank, Sears Roebuck, Kimberly-Clark and Boeing had only limited success with their spin-off IT companies. 

NV Phillips, the electronics multinational, was more successful, though over a long period of time. By the early 1990s it had spun of its 183 software development and support staff to a new company, Origin, at that time part-owned with Dutch software house BSO. In 1991 NV Phillips also transferred all its communications and processing staff into a wholly owned company, Phillips C&P services with an open mandate to seek third party business. In practice this proved difficult. New commercial and marketing skills were needed; the external services market was highly competitive, and populated by existing suppliers with track records, eager to keep out potential threats. 95% of its active business turned out to be with NV Phillips. Subsequently new Origin was formed combining Origin and Phillips C&P Services. Over the years Origin has developed into a competitive IT services company,  with some major corporations as customers dotted around the world.

Assessment: Experiences from the past suggest that spin-offs are only successful if they have a core competency to attract external customers.  

Like equity deals, the success of spin-offs depends on the ability to attract a critical percentage of sales from third party customers (rather than sales from primarily the original founding customer.) Two notable exemplars of successful spin-offs have been American Airline’s Sabre unit and EDS.  American Airlines already had a great product with many external customers--their famous airline reservation system.  The spin-off has continued to attract large external customers.  In 1997, for example, they signed a multi-billion dollar deal to provide all of US Airways’ strategic and support IT functions, including data centre operations, network management, and application development and support.  Another successful spin-off is EDS.  Initially sold to General Motors in 1984, EDS became its own company in 1996. Clearly, EDS has been able to attract many external customers besides General Motors.  The viability of other spin-offs will also depend on whether they have a viable product to attract external customers, and the ability to develop the new commercial and marketing skills needed to run a spin-off.   

PRACTICE 8: Creative Contracting:  ‘tougher shoppers’ attempt to improve on the limitations of traditional  contracts

John Halvey, partner in Millbank, Tweed, Hadley, and McCloy, noted in the mid-1990s that contracts were changing, but that it was the customers who were pushing for tougher deals and better contracts:

“The user community is much more sophisticated.  They’ve learned through experiences where trigger events are that can cause trouble...understanding the legal changes in outsourcing deals means the difference between a happy relationship and an unqualified disaster.”  

Harry Glasspiegal, partner at Shaw, Pittman, Potts, and Trowbridge, also noted at that time that, “Vendors are in a bigger rush than ever to close.  They don’t want clients shopping around, getting outside legal advice”.  But shop they do.  For example, Ameritech studied outsourcing for 15 months before awarding a ten-year, multi-billion dollar contract to IBM in 1996.  In addition to longer evaluations, some of the “creative contracting” practices are documented below.

Practice 8a: Include a customer-written contract with the RFP. 

When Elf Alochem, a Philadelphia chemical company,  searched the market in 1995 for an IT outsourcing supplier, they took a novel approach by sending out a completed contract along with the request for proposal.    The contract enabled the company to exactly specify what they wanted from an outsourcing supplier, as well as provide all suppliers with precise information to make an informed bid.   The four-year, $4.3 million contract was awarded to Keane, a Boston company.  From 1995 through to 1999 Keane maintained Elf Alochem’s accounting systems that run on a range of platforms while Alochem’s internal staff planned and developed a migration to client/server.

The IT director at chemicals multinational ICI, Richard Sykes, had a detailed contract written up and issued with the request For Proposal to four potential suppliers in 1995 for the outsourcing of datacentre operations. The five year deal was signed with Origin in February 1996. It involved  the vendor paying £4.5 million for  the computing facility and taking responsibility for transferring 400 datacentre staff to its own payroll. As at early 2000 the deal had proved successful, and renegotiation was being considered.  At DuPont (see Chapter 3 for more details), the Global Alliance Manager felt that the major task of translating a technical-based RFP into legal requirements was frustrating.  In essence, parties start negotiations from scratch once bids are awarded based on the RFP.  Perhaps Elf Alochem’s approach may serve as a model to minimize such transformations.
Practice 8b: Provide for competitive bidding for services beyond the contract.   

Customers are increasingly aware of the threat of giving monopoly power to their outsourcing supplier.  Customers are protecting themselves by including contract clauses that specify that the customer will competitively bid any service beyond the contract.  Specifically, customers hope to ensure supplier motivation and competitive pricing.   All four of our mega-deal case studies- British Aerospace, Inland Revenue, South Australia, and DuPont - include competitive sourcing for services beyond the contract.

But: competition does not always protect the customer.  In practice, some services beyond the baseline must be awarded to the original supplier because the services are too integrated to bring in another party.  At Inland Revenue, for example, the customer finds that this competitive bidding option is a bit naive.  EDS’s presence is so all-encompassing, it is virtually impossible to carve out areas for another supplier.  Instead of formal market testing, Inland Revenue uses “informal” market-testing on a limited basis to help negotiate better prices:

“Generally we wouldn’t go into a formal market test.  Because the way we would invoke market test is that we informally test the market against the EDS price and provided that was reasonable, we wouldn’t go to a formal market test at all.” -- IR, Account Manager

We have seen two cases in which the decision to outsource additional work to another supplier created significant maintenance problems.  The first time a US aerospace company went outside of their multi-billion dollar outsourcing contract, the supplier refused to support the entire function:  

“Our contract says we can go elsewhere.  When [the supplier] wanted to charge us $2500 to upgrade each of our HP workstations to 2 gigabyte harddrives, we went elsewhere and bought them for $1,000.  Now [the supplier] won’t support our machines because we put somebody else’s hardware in them” -- User, Aerospace Company (Year two into a ten-year contract)

From the suppliers’ perspective, they cannot assure the quality of products or services delivered outside the original contract.
In a similar circumstance, one petroleum company awarded a large-scale development effort to a company other than their primary contractor.  After the system was developed, the supplier refused to run the application on their mainframes unless they were awarded the support contract.
Practice 8c:  Flexible pricing.   

The term “flexible pricing” has been used to cover a variety of pricing mechanisms, including supplier-cost-plus pricing, market pricing, fixed-fee-adjustments-based-on-volume-fluctuation pricing, or preferred-customer pricing.  Customers are increasingly using multiple mechanisms to alter prices within one contract. 

Some customers are negotiating for a share in the supplier’s savings.  Customers are well aware that unit costs drop 20% to 30% annually, and they want this reflected in their price.   Some customers are tracking supplier costs with “open book accounting” clauses and demanding a percentage of supplier savings.   The BAe and CSC contract provides an example of open-book accounting:

“It’s open book accounting.  So [BAe] get to look at our costs and they get to measure us independently on productivity benchmarking.”  CSC Account Executive, Division C

On the whole, there is a limit on the margin the supplier is allowed to charge for the entire basket of services.  Although the margin is not applicable to individual services, BAe felt open book accounting would serve to increase their negotiating position. (It should be noted that most practitioners involved in IT outsourcing that we talk to do remark that  ‘open book’ accounting is rarely totally open book accounting).

Other customers are relying on annual third-party benchmarks to assess current market prices.   However, several customers we spoke to felt that benchmarking is only mature for mainframe and midrange operations.  Customers complain that the benchmarking industry is still immature in the areas of distributed computing and IT applications development and support.  As one informant notes:

“Our experience being honest is that I haven’t been terribly happy with the benchmarking process.  This is not happy for CSC nor BAe.  It’s just the process seems to be a little bit naive.”  BAe Contract Manager, Division B
Many customers have clauses to adjust their fixed-price fee based on volume fluctuations. In essence, customers are seeking variable IT costs rather than fixed costs.   This rather standard clause works well for customers as evidenced by the 65% of UK and US survey respondents that realized this benefit of outsourcing  (See Appendix A - expected vs. actual benefits of IT outsourcing).  

Overall, most pricing adjustments appear to occur bi-annually rather than monthly or yearly due to the costs associated with measuring and agreeing upon such adjustments. 

Practice 8d:  Begin long-term relationships with a short-term contract.  

Executives at Cigna Healthcare of Atlanta Georgia wanted a long-term relationship with their IT outsourcer, Entex Information Services.   Cigna, however, pushed for a one-year contract even though Entex would be required to make significant investments in Cigna, without any guarantee for the future.  But the short-term contract served to motivate both sides--Entex wanted the renewal to reap their investment, Cigna wanted renewal rather than incurring the costs of switching to a new outsourcer. The strategy worked well for both companies, as the contract and relationship were subsequently  extended.

Summary 

Companies are still signing large, total outsourcing deals, but the flavour of these deals is very different from the early exchange-based contracts.    Customers are much smarter due to the mounting experience base with IT outsourcing.  Customers, on the whole, better understand the strengths and limitations,  and are constructing deals to maximize the likelihood of success.  Companies are trying to avoid the trap of a sole supplier through multi-sourcing or looking for ways to share revenues or cost savings with suppliers.   These contracting options must be closely monitored to determine the critical success factors. 

If the user community is becoming more sophisticated, and are learning through experience where trigger events are that can cause trouble, there are still all too many that do not contract sufficiently, and flexibly enough to ensure they get what they think they have been promised and expect (see Appendix A on Contract Completeness). Therefore two short war stories to sound warning bells. 

In 2000 a fast-growing  hi-tech supplier sought to exit a total outsourcing arrangement it had made some four years earlier. It had contracted poorly for the deal, but was now unhappy at the suppliers’ performance and wanted to switch suppliers at the end of the five year contract. Over the years many of the people involved in managing the contract were themselves (independent) contractors, and the firm had not been focused on the IT service and its management precisely  for the reason why it outsourced – to intensify management attention on  business expansion. All this made the development of an exit strategy exceedingly difficult, especially as the termination clauses in the contract were also poorly drawn up and  incomplete on important issues. 

In 1996  The UK based retail conglomerate Sears signed a ten year £344 million total outsourcing deal - for  finance,  logistics and computer operations - with Andersen Consulting without an open competitive bid. At the time Sears were in considerable financial difficulties, and the deal was signed in the boardroom, with little IT input.  Some 900 staff were to be transferred to Andersen Consulting and large cost savings were anticipated (£25 million a year by 2000). Within 17 months, following the resignation of the CEO who signed it, the deal was terminated. 500 staff went back to Sears. Sears spent £35 million implementing the deal, and some £70 million in fees over 1996-97. Contracting for the deal was not particularly good, nor were the evaluation procedures and measurement systems that were eventually put in place. Strategically and operationally the deal made little sense, as was subsequently recognised by senior management.  Sears then went down a more selective, multi-supplier route. Termination clauses were poor and there had been no pre-agreed strategy for exit management including for buy-back of assets or their  transfer to another provider, software licensing, third party consents, and staff transfers. Exit management probably cost Sears in excess of £15 million.

Conclusions

The sourcing market for information technology continues to grow and evolve. The more pervasive (but less audible or visible) trend continues to be the selective outsourcing of information technology for a specified sub-set of IT activities. In particular, customers are using transitional outsourcing with increasing frequency--outsource the old, stable, well-understood world while insourcing the development of the new-world.   Selective sourcing has proven a successful sourcing strategy, especially where it has developed additional informed sophistication based on experience and strategic concerns.  The benefits include:

(1)  maintaining flexibility and control, 

(2) motivating in-house and supplier performance by creating a competitive environment (anything may be up for grabs), 

(3) maximizing individual strengths of in-house staff and suppliers, 

(4) reducing risk associated with total sourcing solutions because mistakes are smaller, and 

(5) learning can be incorporated more quickly.  

In this regard the future-gazing model put forward in 1995 in our Harvard Business article would seem to have stood the test of time (Lacity, Willcocks and Feeny, 1995) However, selective sourcing does have some downsides, as we recognised at the time. These include: 

(1) increased transaction costs associated with multiple evaluations, multiple-contract management, 

(2) potential lack of integration, cooperation, and coordination among multiple sources.   

(3) over-focus on detailed operational advantages at the expense of strategic concerns. As we emphasised in 1995, and many times subsequently, selective sourcing works most effectively  within the context of business strategic concerns and an overall IT sourcing strategy that retains both flexibility and control.

To mediate these risks, companies are trying new sourcing options, including different forms of supplier management, to reduce transaction and coordination costs (see chapter 7 for a detailed treatment of mediating risk).

Other emerging contracting models include co-sourcing, value-added sourcing, joint-equity sourcing, and flexible-pricing contracts.  Although we have treated these options as independent, there is obviously much overlap and confounding of terms.  Value-added deals may refer to sharing revenues from selling a jointly developed product, or contracting with a supplier that brings industry-specific expertise to the table.   Joint-equity deals may be thought of as “value-added” deals with an additional incentive of joint ownership.  Performance-based contracts can refer to the supplier’s fees being tied to a customer’s corporate performance (such as sales revenue), or based on the supplier’s performance (such as productivity and quality improvements).  Flexible pricing deals may refer to reducing fixed-fees based on a supplier’s internal costs, or based on best-of-breed benchmarks.  Some of these newer options will not reach maturity for years to come, thus notions of success often rely on expectations rather than outcomes.  Although time is needed to assess the validity of many of these new contracts,  the best practices for ensuring value from the information technology will likely be the same: proper diagnosis of problems, rigorous evaluation of sourcing options, sound contract negotiation, and active post-contract  management, all identified and treated as core capabilities of the client organization.
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