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Commercializing Back Office Functions through Strategic Partnerships

Executive Overview

With the global recession, senior executives are desperate to cut costs from back office functions like information technology, human resource management, finance and accounting.   Outsourcing these functions has been the primary cost reduction strategy for the past decade, and remains a viable option.  But some innovative companies actually see the potential to participate as a supplier in the outsourcing space.  Companies such as Lloyd's of London, Bank of America, Barclay's Bank, and BAE Systems have transformed high-cost, low-performing back office functions into commercial enterprises by partnering with key suppliers.  The suppliers typically centralize, standardize, and web-enable the customer's back office processes, retrain, empower, and motivate transitioned back office staff, and leverage the assets to attract external customers.  The results are impressive: lower costs, better service, and revenue generation.  Of course, such radical transformation is never pain-free.  We aim to help senior executives assess the viability of commercialization of their own back offices and offer eight lessons derived from one customer's experiences. 
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Commercializing Back Office Functions through Strategic Partnerships

Should you commercialize your back offices?

To many senior executives, back office functions such as human resources, information technology, indirect procurement, finance, and accounting are often perceived as costing too much, providing too little, and responding too slowly.   Yet their back office managers respond that these functions are or could be key contributors to competitive advantage.   After all, human resources attracts and develops intellectual capabilities; information technology is critically ubiquitous in every business process; indirect procurement--which represents up to 80% of a business' costs--must be aggressively managed to protect profitability; and of course recent events at Enron, WorldCom, Tyco, and others has taught us that finance and accounting are essential capabilities. What if senior management devoted substantial attention and resources to these back offices?  Might their true strategic potential be realized?  Could they even be commercialized to generate revenue?


In this paper, we discuss how innovative companies like BAE Systems, Bank of America, Barclays Bank, and Lloyd's of London have actually transformed their back offices into commercial enterprises.   Although the idea of commercializing a non-core function seems counter-intuitive--if not downright absurd--it is hard to argue with results: these organizations reduced their back office costs, improved their services, and generate external revenues through third party sales. 


Commercialization of back office functions is viable because of the increasing market for back office services, also known as business process outsourcing (BPO).  The Gartner Group, for example, estimated that the BPO market was $119.4 billion in 2000 and projects the market to grow to $234 billion by 2005 in the areas of human resources, payment services, supply, customer care, and finance and accounting
.  And of course the market for IT services warrants its own numbers--an estimated $250 billion market each year.  Other research predicts even larger size of market figures
. While many senior executives reading this article are or will likely become customers in this market, some might actually become suppliers.   In this paper, we describe how several companies have commercialized their back offices through strategic partnerships, with special focus on the Lloyd's of London/Xchanging deal.  Senior managers will learn to assess the viability of commercialization, how to select a strategic partner, and what it takes to achieve commercialization.  But even if readers ultimately reject the idea of commercialization, the paper offers many insights for reducing costs and improving back office services.  

Examples of Back Office Commercialization


Some famous examples of commercialization include American Airlines' spin off  of its reservation system through the Sabre Group in 1996 and General Motors spin off of its information technology capability, Electronic Data Systems, also in 1996.   These success stories have been well documented
 and are generally seen as examples of functions that were high performing before commercialization.  But recent examples of back office commercialization are intriguing because the companies' back offices were not world class; On the contrary, they suffered from high costs and poor service due to lack of investment, lack of leadership, outdated technologies, and duplicate and inefficient processes.  These companies cleaned up their back offices and commercialized them by partnering with a supplier.


Consider, for example, Bank of America. During the past decade, the bank grew by acquisitions
, which resulted in over-staffed, idiosyncratic, duplicate, and incompatible back offices.  In HR, management believed they could achieve significant savings through centralization, standardization, and downsizing.  They chose to transform their HR operations through partnering with start-up company, Exult.  The bank took equity stake in Exult in exchange for guaranteed cost savings and significant improvement in HR services, largely enabled by Exult's proprietary eHR platform.  Bank of America was confident that their investment in this commercial enterprise would be successful because the market for HR services is strong.  The Gartner Group, for example, predicts that the HR services market will be $68 billion by 2005 in North America & Europe.  The Bank of America/Exult deal, worth about $1.1 billion over 10 years, provides Bank of America with shares in Exult's revenues from external customers.  Thus far, Exult has won significant contracts beyond Bank of America, including a $700 million deal with Prudential Financial and a $600 million deal with International Paper.
   


BAE Systems provides another example. BAE Systems wanted to harness its massive indirect spend of over £900 million per year.  BAE Systems sought to reduce spend through consolidating their buying power across its own 70 sites.  Initially making inroads into this area, BAE Systems recognized that indirect spend could only be radically reduced if buying power was increased across organizations outside of BAE Systems.  What if they commercialized their back office?  Certainly, the market seemed viable given that 60 to 80 percent of the $18 trillion business-to-business procurement market is indirect spend
.  Rather than commercializing themselves, they created a 50-50 partnership with Xchanging called Xchanging Procurement Services in 2001.  During XPS' first year of operations, XPS already delivered the following benefits to BAE Systems:  12% reduction across all categories of spend transacted, improved service, including user desktop ordering from a newly developed sourcing web portal, and shared revenues from new external customers, including such as Heywood Williams and Novar, the latter worth over £250 million.


 Barclays Bank had a problem with one of its back office functions, namely, check processing. Check processing was in desperate need of new technology, but capital spending could not be justified because check processing volumes were declining due to increased uses of debit and credit cards.  But the check processing business would never completely disappear, so something had to be done to revitalize the service.  Senior executives at Barclays reasoned that other banks must be facing the same issue.  Thus, there must be a viable market for shared check processing services.  Barclays decided to commercialize their back office, but wanted a partner to help with the upfront investment and commercialization process. Barclays eventually selected two partners--Llyod's of London and Unisys.  The three partners formed a new company called Intelligent Processing Solutions Ltd (IPSL), in December 2000.  Unisys received 51 percent of the shares, with the two banks initially owning 24.5 percent each. The commercial enterprise was profitable the first year and currently has 67% of the UK market.


Lloyd's of London provides a forth example.  Its claims administration function was a result of the merger of three claims bureaux which were never fully integrated.  Consequently, the same Lloyd's of London customer had to deal with multiple people and processes when processing different types of claims.   Furthermore, little investment was made in claims administration because it was a back office function, which led to high turnover of motivated staff and complacency of remaining staff.   Nick Prettejohn, the CEO of Lloyd's, saw an opportunity for claims administration to become a source of competitive advantage if it was commercialized.  After all, claims administration is a major customer touch-point.  A reputation for expedient claims settlement could serve to attract more customers in the highly competitive insurance market.  Realizing that commercialization would require an injection of talent and money, he sought a strategic partner.  In October of 2001, Lloyd's of London and Xchanging formed an enterprise partnership called Xchanging Claims Services (XCS).  After one year of operation, XCS has delivered cost savings, improved service levels, and generated external revenues through five-year contracts with companies such as Ascot Insurance and Axis Specialty. 


Of course these snippets on Bank of America, BAE Systems, Barclays and Lloyd's of London do not convey the full story of commercialization.  Along the way, these companies had to face some hard decisions, engage in intense supplier negotiations, and facilitate the many changes spawned by commercialization.  Only by delving deeper, will senior executives be able to appraise the viability of commercialization of their own back office functions.  For this reason, we present a case study on commercialization in more detail.  We chose the Lloyd's of London/Xchanging partnership because the case study points to a successful outcome thus far in the relationship (See Appendix A for individuals interviewed) and offers valuable lessons on commercialization.   

Lloyd's of London's Back Office Prior to Commercialization


Lloyd's of London is not a single company as commonly believed, but rather a unique subscription market comprised of around 50 underwriters that trade in its exchange.  Lloyd's traditionally provided certain common back office functions such as policy administration, claims processing, IT infrastructure, and the trading floor, on behalf of all the Lloyd's member underwriters, through bureaux and departments.   


One such bureau was the London Claims Office (LCO).  LCO was formed in 1992 following the merger of three claims bureaux that had previously served the Marine, Aviation, and Non-Marine insurance markets within Lloyd's. LCO had a staff of 140 employees, all housed away in facilities remote from the heart of the London insurance market. 



The business was approximately comprised of 60% non-marine, 30% marine, and 10% aviation.  Historically, each of these areas had been completely isolated from one another because they were seen as different businesses.   Theses differences were a source of pride; indeed adjusters reveled in the idiosyncrasy of their knowledge expertise:

"We are only a small company but the amount of convoluted, different processes that we have for handling the same thing is quite frightening.  That is born out of this historical psyche.  If you ask somebody if they are different from the person over there, they will take pride in telling you exactly how different they are, and why they therefore need to do things differently. When in reality, at the end of the day, only the output or the input might be slightly different."  -- Darren Fisher, Head of Finance, XCS


From a customer perspective, these separate functional units were very frustrating, as the same customer had to deal with multiple people and processes when processing different types of claims.  So one nagging question for managing LCO in the future was, "How can we provide one stop-shopping for our customers?"


The main process performed by LCO was peer review, in which LCO experts advise and settle claims.  This process occupies approximately 80% of LCO resources.  As of August 2001, LCO had peer reviewed over 31,000 claims, updating the Claims Handling Peer Review System nearly 130,000 times.  Another important process was marine recoveries, which were averaging 200 new cases per month.  The number of open cases averaged 3500 over a two-year period, indicating that recovery cases often took many months to process.


From an accounting perspective, the LCO subsidiaries were operated as a monopolistic cost center in that the Lloyd's syndicates had to use LCO for claims administration.   This structure created an environment of complacency:

"The Lloyd's underwriters had to use our services, and the place had a bit of a reputation as being an elephant’s graveyard.  I was incensed that certain people used to go there to sort of retire as it were almost.-- Steve Guarnori, Head of Service, XCS
LCO performance continued to erode due to lack of investment, which led to high turnover of ambitious people. Clearly, LCO needed more investment in both capital and talent. Senior executives at Lloyd's began to explore options for invigorating LCO.  Although the current status of LCO was low profile, the potential for claims to become a strategic differentiator was obvious: if Lloyd's developed a reputation for expedient claims processing, they could retain and attract more customers. The only viable way to achieve this vision, Lloyd's CEO reasoned, was through a commercial enterprise:

"And I think that objective of claims as strategic differentiator is best achieved by creating something that is a profit making, value generating activity. I think we can only achieve that sort of strategic change through the creation of something that has ‘value creation’ for itself, as its goal." -- Nick Prettejohn, CEO Lloyd's of London

Given Lloyd's historical inertia, lack of investment, and lack of focus on claims, Prettejohn believed Lloyd's could only commercialize claims administration with the help and investment from an outside partner:

"If change was going to be achieved, it needed the injection of a catalyst by an outside party. Culturally it needed a kick up the backside." -- Nick Prettejohn , CEO, Lloyd's 

The Selection Process: Searching for a Partner in Summer 2001


In the summer of 2001, LCO began searching for a partner willing to make a significant investment in LCO and with proven capabilities in commercializing back offices.    After developing the selection criteria, LCO invited ten suppliers to respond to a request for information. Of the ten suppliers, five actually put something in writing.  LCO quickly dwindled the competition down to three suppliers: Supplier A, Supplier B, and Xchanging.   Xchanging told LCO they would refuse to bid against Supplier A because Xchanging and Supplier A had previously discussed the possibility of acquisition. Thus, LCO first had to decide between Supplier A and Xchanging, and the winner of that round would compete with Supplier B.


LCO seriously considered Supplier A because it had extensive experience with managing claims for one of Lloyd's competitors. But on the negative side, LCO management perceived that Supplier A primarily ran a processing shop, rather than a customer-focused and technically innovative service.  The decision team feared that LCO would basically be merged with this processing shop, to the detriment of LCO's service levels:

"The feeling was that they were just in an acquisition mode, they had a big check book, lots of cash and were looking to buy business.  We didn't think that would sit well for developing our business, and that we could be cast off just as easily as we were bought in."  -- Steve Guarnori, Head of Service, XCS


A favorable argument for Xchanging was that Xchanging already had a strong commitment to Lloyd's, because Lloyd's had formed a separate partnership with Xchanging for policy administration in 2001.  That partnership, called Xchanging Insurance Services, or XIS for short, handles £20 billion of business each year. If LCO selected Xchanging for this partnership, Xchanging would likely attract more business than Supplier A because business entering through the front door of XIS could pass through the back door to LCO.   On the negative side, several LCO managers feared that if Xchanging was in charge of everything, they would revert back to the old Lloyd's culture in which claims administration would be subordinate to policy management. For many, a further strike against Xchanging was an unproven track record, particularly when it came to claims expertise.  One executive involved in the process said, "The risk to us was that we were putting our faith in a company that had no experience in the insurance market."  Xchanging countered this concern by explaining how their powerful competencies in service excellence, enabling technology, process improvement through the rigors of Six Sigma
, and executive talent transform back offices; the specific claims knowledge would be acquired through transferred LCO employees.  Many LCO managers were swayed, and they were particularly comforted by Xchanging management's extensive business expertise with Andersen Consulting and other large, successful organizations.


The competition thus proceeded with Xchanging and Supplier B.  The main advantage of Supplier B was that they were an established operator in the insurance market with annual revenues of £35 billion pounds.  In particular, they had very strong capabilities in the marine business.  Besides the proven track record, Supplier B could provide greater access to a wider customer base than Xchanging.   But during Supplier B's presentation, it was quite clear that LCO would be treated as a traditional, fee-for-service outsourcing customer.  Compared to Xchanging, Supplier B sought to protect their own profit margins and did not commit to investing in LCO. Another differentiating factor between the two suppliers was the proposed management teams.   As one LCO manager said, "The few people that I did see from Supplier B were average ordinary guys that didn’t really bring anything to the party.  So that was a key differentiator."  A third differentiator was the proposed management ownership.  Supplier B wanted to own 100% of the business, whereas Xchanging wanted 50%.  In August 2001, LCO and Xchanging signed a letter of intent.

Moving Forward with Xchanging: Contract and Business Plan


Lloyd's and Xchanging signed a ten-year contract on October 23, 2001, to go live on November 1st, 2001.  The Lloyd's-Xchanging contract is worth  £110 million.  Contract highlights include:

· 50%-50% joint ownership, with Xchanging having daily operational control, 

· 50%-50% split in cost savings and revenue generation, 

· all employees to be transferred at equivalent pay & benefits, 

· open-book accounting 

· Xchanging to make a cash investment in the business.  

Important contract details are given below.


Governance.  Much of the contract specifies how the parties will govern the enterprise.  The new entity, called Xchanging Claims Service (XCS), becomes a strategic business unit within Xchanging.  Thus, Xchanging has day-to-day control of employees, external suppliers, LCO assets, use of Lloyd's services and assets. But three important governance mechanisms, a joint Shareholders Committee, a joint Service Review Board, and a joint Enterprise Board ensure Lloyd's continual input and approval of financial and service issues. 


The XCS Shareholders Committee is controlled by Xchanging, who appoints the CEO and management team. Xchanging appoints three executive board members while Lloyd's appoints two non-executives. The Shareholders Committee consists of David Andrews, CEO of Xchanging, and Nick Prettejohn, CEO of Lloyd's.  The Committee meets as required to resolve matters associated with the rights of shareholders. The Committee authorizes any borrowing beyond £2,000,000, projects in excess of £150,000, capital expenditure beyond £2,000,000, supply agreements over £5 million in one year or with a total value of £10 million.  The Committee meets quarterly to do an overall business review.   Any decision requires a unanimous decision.


The XCS Service Review Board is a committee with three members from the Lloyd's market and three members from XCS.  The Service Review Board's role is to approve the service specifications, monitor the services against the service specifications, approve changes to the service specification and price, and to provide an interface between the Lloyd's Markets and XCS.   The Service Review Board meets quarterly.


The XCS Enterprise Board (also called Claims Services Board), has overall operational responsibility for managing XCS in accordance to the business plan.  This Board comprises the CEO, Head of Strategy, and Head of Resources from Xchanging as well as two appointments from Lloyd's: a non-executive Chairman and a non-executive Director.  The Enterprise Board meets quarterly to agree to short-term objectives of XCS vis-à-vis the business plan, to approve changes to the business plan, to approve projects above £100,000, and to review performance against plan and budget.


Investment.  Xchanging is committed to invest £1.5 million in XCS over two years. The investment includes seconding Xchanging experts to XCS (£650,000), creating new facilities for XCS and implementing new technology (£600,000).  XCS is allowed to use 10% of year 1 turnover (about £1.5 million) over first two years of XCS to spend on implementation tasks. In turn, Lloyd's give treasury facility of £1million to XCS for working capital. 


Costs.  The cost baseline is the 2001/2 LCO budget.   From a Lloyd's perspective, all cost savings will be shared 50/50 in line with the ownership structure.  Baseline cost savings are estimated in Table 1. 

	Year
	2002
	2003
	2004
	2005
	2006

	Baseline
	£10,940,000
	£10,940,000
	£10,940,000
	£10,940,000
	£10,940,000

	Saving 
	£205,000
	£907,000
	£1,787,000
	£2,612,000
	£3,362,000

	% of Savings
	2%
	8%
	16%
	24%
	31%


Table 1: Projected Cost Savings on Baseline Services


Service Agreements.  XCS must provide existing customers the same level of services and charge the same prices as the inherited, "as-is" service.  Detailed service definitions must be supplied within six months of Day 1 to determine the "as-is", and is considered a breach of contract if not supplied.  Service prices will be as per Day 1 to existing customers for first six months.  The new pricing structure and new service contracts will be applied for each customer. Services are billed monthly and paid in advance. If Xchanging fails to meet service standards for three items within the same service class over three consecutive quarterly reporting periods, Xchanging will rebate the customer as follows: 30% first month, 60% 2nd month, and 100% per month thereafter.


Any new class of service will be at cost plus 20% to current LCO existing customers.  Services to new customers through XCS will be at Book rate for 3rd party recovery (i.e higher prices). Customers may cancel services by giving prior notification.  To help protect Xchanging's volumes during the crucial transition, Xchanging is given monopoly status for first two years.


Termination Clauses.  Within the first five years, Lloyd's has the right to take back the business under extreme conditions of "persistent and chronic underperformance’.   After five years, either party may terminate the agreement with twelve month notice.


Business Planning Development.  In synchrony with contract negotiations, the parties developed the business plan for XCS.  The business plan is a strategic vision for how the proposed partnership will grow revenues, reduce costs, and generate profits. To help develop the business plan, Xchanging hired the consulting firm, McKinsey.  A key component of McKinsey's job was to ascertain the market opportunities for claims management beyond Lloyd's.  Besides hiring McKinsey, Xchanging also conducted their own market testing for claims services.  They talked with executives from many large companies, who initially said they were not interested in outsourcing claims management.  But as Xchanging went on to educate these large companies about their new business model for claims, the company executives became enthusiastic:

"We started seeing very quickly there were big opportunities, we did our own market testing, we went around and started talking to some of the big players." -- Clive Buesnel, Managing Director, XCS 
Once Xchanging was confident about the commercial viability of a claims business, LCO's and Xchanging's management proceeded with business planning.  Specifically, the business plan expects revenues of £12.3 million in 2002, £13.2m in 2003, £14.6m in 2004, £15.8m in 2004, and £17.3m in 2006.  By 2006, 60% of revenue will be from new business.

Transforming the Back Office Through Seven Competencies

Xchanging claims no pre-existing competency in claims administration. Instead, it believes the talent needed to transform back offices into front offices lies in seven cross-functional, cross-industry competencies:

· Service excellence, 

· People development, 

· Process improvement, 

· Technology enablement, 

· Slick physical facilities, 

· Efficient third-party sourcing, and

· Implementation management. 

(See Table 2 for definitions of the competencies.) Xchanging gains the domain specific knowledge – in this case, claims management knowledge – through employee transfers. 


During the first year of operation, Xchanging enacted the seven competencies to varying degrees in order to first transform Lloyd's of London's claims administration and to leverage the transformation to attract external customers.  Below are example activities within each competency.

	The Service Competency defines "as-is" service, measures service, and agrees to improved service targets through a disciplined methodology called Service1st, implemented on a web-based platform.  The goal of this competency is to provide same service levels during transition period, then moving to customer-negotiated service levels based on individual customer needs.

	The People Competency builds "champion teams" from transferred employees by unlocking their talent and energy, primarily through extensive training programs, job redesign, and direct contact with Xchanging's senior management.

	The Process Competency redesigns business processes to reduce costs and to improve quality through the Six Sigma quality improvement discipline.  

	The Technology Competency builds and implements enabling technology, such as Xchanging's Internet Claimsportal using Xchanging's component driven architecture.

	The Environment Competency creates modern and well-branded physical spaces to build a visible front office for customers.  The physical spaces also foster a front office mentality for transferred employees. 

	The Sourcing Competency uses consolidated buying power and expertise, and a unit-based cost analysis discipline, to reduce indirect procurement costs significantly.  

	Implementation Competency orchestrates the timing of and resources required for dispatching the other six competencies.  


Table 2: Seven Generic Competencies to Transform Back Offices

  
The People Competency: building champion teams from the LCO transfers.  At the managerial level, Xchanging trained transferred LCO managers for their new positions.  These included people such as Steve Guarnori, to be Head of Service for XCS:
"When I took the job in service, I didn’t know what the hell I had let myself in for! How was I going to make anything tangible, how I was going to make a hard science out of what was a very soft type of service?  So there was that element of uncertainty there."-- Steve Guarnori, Head of Service, XCS
But after indoctrination into Xchanging's Service 1st model, Steve quickly had a vision for his new role:

"It started to fit into place very easily and very quickly.  I suppose going through chronologically I saw the Service 1st Arena tool that Xchanging had developed, got to grips with that, understood the concept of defining the service.  It was hard work, but I found the concept easy to grasp." --Steve Guarnori, Head of Service, XCS
Darren Fisher, manager with LCO at the time, was identified to become Head of Finance for XCS.  He confirmed Steve's high accolades for Xchanging's management training:

"The whole thing was about, ‘it is not Xchanging in LCO, it is us as the Xchanging management team of the new business’…I think we all feel much more empowered than we felt before...There was a big emphasis on, ‘we as Xchanging and LCO management, are going to manage this business.’  You are instantly being given the feeling of some ownership in the future." -- Darren Fisher, Head of Finance, XCS 


Besides training the managers, Xchanging also had four company-wide presentations to LCO staff prior to the deal being signed.  Naturally, the 140 employees were worried about their future jobs and benefits, but Xchanging ensured the staff that they would have commensurate salaries and benefits and much more interesting careers.  As one participant noted:  "Then launch day comes, the first day of the deal, and all these things are there that were promised to be there. Therefore there was a consistent performance throughout, where things that were said were going to be delivered were being delivered.” 

Once the deal was signed, Xchanging designed and delivered four induction programs to 140 LCO transferees, held over four weekends.  Xchanging uses the model of people moving through the stages of mourning their old jobs, forming cautious views of their new roles, storming or confronting the new organization, norming (when transfers becomes a fragile team), to the final stage of performing when employees become fully committed to the success of the team.   All these behaviors were not only explained to the transfers, but Xchanging gave them tools to measure their progress through the stages and guidelines on appropriate and inappropriate ways to express themselves during these stages.   The entire program was designed to liberate the staff and to orient them to a front office mentality.  


Every effort was made to give transferred employees a clean slate, i.e., a fresh opportunity to earn their place on the team:

"We want a first hand view of who the employees are and what they are doing rather than someone else’s view. It is only now that I am beginning to get the idea of really where we have got people issues and where we have we’ve actually got better people, better than anyone predicted because they feel liberated.  You know we have got people saying 'this person is lazy', but actually I am now saying 'well actually they are very good', so we purposely delayed any redundancies until we have clarity."  -- Clive Buesnel, Managing Director, XCS

Environment Competency: Building new facilities.  XCS had an urgent need for new facilities because the building they were occupying was being sold.  But rather than just seeking alternative offices, David Andrews, Xchanging's CEO, saw new physical facilities as an opportunity to further transform the transitioned staff to a front-office mentality and to create a brand image in the minds of the customers.  Most critically, Andrews located the XCS facilities in the heart of the London insurance market, right smack in the Lloyd's Headquarters building.  This location clearly indicated that XCS was no longer a back office, but a customer-facing enterprise: "If you are trying to attract more customers, using the Lloyd's building as a vehicle was perfect."-- Chris Rawson, Head of IT, Lloyd's. Co-location of Xchanging and Lloyd's also helped to develop and strengthen responsive relationships with existing customers. Moreover, the space had a significant impact on the employee's moral. The installation only took 10 weeks to build and was occupied before completion.

Process Competency: Re-engineering claims processes.  Two weeks prior to the contract being signed, Xchanging hosted a process workshop to identify fundamental and incremental changes to LCO processes.  Workshop participants looked at the lines of business, volumes of business, and typical claims within the business.  The participants suggested that LCO be organized along functional lines rather than class of business (marine, non-marine, aviation). Participants also found that most of the business is actually akin to automobile insurance in terms of having high volumes of low-value claims.  Many people had just assumed the high profile claims, such as an occasional ship sinking, satellite falling down, or terrorist attack were the majority of claims volumes.  Many of the claims processes could thus be templated via enabling technology.


After the contract was signed, Xchanging launched three process projects that focused on measuring quality and productivity in the areas of claims management and recoveries.  Specifically, these projects entailed identifying, measuring, and reporting on productivity and quality metrics collected at both the individual and departmental levels. "Voice of the customer" workshops and meetings with operational staff were held to use the metrics to identify opportunities for improvement, gauge effect of process changes, and to quickly mobilize staff to balance workloads.  Because metrics were not used punitively, they were highly effective at unleashing innovative ideas from customers and staff.

Consider marine cargo recoveries as an example of process redesign. At LCO, there were eight adjustors who used dictaphones and passed the tapes to four administrative assistants who typed them.  Naturally, much recycling for proof reading and error correction occurred.  A 2:1 ratio of worker to support staff could obviously be reduced through a claims management system that actually supports production of standard correspondence. The adjustor's role, therefore, could be broadened so they could be more self-sufficient.   But such changes do not require just an implementation of information technology.  The adjustors see the use of support staff as an indicant of status, and therefore changing the culture of the adjustors must be supported along with changes to processes and technology.


Service Competency. The Service Competency: defining the "as-is".  The first task of the service team was to fully define and measure current service levels. By April 2002, 150 services were defined and 400 service levels were drafted. As in many cases when services are first documented, many services surfaced which were not officially recognized before, such as finding a home for lost post.   The baseline costs of these services were transferred to Xchanging, with Lloyd's getting the agreed upon discount. The Service Review Board approved the as-is service definition in Summer 2002.


During the first year of operation, XCS actually launched some new services.  For example, in Summer 2002, XCS implemented an enhanced claims review service to track down and settle non-moving claims, i.e., claims that were parked for one reason or another, such as a dispute.  In the past, such claims were carried on the balance sheets of various syndicates as liabilities.  XCS now hunts them down and forces them to settlement.  As of July 1st 2002, this service was up and running, staffed, and had developed contracts with several Lloyd's members.  XCS estimates what they did in "three months would have taken three years under the previous Lloyd’s culture."

Technology Competency.  XCS inherited only a small amount of IT assets from LCO.  Instead, XCS inherited a series of third party outsourcing contracts for software & IT infrastructure.  These include IT contacts with LPSO, Integris, and Lloyd's.  LCO's core processing systems were actually owned and managed by LPSO (now XIS). These systems include a claims handling peer review system, a claims settlement system, a claims status and risk reference application, and a workflow application based on barcodes.  XCS has a right of use of the systems for which they pay a license fee of approximately £200,000 per year.  The third-party supplier for applications unique to XCS is Integris (now Sterea), such as the Lotus Notes application designed for the Marine and Recovery businesses.  The Integris maintenance costs are about £30,000 per year.  Actual maintenance is delivered to XCS through right of use via XIS. Llyod's IT Services support the infrastructure and desktops for XCS through SEMA. The annual cost is nearly £500,000. In total, XCS inherited a £1,000,000 cost commitment for outsourced IT applications and services. 


Outsourcing is not the problem here, however, but the fact that none of these systems are integrated.  For example, peer review data has to be re-keyed into the claims settlement system because there is no direct interface for data.  The input to the file tracking system is based on manual entries and is highly problematic in that "the customer perspective is that we are unable to locate files quickly or easily, giving the impression that we are not in control of the business."   Clearly, one of the main drivers in Lloyd's decision was to have Xchanging completely revamp the technology.  As such, XCS has significant plans for developing their own IT capabilities to radically improve processes, gain control over strategic IT assets, and to reduce overall costs in the long run.   But Xchanging wanted to ensure that the technology enabled their new business processes, rather than implement technology for technology's sake.  As such, Xchanging did not want to change technology for the first 12 months of operation until the process and service teams developed the future business.  By year end 2003, XCS promised to implement the following systems:

· IT infrastructure based on a high performing, component-driven network 

· New peer review system 

· New claims management applications for workflow support of outsourced claims 

· New customer relationship management to track customer contacts and support business development

· New reference system to serve as repository and knowledge management to manage all reference data 

· New ClaimsPortal to provide a customizable access layer for all applications based on the current role of the user.  For example, if a person signs on to the ClaimsPortal as an employee, she will have access to different services than if she signed on as a claims adjuster.

By October 2002, the ClaimsPortal was already operational, allowing XCS employees web-based access to insurance market applications.  Eventually, this will be expanded to enable XCS employees to interface directly with policy holders, brokers, and underwriters over the Internet, available globally 24 hours a day.  The technology will integrate multiple channels for customer relationship management, such as the Internet, phone calls, faxes, letters, and face-to-face meetings. The new technology will be more work-oriented, so that stakeholders may track a claim through its processes.  Any stakeholder will be able to log onto the claims management system and determine where the claim is in the process, ""It’s going be a sort of UPS model where you can log onto the web site and say ‘where is my claim?  Oh I realize it is in negotiation,’ or ‘it’s with the lawyers.’"-- Clive Beusnel, Managing Director, XCS


The proposed claims management system will require significant behavior changes.  For examples, lawyers will be required to fill in forms in the system rather than producing large paper reports.  Thus, one can see the need for intense cooperation and integration of the technology, process, people, and service competencies. 

Implementation Competency: Coordinating competencies and balancing trade-offs.  Implementation's role is to orchestrate the other six competencies.  Xchanging adjusts the timing and resources of each competency to best suit each of their partnerships.  While there is an expectation that service and people will be the early competency levers, followed by the application of process and technology, specific customer needs dictate the order and magnitude. At XCS, for example, creating a new facility (environment competency) was actually one of the first competencies implemented because LCO's facilities were sold.  In other enterprise partnerships, Xchanging launched the environment competency much later in the transformation process.


The demands generated from the Service and Process competencies serve as an example of the need for coordination.  The service team passes customer requests to the process team, who must assess exactly what the customer wants, how sensible the request is, whether it is deliverable, and what the customer is prepared to pay for:

"I am of the view that the customer defines the service and then I will say to the resources head 'this is what the customer is asking for.'  The resources team might push back on me and say 'that is patently ridiculous, if you want a turn around time of zero on everything that comes through the door that is not sustainable.' Clearly some things aren’t deliverable, if we are taking in on average 500 files a day from brokers, and that fluctuates up to 1000 a day some days, and goes down to 300 on other days.  We couldn’t provide, for example a turnaround time that says we will turn everything around within one hour, unless we had double the staff." -- Steve Guarnori, Head of Service, XCS

Thus, the implementation competency must balance the service competency's need for service excellence against the process competency's need to contain costs.

Outcomes After The First Year of Operations


After the first year of operation, Lloyd's benefited from lower costs, better service, and shared revenues:



Lower Costs. Recall that XCS anticipated cost savings on baseline services for the first five years of operation of  2%, 8%, 16%, 24%, and 30%.   Like all outsourcing cases we have studied
, it is very difficult to accurately estimate the cost savings thus far because the baseline has changed.  XCS is generating more revenue and providing more services with the same base staff.  But overall, people interviewed for this case are convinced that XCS has delivered the cost savings.  For example:

"I think that it would be fair to say that the small target set for year one has been met. The other interesting observation is that the business case assumed costs would increase to a total of £12.1 million. We will beat this by £1 million.  This supports the fact that we have decreased baseline costs and/or improved productivity from the base." – Darren Fisher, Director of Finance, XCS


Better Service.  Although Xchanging was only contractually required to provide the same level of service, it sought to actually improve services because its monopoly status would eventually expire.  Xchanging proactively met with customers to assess their concerns, to remedy poor services, and to identify new services.   In June 2002, XCS even commissioned an independent research agency, BMRB International, to conduct a customer satisfaction assessment and survey.  The agency conducted 26, face-to-face interviews with claims managers and directors receiving services from XCS. In general, the customers gave Xchanging a very good report card, particularly to the XCS personnel.  Specifically, customers rated XCS personnel as good, very good or excellent in terms of responsiveness (92%), timely information (82%), addresses urgent issues (92%), positive attitude (96%), and accessible (80%).  Overall, the commercialization of claims has created a service-oriented culture:
"There is more pride in what people are doing. There is much more emphasis on service than there was in the old organization.  As I said earlier the old organization was ‘well you have got to use us, so who gives a monkeys' ***?’  Where as now it is ‘eat what you kill’ territory and I think people genuinely realize that and so they are starting now to be more responsive and willing.  To do things and go a bit extra, a bit further." -- Steve Guarnori, Head of Service, XCS


Shared Revenues. Highly unusual for a new venture, but XCS earned a positive (albeit marginal) profit the first year of operation. As mandated by the governance structure, 50% of the profits were shared with Lloyd's.  The overall profit margin is expected to grow to 15% within five years, but profit margins may vary significantly based on the new types of business.  Obviously, some business services are more profitable than others depending on the levels of customer demand, competition, and underlying cost base.  The goal of XCS is to target market segments with the biggest potential for growth, while still ensuring XCS a decent margin. 

Commercialization Lessons


Prior to the Xchanging partnership, claims administration at Lloyd's suffered from (a) lack of investment, (b) lack of leadership, (c) lack of employee motivation, (d) lack of customer-focused service, (e) bureaucratic and inefficient processes, and (f) outdated and non-integrated technology.   But the potential for this back office to provide a competitive advantage was high because expedient and fair settlement of claims could significantly retain and attract customers.  Through their partnership with Xchanging, they have successfully transformed a low performing back office to a viable business.  Senior executives from other companies may benefit from the lessons learned by Llyod's on selecting a strategic partnership, governing the relationship, and the skills and capabilities required for commercialization.


Lesson 1: Decide whether your back offices have strategic potential.   Senior executives from Lloyd's and other cases did not let the current state of their back offices deter them from the possibility of commercialization.   The real question is whether the back office has strategic potential by differentiating services in the minds of core customers, as in the case of Llyod's, or by offering lower costs through shared services, such as the case with Bank of America, BAE Systems, and Barclay's
.   Hiring an independent consulting firm to assess market potential is also a good practice.  This will also help senior executives determine whether their company's reputation will be a competitive advantage.  For example, Barclay's reputation certainly helps to assure smaller banks that Barclay's would be competent check processors. 


But even if senior executives decide against commercialization, the assessment may identify other opportunities for improving back office performance by applying some of the competencies identified in this paper, or by becoming a BPO customer.   The overall message is clear: senior management attention to back offices can only benefit performance. 


Lesson 2: Decide whether you need a strategic partner to help with commercialization.   
In order to transform the claims management function from a back office function to a customer-focused business, Lloyd's--like many organizations--needed cash investment, new leadership, reskilled employees, better service, more efficient processes, and new enabling technology.   In principle, Lloyd's could have done the transformation itself, but Lloyd's senior management realized this would be a long, hard road.  Lloyd's could clearly benefit from outside help, possibly from consultants or suppliers.  Management consulting, however, was an inferior option because it would only bring in leadership, not investment and ongoing operational delivery. Lloyd's senior management also rejected traditional fee-for-service outsourcing as a vehicle for transformation because Lloyd's would never get the same level of attention, input, and priority as an actual partner in the business.  Furthermore, Lloyd's management had seen the low service levels and vanilla offerings of other fee-for-service claims processing shops, and clearly saw that outsourcing was not a route to create a value-added, customer facing service.   Thus, Lloyd's decided to find a strategic partner to create a jointly owned enterprise.

Lesson 3: Select a partner with proven leadership capability, which may well be the most important distinguishing criterion among suppliers.   From our prior research on customer-supplier relationships, we learned that many customers focus on the scope, price, and service level guarantees when selecting suppliers.  But frequently, the supplier managers who negotiate the deals are not the same people who ultimately service the customer
. Customer/supplier relationships occur among people, not abstract organizations.  Thus, customers must select suppliers based on the talent that will be devoted to the venture.  


Lloyd's certainly based their selection of Xchanging based on executive skills.  The immense amount of skilled leadership Xchanging brought to the partnership was a consistent theme throughout our interviews with Lloyd's management and XCS customers.   Many people initially viewed Xchanging as a risky "start up" venture, but clearly the business expertise and proven track records of Xchanging's management team is vast: "And they are impressive people, they are good.  They are obviously quality guys."  -- Nick Prettejohn, CEO, Lloyd's.   

For example, David Andrews, CEO and founder of Xchanging, was previously one of eight Andersen Consulting Board members and the Managing Partner of West Europe. Over three years, he raised West Europe from the least to the most profitable of the nine Andersen Consulting regions worldwide, comprising 5,000 people with revenues of $1bn. David founded Andersen Consulting's outsourcing practice in the early 1980s, leading two of the most successful outsourcing contracts in the world to date: BP's accounting department and the London Stock Exchange's transaction processing. When David began hiring people for Xchanging, he sought similar top talent and insisted on people with proven track records.  For example, to fill the position of Best Practices Director, David hired Clive Buesnel, who previously implemented customer relationship management globally as Head of Marketing IT for British American Tobacco, among other major accomplishments.  Chris Main, Head of Resources for XCS, had a colorful career in digital video production and knowledge management in the music and consulting industries. He had a proven ability to manage and prioritize many demanding stakeholders (including temperamental artists and their managers).   To establish the Six Sigma ethos for the Processing Competency, David Andrews hired Paul Ruggier, who previously delivered $60 million worth of cost savings to Jack Welch in General Electric through the Six Sigma quality assurance program.   Overall, this talent pool convinced Lloyd's CEO of Xchanging's ability to deliver:

"I suppose what underlay that impression was also the fact that they had frankly brighter people than one generally encounters in that kind of outfit. It is all very well saying that you are pragmatic but if you haven’t got the intelligence to be properly pragmatic then it doesn’t really count for a lot.  So I thought they had a lot going for them."  -- Nick Prettejohn, CEO, Lloyd's Specifically, 


Lesson 4: Select a supplier with a different culture because a clash of cultures may be just what you need.  In the over 100 outsourcing cases we studied previously, customers nearly always sought a supplier with a similar culture to their own. For example, global hierarchical customers, like DuPont, CIGNA, and General Motors, typically sought global hierarchical suppliers like CSC, IBM, and EDS.   But the culture required to efficiently run a cost center is very different than a culture required to run a commercial enterprise.  Where the former focuses on cost containment, the later is customer-centric.  Thus, the back office culture is different from the commercialization culture.  


Xchanging successfully infused their culture to Lloyd's claims processing organization.  Unlike most fee-for-service outsourcing arrangements, the XCS partnership is structurally different because the "customers" are not captive.  Recall that existing LCO customers are only required to use XCS until the end of 2003.  After that, XCS revenues will depend solely on their ability to attract customers based on price and service excellence.  This commercial structure forces XCS to be customer-centric from day one.  Every competency at XCS involves the customer.  The new offices were located by the customers despite the prime real estate rates. The location sends a powerful message to the insurance market that XCS is here and is serious about being a highly professional, passionate about service organization that is close to its customers.


By investing in the slick new facilities in the heart of the insurance market, designing new jobs, focusing transitioned employees on customer service and business growth, measuring and assessing the end customer's needs, a new culture has been born.  The change is radical, according to participants, and a far cry from the days when LCO's culture was "an elephant's graveyard...people used to go there to sort of retire." 

Lesson 5: Beware of suppliers who view technology as the main focus of commercialization.   Because scalability is one of the most important characteristics of potential advantage, many suppliers focus on their technology platforms.  But one of the important distinctions about Xchanging, according to participants, is their view of technology.  Xchanging's executives do not view technology as a utopian panacea, but merely view technology as one of the seven important capabilities required to re-engineer a back office to front office:  

"I think technology is an expensive resource, so you’ve got to be careful with technology, as you know you can spend a lot of money and not get a lot of value.  So I think technology from our perspective is very much used when it’s needed.  Just because we have a service delivery platform doesn’t necessarily mean that every service we deliver has to be over the Internet, if it doesn’t make sense, we shouldn’t do it.  So technology is a bit of a follower in this case, it definitely follows service, service is always first and it's rarely that we would be in there before process because I don’t want to put technology on top of a broken process." -- Steve Bowen, Technology Practice Director, Xchanging


This is why technology is implemented after service, process, and people competencies have been launched.   Any technology that is implemented is always carefully considered.  Xchanging aims to process 80% of transactions with technology, but exceptions and peculiar transactions are best handled by capable people: "People are altogether more flexible and creative and clever to fit around a system." -- Mike Margetts Head of Implementation, Xchanging.



Lesson 6:  Contractually require extensive participation without hindering the partnership's daily operations.  When searching for a partner, Lloyd's was very concerned about their ability to influence claims management after a contract was signed.  Recall that Lloyd's management rejected two suppliers because they feared loss of control. Xchanging, in contrast, actively seeks customer participation through the jointly managed committees and boards
. David Andrews views these governance mechanisms as one of the most important differences between traditional outsourcing and enterprise partnering because it aligns incentives:  "You have certain duties as Board members:  you have to act in the best interests of the enterprise, not your individual company.  That is a big mind set change."  -- David Andrews, CEO of Xchanging


Most importantly, joint committees and boards ensure continual customer participation.  Lloyd's management participates in major decisions concerning XCS, such as capital budgeting, new service offerings, pricing, and contracts with major new customers.  Lloyd's also reviews service performance and costs, via open book accounting.  But Lloyd's does not interfere with daily operational management.  Xchanging clearly owns, dispatches, and operates the resources it sees fit to fulfill the business plan.  

Lesson 7: Ensure your supplier will retrain, empower, and motivate transferred employees.  Xchanging has a strong belief that transformation is impossible without well-skilled and well-motivated employees
.  From the day that Xchanging began negotiating with Lloyd's, Xchanging's management let it be known to the LCO employees that they would be valued.  Besides the assurances of commensurate pay and benefits, transferred employees would have immense opportunities to expand their skills, to unlock their creativity; in short, Xchanging promised empowerment.  These were clearly not just vacuous claims.  Indeed, Xchanging's people competency was actually launched prior to the deal being signed via town meetings. After the contract went into effect, all transferees were retrained and many of the transferred employees' job responsibilities shifted.  Some employees were assigned to spend more time on service and less time on their traditional daily roles.  Others were identified for Six Sigma training so they could help redesign business processes. Others were assigned to a business support group.  Overall, the staff reacted well to their new roles:  "They have been quite successful. Some individuals are blossoming under this new ability to actually get on and do things." Darren Fisher, Head of Finance, XCS


Concerning the reorientation of the management team, some LCO managers initially thought that several amongst themselves would continue to manage their functional areas as completely independent operations. But transferred managers were all successfully indoctrinated into Xchanging's service mentality: 

"I personally thought there should have been some change at the management level.  The change that I have seen in the management team has been quite phenomenal.  If you had asked me six months ago if the management team would gel and blend and operate the way it does I would actually say that there was no way."  -- Darren Fisher, Head of Finance, XCS


As of November 2002, only seven people -- in secretarial and claims processing jobs -- have been made redundant.  Since then, as efficiencies have yielded surplus people, they have been redeployed on new service lines.  XCS has even transferred five people from XIS as the growth in XCS business warranted more headcount.  


Lesson 8: Allow your supplier to divert some of its attention to attracting new business.  Allowing the supplier time to foster new customers is often difficult for the initial customer investor. In the past, the joint governance between customers and suppliers we studied led to a managerial schizophrenia. Because the enterprise's primary customer is also an owner, the customer has two competing goals:  to maximize cost-efficient service delivery from the enterprise and to maximize the revenue of the enterprise.  How can the customer do both?  Furthermore, if the same executives sit on the Board of Directors of the customer company and the enterprise company, which hat should they wear?  Should they be pushing for more services at a reduced cost, thereby squeezing as much as they can from the enterprise?  Or should they push for generating more revenues, which distract the enterprise from their needs?
 


What was most noteworthy during the interviews, however, was how infrequently Lloyd's management focused on current costs or profits.  Participants were clearly focused on growing XCS via new services and new customers.  In 2002, XCS exceeded their target by attracting several new customers.   For example, in October 2002, XCS won the contract with Axis Specialty. The five year, multi-million pound contract covers premium processing, claims processing and management, policy issuance and credit control. Xchanging expects the scale of the contract, both in terms of number of locations and services to grow as Axis' business needs develop.  XCS also won a claims management contract with Ascot, in which XCS will load all Ascot customer claims into their system, and actively manage them on behalf of Ascot, to prevent non-moving claims. At the time of this writing, Xchanging was actively courting other large customers.

Cleaning up a Back Office Mess


To the extent that your back offices have not kept pace with leading practices such as standardization, shared services, and e-services, it can be considered a "mess".    Back offices can be transformed using many of the capabilities described in this paper, such better employee management, redesigned processes, customer-centric servicing, enabling technology, and new facilities.   The question essentially becomes an issue of who should do the transformation.  Organizations can do it themselves, outsource it by becoming a customer in the BPO market, or by following the examples in this paper by participating as a supplier in the BPO market.   While the first two options are less risky, the commercialization option can result in lower costs, better service, and revenue generation.  By sharing the insights and lessons of companies that have pursued commercialization, we hope that other senior executives can benefit from their experiences.  

Appendix  A:  Research Methodology

This case study is based on interviews with senior managers from Lloyd's of London, Xchanging Claims Services, Xchanging employees, and their customers, and secondary data including the internal Business Plan, Practice Manuals, organizational charts, budgets, presentations, customer surveys, and performance assessments.   The interviews were conducted in person and were tape recorded and transcribed.

	Name
	Background
	Relationship to XCS Enterprise

Partnership

	Nick Prettejohn
	CEO of Lloyd's
	Steering Committee, XCS

	David Andrews
	CEO of Xchanging
	Steering Committee, XCS

	Clive Buesnel
	Xchanging
	Managing Director of XCS 

	Chris Main
	Xchanging
	Head of Resources, XCS

	Darren Fischer
	Transfer from Lloyd's to XCS 
	Head of Finance, XCS

	Steve Guarnori
	Transfer from Lloyd's to XCS
	Head of Service, XSC

	John Attenborough 
	People Practice Director for Xchanging
	Trainer and Advisor on People Competency

	Byrony Moore
	Service Practice Director for Xchanging
	Trainer & Advisor on Service Competency

	Mike Margetts
	Implementation Practice Director for Xchanging


	Advisor on Implementation Competency

	Paul Ruggier
	Process Practice Director for Xchanging
	Trainer and Advisor for Process Competency

	Andrew Chadwick
	Environment Practice Director for Xchanging
	Advisor for Environment Management

	Steve Bowen
	Technology Practice for Xchanging


	Advisor for Technology Competency

	John Hindle
	
	Senior Partner with Knowledge Capital Partners 
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