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Advanced Praise for Global Sourcing of Business and IT Services

“Lacity and Willcocks have been studying and reporting on outsourcing for more than a

decade and with a clarity unmatched by others. Now, the results are in, and this book defin-

itively shows that outsourcing can produce great results but only when outsourcing profes-
sionals ensure great execution.”

—Michael Corbett, Executive Director, International Association

of Outsourcing Professionals

“Once again Mary Lacity and Leslie Willcocks have teamed together to provide a well
researched and practical guide to outsourcing. Mary was one of TPI’s first employees. Her
first love was academia, but I well remember her rare ability to blend academia with the
practical realities of the business world. I am also a fan of Leslie Willcocks; on numerous
occasions I have referenced people to Leslie’s pioneering work on competency models. In
all candor, it is hard for me to get excited about another book on outsourcing. However, I
really enjoyed this book, from their initial points concerning the effort requirement to man-
age outsourcing relationships and the dangers of doing piecemeal outsourcing, to their
summary of global trends and enduring challenges. I believe that over time Sourcing will
evolve to be a key core competence of most corporations. I would recommend this book to
both the experienced and the not so experienced outsourcing practitioner — and academic.”
—Dennis McGuire, Founder and Chairman of Technology Partners International

“Global Sourcing of Business and IT Services continues Mary Lacity’s and Leslie
Willcocks’ reign as Outsourcing’s most prolific researchers. Through incisive investigation
and analysis, and excellent case examples, this book provides the reader with a current
working knowledge of how IT and Business Process Outsourcing has been applied, bene-
fits that can be anticipated, why it has not met expectations at times, and what it takes to be
successful. This book is a ‘must read’ for anyone involved in outsourcing and for those
who are just curious about it.”

—Barry Wiegler, Founder and CEO, Sourcing Interests Group

“Global Sourcing of Business and IT Services is must reading for outsourcing practitioners
who have struggled, or will soon struggle, through its ever-evolving learning curve. Lacity
and Willcocks have written a comprehensive source of valuable advice on how outsourcing
can deliver on its promises and the factors involved in cases where it has failed. Basing
their conclusions on having measured actual outcomes compared to expected outcomes in
many outsourcing case studies and surveys, they identify the challenges and present some
innovations to resolve them. Here are the answers to how to align interests, how to protect
knowledge transfer and IP, how to manage sourcing processes from a life-cycle perspec-
tive, how to assess supplier capabilities, and much more. Lacity and Willcocks not only
put forward several frameworks but also show how different frameworks lead to different
conclusions. The Grand Dame and Elder Statesman of outsourcing research also predict
global sourcing trends and challenges from 2006—11 and share insights in 29 lessons
learned in offshoring IT. This is an important book based on 17 years of research from
which readers will learn how to avoid costly mistakes in business process outsourcing.”
—Peter Bendor-Samuel, CEO, Everest Group, and author of
‘Turning Lead Into Gold: The Demystification of Outsourcing’



“This book must be regarded as prescribed therapy for every Business and IT leader that is
struggling to climb the steep global sourcing learning curve.”
—DMichiel Boreel, Vice President of Strategy, Sogeti

“Outsourcing of information technology and business processes is now an established, and
rapidly growing, practice. Yet, it is very difficult to do successfully. Based on work by the
authors and their colleagues in 600 organizations throughout the world, Willcocks and
Lacity present a comprehensive overview of the many types of outsourcing as they are
practiced today. More important, they provide extremely insightful guidelines for the
effective management of outsourcing. For anyone involved with outsourcing, this book is

a ‘must read’.”
—Jack Rockart, Senior Lecturer, Emeritus, MIT Sloan School of Management,
Cambridge, MA

“An excellent strategic view, coupled with the tactical prescription for successful global
sourcing. Their research is the necessary combination of both rigor and relevance . . .

bridging from the academic to the practitioner.”
—Ray Hoving, Ray Hoving Associates, past president of the Society of Information
Management and CIO for Air Products and Chemicals

“Much has been written about outsourcing over recent years, not all of it complimentary.
But then, being polite doesn’t seem to make good copy, disaster stories do. Again, most
stories are anecdotal, supporting the writer’s predetermined view on Outsourcing, opin-
ions are generally polarised in favour, or against. So it is refreshing to see the subject
attracting impartial academic scrutiny, based on research over a period of 17 years. The
important lesson that emerges is that generally as the process matures, the early, perhaps
disappointing experiences turn into activities that bring out the best in cost savings and
also a partnership and sharing of skills between the two sides. This book will be an invalu-
able read for those thinking of outsourcing for the first time. Also required reading for
those whose experiences of such an activity initially fall short of requirements.”

—Lord Renwick, President, The European Information Society Group
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Technology is all too often positioned as the welcome driver of globalization.
The popular press neatly packages technology’s influence on globalization
with snappy sound bites, such as “any work that can be digitized, will be
globally sourced.” Cover stories report Indians doing US tax returns,
Moroccans developing software for the French, Filipinos answering UK
customer service calls, and the Chinese doing everything for everybody.
Most glossy cover stories assume that all globalization is progressive,
seamless, intractable, and leads to unmitigated good. But what we are
experiencing in the twenty-first century in terms of the interrelationships
between technology, work and globalization is both profound and highly
complex.

We launched this series to provide policy makers, workers, managers,
academics, and students with a deeper understanding of the complex inter-
links and influences between technological developments, including in
information and communication technologies, work organizations and
patterns of globalization. The mission of this series is to disseminate rich
knowledge based on deep research about relevant issues surrounding the
globalization of work that is spawned by technology. To us, substantial
research on globalization considers multiple perspectives and levels of
analyses. We seek to publish research based on in-depth study of develop-
ments in technology, work and globalization and their impacts on and rela-
tionships with individuals, organizations, industries, and countries. We
welcome perspectives from business, economics, sociology, public policy,
cultural studies, law, and other disciplines that contemplate both larger
trends and micro-developments from Asian, African and Latin American,
as well as North American and European viewpoints.

The first book in the series represents only a beginning. Global
Sourcing of Business and IT Services is based on over 1000 interviews
with clients, suppliers, and advisors and fifteen years of study. The specific
focus is on developments in outsourcing, offshoring, and mixed sourcing
practices from client and supplier perspectives in a globalizing world. We
found many organizations struggling. We also found other practitioners
adeptly creating global sourcing networks that are agile, effective, and cost
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efficient. But they did so only after a tremendous amount of trial-and-error
and close attention to details. All our participant organizations acted in a
context of fast moving technology, rapid development of supply side
offerings, and ever changing economic conditions. In this inaugural edi-
tion to the series, we seek to help others understand and apply the rich
experiences, practices and lessons shared by our research participants.

Leslie P. Willcocks
Mary C. Lacity
April 2006
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Transforming back offices through
outsourcing

Approaches and lessons
Mary Lacity and Leslie Willcocks

Introduction

Senior executives are bombarded with messages to source business services
globally. Global outsourcing is prescribed for everything from back office
services like information technology development, human resource trans-
actions, and indirect procurement to core services such as innovation,
research and development, marketing, and customer care. While the vision
of global sourcing networks that are agile, effective, and cost efficient is
certainly achievable, it requires an immense amount of detailed manage-
ment to make it work. That is the message from over 17 years of research.

Since 1989, we and our coauthors represented here (Sara Cullen, David
Feeny, Eric van Heck, John Hindle, Thomas Kern, Joseph Rottman, and
Peter Seddon) have studied the best, worst, and emerging IT and back
office sourcing practices in over 600 large and small organizations
worldwide. We have defined outsourcing as the handing over of assets,
resources, activities and/or people to third party management to achieve
agreed performance outcomes. This can be distinguished from the buying-in
of external resources to work under in-house management, and in-house
sourcing where internal management and operational resources are used
almost exclusively. We have done in-depth case studies based on inter-
views with now thousands of senior executives, line managers, supplier
account managers, business users, and outsourcing advisors in the United
States, United Kingdom, Australia, Europe, and Japan. We have surveyed
over 400 senior executives in the United States, United Kingdom, and
Europe. Our client profile is representative of the overall outsourcing

L.P. Willcocks et al., Global Sourcing of Business and IT Services
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market. Outsourcing clients are primarily North American companies
(60 %) followed by European companies (22 %) and Asian/ Pacific
companies (18 %).! One key feature of our body of research is that we
measured actual outcomes compared to expected outcomes in our case
studies and surveys. This enables us to draw conclusions as to the practices
associated with success and failure and to analyze results over time.
Overall we found:

Outsourcing can deliver on its promises, but it takes a tremendous
amount of detailed management on both the client and supplier sides to
realize expected benefits. This book provides in-depth insights into the
detailed practices that lead to success.

Piecemeal outsourcing frequently yields piecemeal results — slightly
lower costs or better service. But transformational outsourcing can lead to
transformational results — significantly lower costs, better services, and
increased revenues. This book provides in-depth case studies on global
companies that have successfully transformed IT, human resources, indi-
rect procurement, and other back office functions through outsourcing. Of
course organizations may pursue other approaches to transform their back
offices. Let us look at the main options.

Approaches to back office transformations

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. Dysfunctional
back offices often occur because large companies grow through mergers
and acquisitions, dragging along and neglecting the back office stepchil-
dren. This neglect results in over-staffed, idiosyncratic, duplicate, and
incompatible back offices across business units. Brave senior executives
are not satisfied with incremental improvements to a few processes. They
want organizational reformation and cultural revolution in back office
functions.

The goal of a back office transformation is to radically reduce costs,
improve service, and even to increase revenues. The practices to achieve
these results normally include centralization, standardization, re-orientation
of staff, technology enablement, and process redesign. In considering
which back office change approach is best suited to an organization, senior
executives should consider the resources and skills needed to implement
these new practices, such as upfront investment in technology and physical
facilities, proven management capability, and effective and strongly
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motivated staff. Furthermore, they should consider which approach is
politically feasible with the stakeholders, including senior management,
business unit directors, process directors, process staff, and of course, the
large body of users.

We have identified six approaches to improving dramatically back
office functions. Two are fairly typical: do-it-yourself or hire management
consultants; four entail various approaches to outsourcing: netsourcing,
fee-for-service outsourcing, joint ventures, and enterprise partnerships.
Each provides different levels of benefits (see Table 1.1) and some
approaches are more suited for certain types of activities (see Table 1.2).
The four outsourcing models are fully explored throughout this book, but
all the models are briefly introduced below.

Table 1.1 Benefits of back office transformation approaches

Benefits Do-it- Hire Outsourcing
your g it
self  consultants Netsourcing Fee-for- Joint Enterprise

service ventures partnerships

Ability to realize all cost X
benefits internally
Ability to sell approach X X
to internal organization
Ability to control in-house X
Ability to infuse external X X X X

energy and capabilities
Ability of outsiders to bypass X X X
political resistance

Provides clear indication that X X X X X
management is committed to
transformation

Ability to scale solution X X
Achieve one-time savings upfront

Guaranteed cost and service
improvements for 5 years on
baseline services

Guaranteed cost-plus pricing X
on new services

Potential for upfront X X
investment by supplier

Joint Board of Directors X
Service Review Board and
Technology Review
Board promote client
participation and oversight
Revenue generation
and sharing X X




Table 1.2 Suitability of various outsourcing models

Mary Lacity and Leslie Willcocks

Model Resource Resource Client/ Typical Typical Activities most
ownership  management supplier location client/ suited for
(Infra- relationship of suppli ppli this model
structure staff contract
and people)
Management  Supplier Client One-to-one Supplier Time and Core or non-core
Consultants staff on Materials capabilities; Customized
client site products and services;
Uncertain business or
technical requirements
Fee for Service  Supplier Supplier One-to-one Mixed Highly Non-core capabilities;
Outsourcing or (some customized
One-to-some supplier contract Customized products or
staff on client defining services;
site, some costs and
staff centrali- service levels
zed at supplier ~ for that Stable business and
site) particular client  technical requirements
Netsourcing Supplier Varies One-to-many Supplier Generic Non-core capabilities;
staff contract
noton specifying Standard products or services;
client site rental costs
and very Stable business and technical
minimal requirements
service
guarantees
Joint ventures  Venture Supplier One-to-one: Mixed Highly client non-core, supplier
investor Client is both (some customized core capabilities;
investor and supplier for operations Significant market for
first major staff on delivery; venture’s product and
customer client site, broadly services
some staff defined for Frequently used to access
centralized revenue offshore resources
at venture) sharing
Enterprise Partnership  Client and One-to-one Mixed Broadly Client non-core, supplier
partnerships supplier (some defined for core capabilities;
supplier revenue
staff on sharing, Significant market for
client site, customized venture’s product and services
some staff after
centralized partnership is Used for large scale
at venture) formed transformation of large back

offices

Do-it-yourself. This approach scores high on retaining control and keeping
the value of the transformation within the company. But to succeed, it
requires both funding and appropriate skills, which may be lacking. It is
also the option most likely to encounter internal resistance if senior
management does not give a clear signal of its importance. When other
internal efforts are more important, management may not provide this

signal.

Hire management consultants. This approach has three major benefits
over doing it yourself. One, it brings in external energy. Two, management
gives a clear signal of commitment to major change by bringing in
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outsiders. Three, that commitment reduces political resistance. But this
approach does have several major risks. The two most significant ones are
potential cost escalation and lack of sustainability because the consultants
have no long-term commitments. The result can be a lessened sense of
accountability and a lack of alignment between the parties. Furthermore,
expertise and knowledge leave when the consultants leave.

Netsourcing. Netsourcing is more about using outsourcing to build back
offices rather than to transform existing ones. In the netsourcing model, the
client pays a fee to the supplier in exchange for a product or service deliv-
ered over the Internet or other networks. This model may be more familiar
to readers under the name “application service provision (ASP).” We ceased
to use the term ASP after an extensive study of the space we conducted in
2001. We found a significant amount of complex service offerings beyond
the initial one-to-many model, and renamed the space “netsourcing” to cap-
ture the complexity (see Chapter 10 for a full discussion of netsourcing).
Netsourcing is primarily used by small organizations to build back
office capabilities that would be too expensive to develop in-house, such
as accessing supply chain management or enterprise resource planning
packages. But we have studied one organization, ABZ Insurance, that used
netsourcing to transform both its back and front offices. Their story is
explored in detail in Chapter 10. Unlike ABZ Insurance, most large
organizations use this approach to seek cost reductions on targeted activities
rather than for radical back office transformation. But netsourcing is fre-
quently involved in the following three approaches as a delivery platform.

Fee-for-service outsourcing. With fee-for-service outsourcing, the client
signs a contract that specifies the fees it will pay suppliers to perform ser-
vices. This is the most common approach, and is primarily used to seek cost
reductions on back office services. Service improvements may or may not
be specified. Detailed examples are explored in Chapters 3, 5 and 8.

This approach has the benefit of bringing in an outsider. It almost always
offers one-time savings and on-going cost and service improvements.
However, the long-term relationship can be a difficult one. Once the contract
is signed, there is a built-in lack of alignment of incentives and a crucial
movement of power to the supplier. This asymmetric power shift can lead to
premium pricing of add-ons, lower levels of attention as time goes on, and
deterioration of the relationship into an “us-versus-them” mentality.

In our early studies of IT outsourcing, we found that clients often had
naive expectations about this model. For example, many clients expected
to save 25 percent on IT costs by signing ten-year, fixed-price contracts for
a set of baseline services. Many clients subsequently re-negotiated,
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terminated, or switched suppliers mid-stream. For example, our survey
found that among those respondents who had prematurely terminated an
outsourcing contract, 51 percent switched suppliers, 34 percent brought
the function back in-house, and the remainder eventually reinstated their
initial suppliers due to prohibitively high switching costs.?

But the good news is that the lessons for assessing which activities to
outsource, evaluating suppliers, and negotiating exchange-based contracts
are well proven by over 15 years of research. The model continues to be
the dominant form.

Joint venture. As Tables 1.1 and 1.2 suggest, a joint venture solves some
of the relationship problems through a shared Board of Directors and sharing
of profits. However, power asymmetries still exist and most of the joint
ventures we studied do not guarantee sustained improvement. Instead,
they rely on nebulous notions of partnership, which can lead to real
discomfort between the partners — especially if costs escalate.

In the past, joint ventures between clients and suppliers often failed to
attract external clients and the relationships were redefined as exchange-
based. Examples include Delta Airlines and AT&T, and (part of) Xerox
and EDS (see also Chapters 6 and 7). Problems arose among several such
deals because the parties thought they could sell homegrown client assets
and capabilities to external clients. But the reality of delivering daily
services devoured resources, and client assets and capabilities turned out
to be too idiosyncratic for commercial delivery in highly competitive
markets like enterprise resource planning (ERP).

In the offshore outsourcing space, joint ventures have been the
preferred vehicle for large organizations to create safely a large offshore
facility without the risks and hassles of a fully owned captive center. Joint
ventures allow US investors access to local expertise for leasing offices,
creating infrastructure, and hiring locals. Client investors, such as
MasterCard, CSC, Perot Systems, and TRW chose this model over a
captive model because they wanted to sacrifice some control in exchange
for the supplier bearing some of the risk. For example, MasterCard created
a joint venture with Chennai-based Mpower Software Services called
MPACT, which had 250 employees performing IT work for MasterCard in
2005.3 In addition to servicing MasterCard, MPACT has done work for
Capital One, Household, Comdata, MagTek, Nedbank, and Alliance Data
among others. Offshore models are more fully explored in Chapter 9.

Enterprise partnership. With an enterprise partnership, the client and
supplier create a jointly owned enterprise that both services the client
investor as well as seeks external customers. However, enterprise
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partnerships are different from joint ventures. The first difference is the
primary purpose for joining together. With an enterprise partnership model
the main focus is delivering cost savings and better services to the client
investor. The client’s back office is not world-class, so it seeks a supplier
to help transform the function through better management, better IT
systems, and better processes. External sales are merely a bonus. In a joint
venture, on the other hand, the primary purpose is revenue generation
through sales to third parties. Essentially, the client views its function as
world-class and believes it can gain more revenues by selling to competi-
tors than keeping the advantage to itself. It seeks a supplier to help with
commercialization. In our experience, however, the venture often becomes
so preoccupied with providing service to the client investor that it has no
resources for external sales. In instances where clients truly had a compet-
itive offering, a spin-off has been a more successful vehicle for creating a
venture.

The enterprise partnership model has yielded significant back office
transformations in organizations such as BAE Systems formerly British
Aerospace and Lloyd’s of London. Indeed, we have devoted three
chapters to the use of this model to transform HR (Chapter 6), procure-
ment (Chapter 7), and insurance policy and claims administration
(Chapter 8).

The first enterprise partnership we examine is between BAE and
Xchanging for the transformation of BAE’s human resource function. The
enterprise partnership is called Xchanging HR Services (XHRS).
Becoming the venture’s first customer, BAE signed a ten-year contract
worth £250 million and transferred 430 HR employees to the enterprise.
By 2005, BAE had already received the following benefits:

® Cost savings on baseline services

e Service improvement in many service areas

e New web-based technology capabilities rolled out to over 40,000 users
in BAE

® A new state-of-the art shared service center was built and occupied

® Retained BAE managers now focus on more strategic activities

® Transferred BAE staff have been retrained to make them more service
focused

® Obtained new business, including a £500,000-deal with Spirit Group for
HR services in 2005

® Partnership has earned numerous nominations and awards including
UK’s National Outsourcing Association (2004) and BAE’s HR
Excellence Award (2005)
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The second enterprise partnership we present in Chapter 7 is also with
BAE and Xchanging. But this time, Xchanging tackled BAE’s indirect
procurement. The enterprise partnership is called XPS. Again, BAE was
the venture’s first customer. BAE initially signed a £800 million, ten-year
contract but subsequently added £490 million to the deal during the first
three years. Xchanging transformed BAE’s indirect procurement and
reduced prices for BAE by 12 percent overall. Furthermore, Xchanging
improved the procurement service, including user desktop ordering from a
newly developed sourcing web portal. By 2005, XPS’s business was
booming, with XPS controlling US$6 billion worth of procurement spend
for BAE and nine other customers.

The third enterprise partnership we present is between Lloyd’s of
London and Xchanging. This partnership, called XIS, has radically
transformed the London insurance market back office (see Chapter 8).

Size of the global business and IT
outsourcing market

Despite the challenges with the four back office transformation approaches
that entail outsourcing, the global IT and business process outsourcing
markets consistently grew during the 17 years we have been studying it.

When we began research in this area in 1989, the IT outsourcing (ITO)
market was quite small, only an estimated US$3 billion market. During the
1990s, the global ITO market swelled to what is today a US$200 billion
market, as more organizations outsource their hardware, software, and IT
staff. The offshore ITO market (primarily India and China) will represent
about 25 percent of the global ITO market at US$56 billion by 2008,
according to WR Hambrecht. But other research firms such as McKinsey
and NASSCOM predict that India alone could grab US$142 billion of the
ITO market by 2009. Such figures for ITO (and Business Process
Outsourcing — BPO below) are difficult to arrive at accurately, and often
turn out to be over-estimates, but do indicate the possibilities.*

The BPO market is about three quarters the size of the ITO market but
certainly growing rapidly. McKinsey estimates the global BPO market
will be US$140 billion by 2008, of which US$17 billion will be out-
sourced to India. Gartner has even bigger estimates, estimating the size of the
global BPO market to be US$173 billion by 2006, of which US$24 billion
would be outsourced offshore.” It is important to note that BPO deals
include a lot of IT. For example, most human resource outsourcing entails
the HR IT systems and infrastructure.
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Table 1.3 Size of various ITO and BPO markets

Outsourcing market In-depth coverage Global outsourcing
Chapter nos. size estimates in
USS$ billion
Information Technology outsourcing 2,3,5 $200
Human Resource outsourcing’ 3,4,6 $30to 50
Indirect Procurement outsourcing? 2,7 $7to 10
Financial Services outsourcing® 2,8 $15
Offshore IT outsourcing* 9 $50
Netsourcing® 10 $4

Notes: 1 Mcllvaine, A.(2004),“HR’s Influential: BPO Pioneer James Madden,” Human Resource Executive Magazine,
April 19.

2 Davies, C.(2004),"The pitfalls of supplier bashing,” Supply Chain Europe, March,Vol. 13,12, pp.46-47.

3 NASSCOM McKinsey Study

4 Op. cit. www.ebstrategy.com

5 John Harney estimates that the ASP market has not only recovered since the dot.com burst, but that it is
thriving with 1500 suppliers in a market that will be $20 billion by 2006. See Harney, J.(2005),“The new world of
ASPs,” Cutter Consortium,Vol. 5, 9.

Table 1.3 presents the best estimates we found for various outsourcing
markets. We study six of these markets in detail in this book: information
technology outsourcing (ITO), human resource outsourcing (HRO), indi-
rect procurement outsourcing, financial services outsourcing, offshore
outsourcing of IT work, and netsourcing. Our own estimates of trends in
client behavior and in the outsourcing marketplace are presented in detail
in Chapter 11 of this book.

The outsourcing learning curve

Most of our research participants found they needed to conquer a signifi-
cant learning curve before they realized expected benefits from outsourcing.
It took most organizations a few tries to get outsourcing to work (see
also Chapter 2 on this). Thus, we are not surprised that one
DiamondCluster study found that 78 percent of executives had terminated
at least one outsourcing contract. Our own survey of US and UK CIOs
found that 32 percent had cancelled at least one IT outsourcing contract.®
But clients were quite capable of learning from mistakes, and subsequent
outsourcing relationships were frequently successful. Figure 1.1 illustrates
the typical client learning curve for outsourcing. During Phase I, senior
executives we interviewed became aware of an outsourcing market
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Phase 4:
Institutionalized
Focus on value-added

Phase 3: transformation

Market matures
Richer practices emerge
Focus on quality

Size of market
Customer learning

Phase 2:

Early adopters
Best and worst practices emerge
Phase 1: Focus on costs
Hype and fear Time

Figure 1.1 Outsourcing learning curve

through marketing hype (“you’ll save 60 percent off your costs”) or
irrational propaganda (“you’ll lose all your internal capabilities and
intellectual property”). Senior executives quickly learn about potential
benefits, costs, and risks by talking to peers, consultants, and reading
research. Most senior executives initially engaged in outsourcing (Phase
IT) to seek lower costs. During the pilot testing, senior executives learn
about the immense amount of in-house management required to effectively
work with suppliers and to achieve real cost savings. As learning accumu-
lated, some senior executives moved to Phase III when they exploited
outsourcing for quality as well as cost reasons. One phrase we heard over
and over again from participants was, “we went for the price, we stayed for
the quality.”

More mature adopters in Phase IV use outsourcing to strategically
enable corporate strategies, such as increasing business agility, bringing
products to market faster and cheaper, financing new product develop-
ment, accessing new markets, or creating new business. From our
research, these strategic initiatives often evolved over time. For example, a
large US Financial Services firm uses global sourcing of IT and back
office functions primarily to enable strategic agility. It has captive centers
in Manila and Mumbai, and various joint ventures and fee-for-service rela-
tionships with 14 Indian suppliers. During the refinancing boom, the com-
pany was able to beat competitors by quickly meeting the immense surge
in demand for IT and business process services. As the refinancing boom
burst, the company was able to immediately scale back resources. But it
took them /5 years to develop this well-oiled global network.

While at an aggregate level the learning curve suggests a sequential
progression and at the micro level, learning is iterative and concurrent.
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Evaluating Assessing
market the back office
options portfolio

Managing
relationships

Crafting deals

Figure 1.2 Learning and feedback in effective sourcing

Clients continually learn how to assess better their own service portfolio,
evaluate suppliers’ capabilities, craft contracts, and manage supplier rela-
tionships. Even within the same client—supplier relationship, clients fre-
quently revisit the scope of the deal and re-craft contracts several times.
This iterative learning process is reflected in Figure 1.2.

In the next sections, the most important client lessons for managing
these four processes are described.

Assessing the back office portfolio

Lesson 1: Treat back offices as a portfolio of capabilities. Sound sourcing
strategies begin with the assumption that back offices should be treated as
a portfolio of activities and capabilities. Some of these activities must be
kept in-house to ensure current and future business advantage and
flexibility, while others may be safely outsourced. This portfolio perspec-
tive is empirically supported by our research findings that selective out-
sourcing decisions had a higher relative frequency of success than total
outsourcing decisions.” We defined the scope of sourcing options as:

Total outsourcing:® the decision to transfer the equivalent of more than
80 percent of the function’s operating budget for assets, leases, staff, and
management responsibility to external providers.

Total in-house sourcing: the decision to retain the management and pro-
vision of more than 80 percent of the function’s operating budget
internally after evaluating the services market.

11
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Selective outsourcing: the decision to source selected functions from
external provider(s) while still providing between 20 and 80 percent of the
function’s operating budget internally.

Selective outsourcing decisions have been generally successful with a
77 percent success.’ This couples with selective outsourcing also being the
most common sourcing practice.!” With selective outsourcing, organiza-
tions select the most capable and efficient source — a practice some partic-
ipants referred to as “best-of-breed” sourcing. The most commonly
outsourced functions in IT were mainframe data centers, software devel-
opment and support services, telecommunications/networks, and support
of existing systems. The most commonly outsourced functions in human
resources were payroll, benefits administration, and employee training and
education.!' In most cases, suppliers were judged to have an ability to
deliver these products and services less expensively than internal man-
agers. The ability to focus in-house resources on higher-value work also
justified selective outsourcing.

In general, total-outsourcing decisions achieved their expectations less
frequently than selective outsourcing decisions or total in-house decisions.
With total outsourcing, only 11 of 19 companies we studied achieved
expectations. An example of some total outsourcing success was the South
Australian Government’s economic development package with EDS. The
supplier (EDS) exceeded yearly targets for delivering US$200 million in
economic development during the nine-year contract. However, other
aspects of the deal were less successful and resulted in moves towards
multi-sourcing in 2005.'2

Participants frequently encountered one or more of the following
problems with total outsourcing:

e excess fees for services beyond the contract due to increase in user
demand

e cxcess fees for services participants assumed were in the contract

® hidden costs

o fixed-prices that were mis-matched with market prices two to three
years into the contract

¢ inability to adapt the contract to even minor changes in business or
technology without triggering additional costs

® lack of innovation from the supplier

® deteriorating service in the face of patchy supplier staffing of the contract

Exclusive sourcing by an internal department was 76 percent successful.'?
These companies were able to transform their back offices with the



Transforming back offices through outsourcing

“do- it-yourself” approach. We found, however, that such success stems
from a potential threat of outsourcing. Only through the threat of competi-
tion did internal managers have the power to overcome organizational
resistance to change, to implement cost reduction tactics used by suppliers,
and to temper realistic service level expectations against available
resources. Once empowered through the threat of competition, internal
managers often had cost advantages over suppliers (such as no marketing
expense, no need to generate a profit). In addition, they often had service
advantages, such as idiosyncratic knowledge of business applications.

Given that back offices should be treated as a portfolio, the next issue is
how to assess the parts of the portfolio to outsource or keep in-house.
While common wisdom tells us to keep core capabilities in-house and to
outsource non-core capabilities, the distinction is not very useful. More
thorough assessment tools are needed to identify exactly what is core and
non-core. The following two lessons therefore explore the frameworks
used to make core/non-core assessments.

Lesson 2: Identify core capabilities to keep in-house. There are many
frameworks based on theories to help managers assess core capabilities to
keep in-house. Indeed, we have devoted all of Chapter 3 to this topic. In
this section, we introduce three frameworks. The most important point
here is that different frameworks will lead managers to different conclu-
sions, thus as much thought should be put into the selection of the frame-
work as to the actual portfolio assessment.

The most popular portfolio assessment frameworks are based on theo-
ries such as resource dependency theory, agency theory, auction theory,
game theory, institutional theory, and, by far the two dominant theories:
transaction cost economics (TCE) and the resource-based view (RBV). In
many ways, TCE is the ideal theoretical foundation because it specifically
addresses make-or-buy decisions based on generic attributes of assets and
describes appropriate ways to govern client—supplier relationships. For
example, transaction cost economics posits that transactions with high
asset specificity (essentially customization), high uncertainty, and/or fre-
quent occurrence are best managed internally, while the rest should be
more efficiently outsourced.'* Indeed, a number of outsourcing empirical
studies have found that asset specificity has been a significant factor to
consider in make/buy decisions.!”> The RBV has been the second most
widely applied theory to the outsourcing context.!® RBV suggests that
managers keep valuable, rare, non-imitable, and non-substitutable strategic
assets in-house,!” while potentially outsourcing the rest. Both TCE and
RBYV are valuable perspectives because they guide managers to treat the

13
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entire business functions as a portfolio of transactions/capabilities — some
of which must be kept in-house while some may be outsourced.

The most direct assessment of IT as a portfolio was the Core Capabilities
Model, first developed by Feeny and Willcocks.!® This is the model we have
since updated and generalized beyond IT to include other business functions
in Chapter 3. We define four broad categories which clients must keep in-
house, even if they intend to outsource nearly all of the business function:

Governing

Eliciting and delivering business requirements
Ensuring technical ability and architecture
Managing external suppliers

Table 1.4 summarizes the activities to be kept in-house by these different
perspectives. To illustrate how these three different assessment perspectives
might yield different prescriptions, consider the example of an ERP
implementation in a global manufacturing company. Based on the

Table 1.4 Different portfolio assessment perspectives: what core activities
should be kept in-house?

Transaction cost Resource-based view Core capabilities model
economics

High asset specificity: The Valuable: the resource can be Governance: strategy, mission,
physical or human assets are used to exploit strategic and coordination
non-redeployable for alternative opportunities or ward

uses or users.The activities are off threats

so idiosyncratic and customized
that keeping them in-house is
less costly than outsourcing.

High uncertainty: Activities Rare: Few competitors Business requirements:
cannot be clearly defined for have the resource understanding business needs as
effective third-party contracting. they relate to the service
Threat of supplier opportunism function (IT,HR, etc),and
is high unless client incurs relationship building among
excessive transaction costs. management, users, and the
service function
High Frequency: Transactions Non-imitable: It is Ensure technical ability: The
that occur frequently and are difficult or costly for architecture operation may be
highly asset-specific are less competitors to imitate outsourced, but the client
costly if kept in-house. the resource maintains control over
Non-substitutable: architecture design
The resource has External supplier management:
no immediate Clients must make informed
equivalents buying decisions, monitor and

facilitate contacts,
and seek added-value
opportunities from suppliers
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resource based view, the ERP project would not likely pass any of the core
capability tests as ERP systems are widely used by competitors, thus out-
sourcing would be prescribed. But transaction cost economics suggests
doing the implementation in-house if

1. The ERP system had to be highly customized to meet a specific busi-
ness context (high asset specificity) or

2. The client’s unique requirements could not be fully articulated in a
sound contract (high uncertainty)

The Core Capabilities Model would suggest a mixed sourcing solution.
This model would guide managers to insource parts of the ERP project
associated with governing the project, articulating business requirements,
and managing the political terrain among users. But their model would
suggest outsourcing certain aspects of the project, such as programming,
testing, and systems integration to access market scale and expertise.

Lesson 3: Best source non-core capabilities. Once core capabilities are
identified, it does not automatically mean that the remaining non-core
capabilities should be outsourced. We found that clients who considered
additional business, economic, and technical factors of non-core capabilities
were most frequently happy with their sourcing decisions."

From a business perspective, some capabilities, which are non-core
today, could become core in the future. Outsourcing this non-core function
now may impede strategic exploitation in the future. For example, one of
our case studies outsourced their web site design and hosting in 1995,
which initially served as a marketing tool. As the web became increasingly
important to their strategy, including online sales and customer service,
the client found their outsourcing relationship impeded the strategic
exploitation of the web. It subsequently terminated the supplier at a signif-
icant switching cost and brought the function back in-house. From an
economic perspective, some non-core activities can be more efficiently
kept in-house. For example, several of our case study participants were
willing to outsource their large data centers but could not find suppliers
who could do it cheaper.

From a technical perspective, some non-core capabilities are highly inte-
grated with other core activities. This makes outsourcing extremely difficult.
For example, one case study participant outsourced factory automation but
found the supplier could not adapt to the rapid redirections from the sales
department, let alone manage the supply chain implications. The system was
eventually brought back in-house after paying a significant early termination
fee. Assuming non-core capabilities pass these litmus tests, the client must
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still evaluate the market options to further validate an outsourcing model
and to identify viable suppliers, as discussed in the next section.

Evaluating market options

An important and ongoing sourcing process is to keep abreast of market
options, even if the organization is exclusively insourcing at present. The
following section introduces three lessons to help executives use the right
evaluation process to find the right supplier. These lessons will be fully
expanded in Chapters 2 and 4.

Lesson 4: Assess twelve supplier capabilities. Clients have thousands of
suppliers from which to choose. Some clients prefer large global suppliers
like Accenture, IBM, EDS, and Wipro because of their reputation, scale, and
scope. Other clients prefer niche suppliers for specific domain expertise or
local suppliers for extra control and attention. In making these choices, we
found that many clients make one major mistake when assessing suppliers:
they tend to assess suppliers’ resources such as physical facilities, technology,
and workforce composition, rather than supplier capabilities to effectively
manage and deploy these resources for the client’s benefit. For example,
many senior executives ask for evidence of excellent supplier employees.
This assessment does not distinguish suppliers because all credible suppliers
have excellent people. Instead, senior executives need to ask about the sup-
plier’s behavior management capability — how does the supplier motivate and
manage people to deliver service through a customer-focused culture?

A better way to assess the myriad of suppliers is to consider the
12 supplier capabilities model created by Feeny, Lacity, and Willcocks
(see Figure 1.3). This model will be thoroughly explored in Chapter 4, but
is introduced below.

The 12 capabilities establish the basis for three supplier competencies:

e Relationship Competency: the ability to create aligned incentives
between client and supplier

¢ Delivery Competency: the ability to deliver daily operations while
still generating a good supplier margin

¢ Transformation Competency: the ability to meaningfully trans-
form the client’s operations to decrease costs and improve service.
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Figure 1.3 12 Supplier capabilities

High-level definitions of the 12 capabilities are found in Table 1.5.
Although a detailed explanation of the capabilities is found in Chapter 4, an
example will illustrate how the model can be used to compare suppliers.
Consider the leadership capability, defined as the capability to identify, com-
municate, and deliver the balance of delivery, transformation, and relation-
ship activities to achieve present and future success for both client and
provider. After completing 76 case studies of client—supplier relationships in
IT outsourcing, we found that the main differentiator between success and
failure was the individuals who were leaders of the supplier (and client)
account teams.?® Leaders must operate more as the CEOs of the relationships,
rather than as traditional account managers. Supplier leaders must also have
significant clout within their parent organization to mobilize resources on
behalf of their clients. For example, one US client was initially thrilled when
the supplier hired a high-powered managing director specifically to serve as
account leader. However, this outside hire was ineffective in gaining resources
and attention at supplier headquarters because no one knew him. The point is
that the supplier leader must not only be an excellent “CEO” of the relation-
ship, but must have significant clout within his/her own organization.

To summarize, senior executives cannot merely assess supplier
resources and hope to achieve high performance. Instead, senior executives
must assess suppliers based on 12 specific capabilities (see Table 1.5).
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Table 1.5 12 Supplier capabilities defined

Supplier capability Definition

1. Leadership The capability to identify, communicate, and deliver the
balance of delivery, transformation, and relationship
activities to achieve present and future success for both
client and provider

2. Planning and contracting The capability to develop and contract for business
plans which deliver “win/win"results for client and
supplier over time

3. Organizational design The capability to design and implement organizational
arrangements to realize plans and contracts

4. Governance The capability to define, track, assess, and fix
performance

5. Customer development The capability to transition users of an internally

provided service to customers who make informed
decisions about service levels, functionality, and costs

6. Process improvement The capability to design and implement changes to
service processes to meet improvement targets

7. Technology The capability to swiftly and effectively deploy

exploitation technology in support of critical service improvement

targets

8. Program management The capability to prioritize, coordinate, ready the
organization, and deliver across a series of inter-related
projects

9. Sourcing The capability to access whatever resources are

required to deliver service targets

10. Behavior management The capability to motivate and manage people to
deliver service with a“front office” mindset

11. Domain expertise The capability to apply and retain sufficient professional
knowledge of the process domain to meet user
requirements

12. Business management The capability to consistently deliver against both client
service level agreements and suppliers’own required
business plans

Lesson 5: To be sure that outsourcing would be a better approach than
do-it-yourself, compare request-for-proposals to internal bids. During
the last 15 years, organizations that invited both internal and external bids
had a higher relative frequency of success than organizations that merely
compared a few external bids to current performance.?! We believe that this
was because formal external supplier bids were often based on efficient
managerial practices that could be replicated by internal managers.??> The
question was, “If my managers could transform the back office, why
haven’t they done so0?”
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In some cases, internal managers could not implement cost reduction
tactics because the internal politics often resisted cost reduction tactics
such as consolidating departments, reducing headcount, and standardizing
processes and technology. This, we saw, was the major impediment to the
do-it-yourself transformational approach.

In the IT space, for example, business unit managers in two divisions at
a US food manufacturer did not want to consolidate their data centers into
the corporate data center. One data center Director stated, “[The two
divisions] didn’t want to come to corporate IS in the first place. They
didn’t want to close their data centers, a control thing, ‘my car is faster
than your car’ thing.” Senior executives at this company felt that IT costs
had become too expensive and decided to outsource its data centers. The
data center Director lobbied to submit an internal bid. Once granted per-
mission, he prepared an internal bid that beat an external bid on cost.
Within three years, he cut costs by 45 percent by consolidating and
standardizing. But the legitimate threat of outsourcing was the catalyst for
change.

In other cases, internal managers were not motivated to improve costs,
particularly if the legacy of insourcing had created an environment of com-
placency. For example, the unionized employees at a US telecommunica-
tions company maintained inefficient work practices to protect their jobs.
It was not until the union was threatened with losing the job site through
outsourcing that union representatives acquiesced and improved effi-
ciency. One of the union representatives expressed the following view:
“When you are in the frying pan, you get creative.”

Internal bids, however, might be infeasible in some circumstances. For
example, rather than use its own capital to invest in much needed IT
renewal, DuPont wanted a supplier(s) to make the investment upfront in
exchange for variable fees based on usage. Clearly an internal bid team
could not compete with the US$4 billion deal DuPont subsequently signed
with CSC and Accenture.

Lesson 6: Involve multiple stakeholders in sourcing decisions. Concerning
who should be making these assessments, our case study and survey data
both suggest that multiple stakeholders need to be involved. In our survey
data, 68 percent of respondents had at least two stakeholders driving the
decision, most frequently the back office manager and lawyers or the back
office manager and senior executives.

Successful sourcing decisions require a mix of political power and
domain knowledge.?* Political power helps to enforce the larger business
perspective — such as the need for organization-wide cost cuts — as well as
the “muscle” to implement such business initiatives. Domain knowledge
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on back office services, service levels, measures of performance, rates of
service growth, and price/performance improvements are needed to develop
requests-for-proposals, evaluate supplier bids, and negotiate and manage
sound contracts.

Crafting deals

Assuming an appropriate sourcing model and viable supplier has been
identified, the parties must still negotiate a contract. The two most impor-
tant proven practices for crafting contracts are discussed below:

Lesson 7: Detail fee-for-service contracts, including responsibilities of
both parties and mechanisms of change. Of the outsourcing models
found in Table 1.2, the fee-for-service model is still the most common
model. But our data reveals there are several types of fee-for-service
contracts:

Standard contracts: the client signed the supplier’s standard, off-the-shelf
contract. This is primarily restricted to the netsourcing space.

Detailed contracts: the contract included special contractual clauses for
service scope, service levels, measures of performance, and penalties
for non-performance.

Loose contracts: the contract did not provide comprehensive performance
measures or contingencies but specified that the suppliers perform
“whatever the client was doing in the baseline year” for the duration
of the contract at 10 to 30 percent less than the client’s baseline budget.

Mixed contracts: For the first few years of the contract, requirements
were fully specified, connoting a “detailed” contract. However, par-
ticipants could not define requirements in the long run, and subse-
quent requirements were only loosely defined, connoting a “loose”
contract.

Detailed contracts achieved expectations with greater relative frequency
than other types of contracts (75% of detailed contracts were successful).
These organizations understood their own functions very well, and
could therefore define their precise requirements in a contract. They also
spent significant time negotiating the details of contracts (up to 18 months
in some cases), often with the help of outside experts. For example, the
Financial Manager at a US bank spent three months negotiating the data
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center contract, assisted by the VP of IS, internal attorneys, and two hired
experts:

And that’s when [the VP of IS] and I and the attorneys sat down
everyday for three solid months of drafting up the agreement, negotiating
the terms, conditions, and services. (Financial Manager, US Bank)

From our survey, clients included the following clauses in their
detailed contracts:

costs (100%),

confidentiality (95%),

service level agreements (88%),

early termination (84%),

liability and indemnity (82%),

change contingency (65%), and

supplier non-performance penalty (62%).

Increasingly, contracts also include responsibility matrices, which
outline the responsibilities for both clients and suppliers. This innovation
recognizes that suppliers sometimes missed service levels because of their
clients. For example, in one of our cases, the supplier did not connect new
client employees to the network within the contractual time limit because
the client systematically failed to properly authorize new accounts.

No matter how detailed contracts become, changes in requirements will
occur. Many detailed contracts now have mechanisms of change, includ-
ing:

planned contract realignment points to adapt the contract every few years,
contingency prices for fluctuation in volume of demand,

negotiated price and service level improvements over time,

external benchmarking of best-of-breed suppliers to reset prices and
service levels.

In contrast to the success of the detailed contract, all seven of the loose
contracts we studied were disasters in terms of costs and services. Two of
these companies, actually terminated their outsourcing contracts early and
rebuilt their internal departments. Another company threatened to sue the
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supplier. Senior executives in these companies had signed flimsy contracts
under the rhetoric of a “strategic alliance.” However, the essential ele-
ments of a strategic alliance were absent from these deals. There were no
shared risks, no shared rewards, and no synergies from complementary
competencies nor any other of the critical success factors identified by
researchers. Instead, these loose contracts created conflicting goals.
Specifically, the clients were motivated to demand as many services as
possible for the fixed-fee price by arguing, ‘““You are our partners.” Supplier
account managers countered that their fixed-fee price only included ser-
vices outlined in the contract. The additional services triggered supplier
costs, which were passed to the client in terms of excess fees. Because the
clients failed to fully specify baseline services in the contract, the clients
were charged excess fees for items they assumed were included in the
fixed-price.

Six of the eleven “mixed” contracts we studied achieved expectations.
The contracts contained either shared risks and rewards or significant
performance incentives. A Dutch electronics company spun-off of the IT
department to a wholly owned subsidiary. Because the newly formed
company’s only source of revenue was the electronics company, they were
highly motivated to satisfy their only client’s needs.

Lesson 8: Keep contracts short enough to retain relevancy and control,
but long enough for suppliers to generate a profit margin. From the
client perspective, there is clear evidence that short-term contracts have
higher frequencies of success than long-term contracts. From 85 case studies
we studied, 87 percent of outsourcing decisions with contracts of three
years or less were successful, compared to a 38 percent success rate for
contracts eight years or longer.

Short-term contracts involved less uncertainty, motivated supplier per-
formance, allowed participants to recover from mistakes quicker, and
helped to ensure that participants were getting a fair market price. Another
reason for the success of short-term contracts is that participants only
outsourced for the duration in which requirements were stable, thus
participants could articulate adequately their cost and service needs. Some
participants noted that short-term contracts motivated supplier perfor-
mance because suppliers realized clients could opt to switch suppliers
when the contract expired. As the IS director of a UK aviation authority
commented, “It’s no surprise to me that the closer we get towards contract
renewal, it’s amazing what service we can get.”

In contrast, long-term contracts have remained troublesome, with fail-
ure to achieve cost savings as the primary reason. Few total outsourcing
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mega-deals reach maturity without a major stumbling block. Conflicts are
increasingly being resolved through contract re-negotiations.

The suppliers, however, have a clear preference for long-term relation-
ships to recoup excessive transition and investment costs. Returning to
DuPont’s ten-year deal, the transition activities lasted over 18 months as
the contract was operationalized in 22 countries to a population of nearly
100,000 users. The transition also included massive investments by one
supplier in IT infrastructure, which the supplier could only recoup in a
long-term deal. Clearly, the client’s incentives for short-term deals must be
balanced with the supplier’s incentives for long-term deals.

Managing external suppliers

For all the sourcing models, there is an inherent adversarial nature in
the contracts in that a dollar out of the client’s pocket is a dollar in the
supplier’s pocket. (This is even typically true for joint ventures because the
client investor is also the venture’s primary or even sole paying customer.)
If the client followed best practices up to the point of signing the contract,
they should be sufficiently protected from the devastatingly negative
consequences experienced in the early days. If the supplier negotiated
a favorable deal, they should be able to deliver on the contract and still
earn a profit margin. But even under the most favorable circumstances,
relationship management is difficult:

Really our challenge is relationship management ... [ know I certainly
haven’t found the answer yet, but not too many other people have
found the answer either. (Client of a Au$600 million contract)

Lesson 9: Put core client capabilities in place to protect the client inter-
ests as well as to foster supplier success. In addition to informed buying,
these capabilities, which are more fully explored in Chapter 3, include
contract facilitation, contract monitoring, and supplier development.

Contract facilitation is the capability to provide a vital liaison role between
the supplier and the client’s user and business communities to ensure supplier
success. In our experience, both users and suppliers place high value on
effective contract facilitators. The role arises for a variety of reasons:

® business users want one-stop shopping
o the suppliers need the buffer to foster realistic user expectations
e multiple suppliers need coordinating
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® it enables easier monitoring of usage and service
e user demand must be managed to prevent excess charges

Contract monitoring is the capability to ensure that the supplier delivers
on the contract. As organizations exploit the burgeoning external market for
outsourced services, contract monitoring becomes a core capability. While
the contract facilitator is working to “make things happen” on a day-to-day
basis, the contract monitor is ensuring that the business position is pro-
tected at all times. Effective contract monitoring involves holding suppliers
to account against both existing service contracts and the developing per-
formance standards of the services market. It enables the production of a
“report card” for each supplier that highlights their achievement against
external benchmarks and the standards in the contract.

Supplier development is the capability beyond the legal requirements of
a contract to explore increasing ways the clients and suppliers can engage
in win-win activities. The single most threatening aspect of outsourcing is
the substantial switching costs. Changing suppliers is expensive and diffi-
cult. Hence it is in the client’s interest to maximize the contribution of
existing suppliers, and also, when outsourcing, to guard against what we
call the “mid-contract sag.” A supplier may be meeting the contract after
two or more years, but none of the much talked-about added value of
outsourcing materializes. As the contract manager in a major US bank
commented after his firm consolidated and outsourced its data centers,

Sure, the suppliers deliver the contract, but to the letter. They’'ve
incurred only one penalty in more than two years. But trying to get
them to identify the added value we both talked about at the beginning,
let alone deliver it, is very difficult. They’ve had changes in manage-
ment staff, so they are driven by what is written down rather than by
some of our initial understandings.

In supplier development, clients look beyond existing contractual arrange-
ments to explore the long-term potential for suppliers to create the “win-
win” situations in which the supplier increases their revenues by providing
services that increase business benefits. A major retail multinational has
many ways to achieve this, including an annual formal meeting. An
executive from the multinational stated:

It’s in both our interests to keep these things going and we formally,
with our biggest suppliers, have a meeting once a year and these are
done at very senior levels in both organizations. There are certain
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things we force on our suppliers, like understanding our business and
growing the business together ... and that works very well.

Lesson 10: Embrace the dynamics of the relationship. Even with these
capabilities in place, client and supplier relationships will sometimes be
troublesome, but the parties still have a good relationship overall. Rather
than seek to extinguish such troubles, the best relationships embrace the
dynamics of these quite complex interactions.?*

We identified four common types of client—supplier interactions:
adversarial, tentative, cooperative, and collaborative. These are based
on the extent of goal alignment for the task at hand:

e Tentative interactions occur when goal alignments are unknown,
such as during the bidding process. At such times, each side tends
to exaggerate their strengths and hide their weaknesses.

® Adversarial interactions occur when goals are conflicting, such
as interpreting which party should pay for something ambiguously
stated in the contract.

e Cooperative interactions occur when goals are complementary,
such as the client wants the service and the supplier wants the
payment.

¢ Collaborative interactions occur when both sides have shared
goals, such as educating the user community on what they can
expect from the contract.

By attending to the expectations and goals of many outsourcing
stakeholders, apparent anomalies in relationships are understood. Why,
for example, do client contract managers and supplier account managers
collaborate to mediate user expectations and then feel perfectly comfort-
able fighting over a monthly bill? Quite simply, the dynamics of stake-
holder relationships vary with the task.

We do, however, note one caveat about stereotyping interactions. While
generalizations are an effective tool for summarizing common experi-
ences, they ignore the role of individual personalities in the success of
client—supplier relationships. In several instances, stakeholder relation-
ships improved when the person was replaced. Client and supplier
account managers, in particular, had a high turnover rate in several of the
mega deals studied.
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The following participant quotes testify to the effectiveness of new
faces:

At the beginning of this contract, we actually had to change both
of the contract managers three months into the contract to get a
more reasonable basis for the relationship because the two of
them over the opening three months had continued the negotia-
tions. They were locking horns day-in-day-out. We had to take
both of those individuals out and try to recover that relationship.
I think that’s been successful. Account Manager, public sector
organization.

I think it’s unhealthy in any case to perpetuate the same relation-
ships for too long, because you then know each other so well that
you very rarely bring a new perspective onto things, a fresh pair
of eyes with a new set of ideas. General Contract Manager,
British Aerospace

Thus, relationship management not only requires an understanding of goal
alignment, but also a human resource sensitivity as to the individuals who
fill these roles.

Another important lesson here is that each side must have similar power
so that they can achieve equitable outcomes. The aims of each party should
be fairness, not domination or exploitation. Again, this common playing
field can only occur if the client has successfully executed the assessment,
supplier evaluation, and contracting processes.

Other sources for client learning

This chapter has demonstrated that clients have learned many lessons
about evaluating their back office portfolios, evaluating market options,
crafting contracts, and managing suppliers. The learning has served to sig-
nificantly improve outsourcing transactions since 1989. While this book
intends to disseminate these lessons, we recognize that novice clients may
need richer learning experiences, thus we offer the following lessons.

Lesson 11: Consider incremental outsourcing to develop experience
with outsourcing. Just as you cannot learn to drive from reading a man-
ual, you cannot learn to successfully outsource merely by reading a book.
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We found that the best way to accumulate learning is through incremental
outsourcing, in which clients adopt this outsourcing strategy precisely to
develop an in-house knowledge about outsourcing. With incremental
outsourcing, organizations outsourced a small and discrete part of their
activities, such as third-party maintenance or shared processing services.
The experience gained from this first incremental approach was then fed
back into further outsourcing. In two cases, a petrochemical company and
an electric utility, organizations found themselves ultimately engaging in
total outsourcing.

One US Fortune 500 biotechnology company took a very systematic
approach when entering the offshore outsourcing market for the first time. It
chose 17 pilot projects that were mostly small in size, required frequent
delivery of milestones, and gave pieces of the same project to two suppliers.
For example, the company decided that before they would commit to one
supplier for a Peoplesoft to SAP conversion, they would have two of the
large Indian suppliers do small pieces of the conversion. The company expe-
rienced much better project leadership from one of the suppliers in terms of
onsite coordination, project status reporting, technical fit, and superior daily
communications. The company selected this supplier to complete the entire
conversion. When the company went live with SAP, the Indian supplier was
granted an ongoing maintenance contract for seven FTEs.

Lesson 12: Hire help. Another very important factor in client learning
is the widespread use of key outsourcing consultants and outsourcing
legal firms. We are witnessing an institutional isomorphic effect®
where outside experts seed client organizations with similar standards
and methods.

In the ever-expanding BPO market for human resources, Equaterra is the
consulting company frequently hired to help clients create RFPs (request for
proposals), assess suppliers, and negotiate contracts. In the more established
IT outsourcing space, Technology Partners International®® and the Everest
Group have been the prime consulting companies, and Shaw Pittman has
been a major legal council. These are just examples. The overall effect of
such external constituents is the dissemination of best practices. In particu-
lar, mega-deal contracts are now templated, with all the client costs, service
levels, performance measures, mechanisms of change, and other clauses
nearly identical. Although each organization participating in the research
regards these practices as “competitive secrets,” practices are nearly identi-
cal across mega-contracts. One can usefully debate the impact of such “best
practices” of course — for example does their spread reduce competitive
advantage from outsourcing, are best practices suitable for every situation
and deal? Are they applied in the right spirit or mechanically?
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Post-contract management practices are also becoming increasingly
standardized, such as external benchmarking of services, color-coded
problem resolution systems, joint supplier/client teams to resolve disputes,
and responsibility matrices to clearly define client responsibilities and sup-
plier responsibilities. For example BP, BAE, DuPont, UK Inland Revenue,
Government of South Australia use some or all of these practices.

In addition to hiring external experts, clients may also access external
expertise through outsourcing interest groups, such as the Sourcing
Interest Group. Groups provide an opportunity for both clients and suppliers
to share and disseminate data. For example, the Outsourcing World Summit
draws over 500 outsourcing clients and suppliers each year and features
prominent speakers, panels, Q&A sessions and many opportunities for
informal exchanges.

Lessons for suppliers?’

The suppliers in most of our large ITO case studies (where the deals were
worth in excess of US$500 million) were EDS, IBM, CSC, Accenture, or
Infosys. These suppliers are among the few organizations that have a sig-
nificant global presence to service such large deals. We found significant
variability in the success of such deals. Given the suppliers are the same, it
is logical to assume the differentiating factor is the client. Put simply from
the supplier perspective: good clients make for good relationships. The
ideal client has significant experience with outsourcing the right activities,
crafting the right types of contracts, and ensuring supplier success through
the previously discussed roles and practices. The following lessons stand
out as viable ways to educate, inform, and attract good clients, primarily
through superior supplier integrity.

Lesson 13: Educate your client during the earliest possible phase.
Increasingly, we advise suppliers to help educate naive clients on the
issues discussed in this book. For example, after presenting the core IT
capabilities framework to one supplier bidding on a significant US gov-
ernment contract, the supplier went back to the US government agency
and told them to reduce the scope of their RFP and to retain more supplier
management capability. The agency was quite taken aback with this
approach, revised its RFP, and subsequently selected the aforementioned
supplier because they trusted them.

Lesson 14: Bridle your public relations staff, unbridle your account
managers. Increasingly, we talk to outsourcing shoppers who are shying
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away from some suppliers because they simply don’t believe them. The
potential clients complain that the supplier oversells with polished PR and
salespeople. Legitimate concerns about possible escalating costs and
service lapses are readily dismissed with appeals to their “world class
expertise.” Client reference lists often include only new clients, where
expectations are still high and supplier delivery is still unproven. Clients
are not naive; they know that outsourcing relationships will encounter
roadblocks and problems. They want to hear stories of past disasters and
how the supplier responded to them, what the supplier learned from them.
Consider one from our case study of multi-billion dollar company. Senior
managers rejected bids from big suppliers and instead signed a ten-year,
USS$1 billion dollar contract with a small start-up company. The big play-
ers sent their slickest salespeople to present. The start-up sent the unpol-
ished, but enthusiastic team of people who would actually be doing the
work:

The early presentations were really quite crap, but they had lots of
feeling, lots of passion, lots of drive, lots of enthusiasm. There is a cer-
tain pleasure in the naivety ... it’s like looking at a Lowry painting, it’s
still beautiful but is naive, rather than a Gauguin or something like
that. I would hate to lose the touch that’s in here for the sake of being
slick. (Outsourcing client from large UK Company)

Lesson 15: Submit realistic, open bids. Some suppliers underbid in
order to secure the contract. This practice is so common, we have
devoted Chapter 5 to its consequences, called “The Winner’s Curse.”
Such a strategy was often fruitful in the past because suppliers knew that
the client’s needs would change, and opportunties for upsell would more
than compensate for the loss on the baseline contract. But clients are
increasingly aware of such strategies and intentionally select other sup-
pliers for add-ons to keep a competitive playing field. It serves the sup-
plier far better to offer a realistic bid and to disclose how they can deliver
on the bid and still earn a profit. Such disclosure might entail their non-
imitiable costs in infrastructure and capabilities due to econonomies of
scope and scale.

Lesson 16: Propose and price value-added options. Once transition
periods are complete, clients generally find that suppliers can deliver on
operational objectives of IT contracts. But clients increasingly expect more
innovations and opportunties for generating revenues, even if the deals
are essentially fee-for-service. Clients express continued dissapointment
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on this front:

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. (IT Services
Director, Aerospace Company)

The value-added supplier proposes and prices options which significantly
benefit the client. Examples from our case studies include significant cost
savings and service improvement by web-enabling human resource
management, creating wireless connections for sales force support, and
helping clients use online auctions to reduce procurement costs.

Conclusion

Back offices have clearly been neglected in most organizations. There are
many ways to transform back offices, including IT functions, and increas-
ingly organizations are looking to various outsourcing suppliers to help
reduce costs, streamline processes, and improve services. From the client
perspective, the increasing numbers of global suppliers affords them more
power to transform back offices. But to harness this market opportunity,
clients need to learn how to continually monitor market options, assess the
contribution of their service portfolio for current and future business value,
decide what type of relationships suit their needs, craft optimal contracts,
and successfully manage supplier relationships. The overall message for
clients is clear: all outsourcing requires continual and significant in-house
management.

For suppliers, they must be able to select educated clients with clear
goals, and have the ability to execute such deals while still generating a
profit. At the end of the day, success is measured by the operational
delivery of the contract, ability to fairly adapt to change, and the ability to
identify added-value services.
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Managing the sourcing process:
A life cycle perspective

Sara Cullen, Peter Seddon, and
Leslie Willcocks

Introduction

Outsourcing, whether of IT or business processes, onshore or offshore,
continues to raise expectations and pose challenges for private and public
sector organizations alike. Time and again, we have found even experi-
enced organizations running into massive problems, suffering from
slow organizational learning, and working in a reactive rather than an
anticipatory mode.! The results are troubling. Here are some recent
examples:

In 2000, UK retailer Sainsbury signed a seven-year US$3.25 billion
deal with Accenture to outsource its I'T operations. By late 2004, the
deal had been renegotiated twice, and Sainsbury had announced
a 2004/05 write-off of US$254 million of IT assets, and a further
US$218 million write-off of automated depot and supply chain IT. In
October of 2005, Sainsbury announced that it was terminating the
Accenture relationship and bringing IT back in-house.?

A 2004 report into 182 outsourcing deals found more than a fifth ended
prematurely.’

In 2004, JP Morgan and Chase scrapped its US$5 billion contract with
IBM two years into a seven-year deal, concluding that much of the work
could be better handled in-house.*

Also in 2004, DuPont was reported to have discovered US$150 million
in over-charges relating to outsourcing services with its supplier.’

In autumn 2004, the Child Support Agency—EDS outsourcing arrange-
ment was just the latest in a catalog of problem deals in the UK public
sector.’

L.P. Willcocks et al., Global Sourcing of Business and IT Services
© Palgrave Macmillan, a division of Macmillan Publishers Limited 2006
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The outsourcing process matters because outsourcing keeps changing.
While it appears that outsourcing client organizations have a history of
outsourcing experiences to draw upon, the problem is change. First gener-
ation outsourcing clients often changed what they outsourced and
how they outsourced the second and third times around. Each time, they
found themselves in a relatively new situation, having to learn anew.
Furthermore, if their knowledgeable people had left and not been replaced,
organizational learning could not occur until sometimes the fourth or fifth
generation deal. What more can client organizations do to mitigate
such risks? Our research found that the key is to never lose sight of the
fundamentals.

The outsourcing process also matters because of the huge number of
details that must be handled. Outsourcing is neither good nor bad in itself.
The outcome is determined by how it is managed, before and after the
contract has been signed.

For example, in a study of organizations seeking IT cost savings,
Willcocks and Fitzgerald (1994) found that management made a 40 per-
cent difference in cost savings achieved.” The risk of self-interest and con-
flict between client and supplier always exists, which is why planning,
implementing, and operationalizing the details matters. As the CIO of a
major bank that had outsourced its IT in 1997 in a ten-year deal com-
mented, “The major lesson? Getting sufficient granularity, in plans,
processes and actions, to give us transparency, then control.”® Similarly,
the account executive of a major supplier summed it up in saying,
“Outsourcing contracts are agreed in concept but delivered in detail.
That’s why they can break down; the devil is in the detail.”

A decade of in-depth studies demonstrates that outsourcing cannot be
contracted for and then not managed. These studies, mainly in the ITO
area, have linked numerous factors to outsourcing success, including
retaining core IS capabilities, optimizing sourcing options, sourcing selec-
tively, having an intent that supports enterprise strategy (such as cost
reduction or business transformation), signing the appropriate type of con-
tract, managing across the lifecycle, managing the relationship, and moti-
vating the supplier by knowing its behaviors and capabilities.'©

However, successful outsourcing processes have been given surprisingly
scant attention in the literature. Lacity and Willcocks (2001: 291-308)
describe a six-phase outsourcing process model. However, this work
only delineates processes at a high level.!! The most comprehensive
process models in the literature are from Klepper and Jones (1998), Hurley
and Costa (2001), and the US General Accounting Office (2001).!> All
three recognize the importance of pre-agreement and post-agreement
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activities and their complexities. However, their models are based on just
a few cases. Specifically, Klepper and Jones (1998) base their model on
the experience of “a number” of CIOs and practitioners; Hurley and Costa
(2001) base theirs on nine Australian cases provided by suppliers; and the
US General Accounting Office (2001) bases its model on seven US corpo-
rations, two suppliers, and five academic/professional authorities.

In short, various researchers and practitioners have recognized the
importance of the outsourcing process, and a limited number of models
have been proposed. But a major gap still exists in the ITO and BPO (busi-
ness process outsourcing) literature. Furthermore, although many of the
individuals we have encountered endorse aspects of their outsourcing
approach, none would outsource exactly the same way again. They have
since learned ways to get round the problems they faced.

We have taken the hindsight and experiences of 100 cases to develop an
outsourcing process model in the form of a lifecycle, with activities within
building blocks within phases. The goal is to create a template that defines
the fundamental process activities for managing outsourcing together with
the evidence of their importance.

The Outsourcing Lifecycle Model

The Outsourcing Lifecycle Model consists of four phases: architect,
engage, operate, and regenerate (see Figure 2.1). These phases are com-
posed of nine building blocks (see Figure 2.2). These building blocks con-
tain 54 key activities (see Figure 2.3). The authors deemed an activity as
being key if “as a result of its presence or absence, a directly attributable,
notable benefit or problem arose.” Two obvious examples are transitioning
staff well, and establishing a baseline for assessing benefits.

This process model was created using information compiled by the first
author, who observed and participated in 100 outsourcing cases from
1994-2003 when she was the former partner of a major outsourcing con-
sulting practice. The cases ranged in contract value from Au$200,000 to
Au$1.5 billion a year, and they can be categorized as typical in that each
had aspects that worked and aspects that did not work. The model was then
tested on seven additional case studies. (For more detail on the research
process and a listing of the 100 organizations studied, see Appendix 2.1.)

In the lifecycle, each phase, and its building blocks, prepares the way
for the following phases and building blocks. Likewise the success of each
building block depends on the preceding ones, with the last one paving the
way for the next-generation sourcing strategy and its lifecycle.
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Figure 2.1 The Outsourcing Lifecycle Model: Phases and building blocks

The Architect Phase, where the foundation for outsourcing is laid, con-
sists of the first four building blocks — investigate, target, strategize, and
design. At the end of this phase, the organization knows itself well enough
to confidently publicize its needs.

The Engage Phase, where one or more suppliers are selected and the
deal is negotiated, consists of the fifth and sixth building blocks — select
and negotiate.

The goal of both of these pre-contract phases is for the client organiza-
tion to collect and analyze information so that its decision makers can
make rational and informed decisions in the phases when they have the
greatest leverage with the prospective suppliers.

The Operate Phase, where the deal is put in place, operationalized, and
managed through its term, is comprised of the seventh and eighth building
blocks — transition and manage. At this point, the client organization
generally faces a monopoly provider. After this point, if the deal is not
working, management rarely has economic or political options other than
to continue with the supplier. Outsourcing deals can be prohibitively
expensive to renegotiate, terminate, and either backsource (bring back
in-house), or transfer to another supplier.

It is in this phase that the benefits of the previous work done (or not
done!) come home to roost. The Operate Phase either proceeds smoothly
as a result of the strategies, processes, documents and relationship man-
agement designed in the earlier building blocks, or the phase suffers, due
to misinterpretations, ambiguities, disagreements, and disputes. At this
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Figure 2.3 Strength of outsourcing candidacy of 12 business functions at an
international airline

stage, such problems can only be corrected through huge and tedious
remedial efforts.

The Regenerate Phase, where next-generation options are assessed,
consists of one building block: refresh. Following this phase, the lifecycle
begins anew, returning to the Architect Phase, where the organization pre-
pares for its next-generation deal(s).

We found that organizations that followed the phases and building blocks
in this sequence had more success and fewer problems than those that fol-
lowed other sequences. However, the sequence of activities within each
building block could be somewhat more fluid without deleterious results.

Furthermore, we found that organizations needed to “walk through” the
lifecycle before embarking on it, to decide what they would need to know
and what events or actions would need to take place for the outsourcing to
succeed as a multi-generational program. For this reason, in the Architect
Phase, organizations essentially need to work backwards from the last
building block to the first to understand the entire lifecycle. They then
need to execute from the first building block onward.

We now discuss each building block in detail, using examples from the
case studies. The numbers on the cases refer to the case numbers in
Table 2.3 in Appendix 2.1.

Building Block (BB) 1: Investigate — Discard Myths

Many misconceptions exist about what outsourcing can and cannot do for
an organization. In practice each firm, and its circumstances, is different.
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In this building block, the primary goal is to replace ideological beliefs
with goals appropriate to the organization’s circumstances, its industry,
and the markets where it procures services. Because outsourcing can be a
highly imitative behavior,'* where organizations attempt to duplicate the
imperfectly observed success of others, there is a real need to discard
myths and simplistic beliefs. An organization will never know what really
made another deal successful, it may not be in the same position (for
example, the other client may have been a loss leader for the winning sup-
plier), it may not be in the same market, it may not have the same struc-
ture, and it may not even be outsourcing the same mix of activities. The
need, then, is to develop acumen about claimed benefits so that manage-
ment can focus outsourcing on its own goals and characteristics.

As shown in Table 2.1 BB1 has four main activities. The goal of all four
is “veracity, not ideology,” that is, to understand what can really be
achieved and how, rather than make decisions based on ideology.

Case Example: A state agency gains acumen,
changes its plans

A state government agency (Case 45) beginning a BPO initiative had
formed some preliminary ideas and expectations, but believed it was
prudent to investigate further. It investigated two state government
agencies like itself, a federal agency, and two private sector compa-
nies, studying in particular the service structure and strategy in each
case, the sourcing decisions and lessons, and implications for itself.
The organization studied public records and contacted key personnel
at the firms and suppliers (if the organization had gone ahead with
outsourcing).

This investigation helped form, as well as adjust, its previous
thinking. Management learned, for example, that market offerings did
not have IT systems up to their expectations. So they required the bid-
ders to use its I'T system and propose a development process to move
to a new system. This approach caused little disruption to operations
during transition, and allowed the organization to fully retain all its
information during the term of the contract.

Management also found the outsourcing market to be immature
and disparate. So it opted for a staged open tender rather than a direct
closed tender (invitation only), which had been the original plan.
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The winning bid ended up being from an organization it would not
have invited.

In its investigation, management also observed the importance of
having both a dedicated transition team and a dedicated contract-
management team. When these were missing, they saw significant
problems. So management identified these team members right away
and formed the core lifecycle project team quickly. They also gave all
other employees significant professional and personal assistance in
making the transition. As a result, this state agency did not suffer
the typical staff morale plunge and loss of key personnel that many
others experienced.

Most importantly, the investigation taught management the value of
the SLA (Service Level Agreement) schedule in the contract and the
need to develop KPIs (Key Performance Indicators), which it had not
known about. Management invested two months in getting the SLAs
and KPIs right for the organization. Both parties credit that with
making the deal run smoothly over the entire term of the contract.

Table 2.1 Outsourcing Lifecycle Model: Building blocks and key activities

Building Key activity Goal

block (BB)

Architect

BB1: 1. Gather insight via experts and experienced organizations Veracity,
Investigate 2. Determine and test goals/expectations not ideology

w

. Collect intelligence on market conditions and
potential suppliers

4. Investigate similar decisions and peer organizations
BB2: 5. Match goals to appropriate outsourcing model Targeted and
Target 6. Identify, with objective criteria, suitable services to outsource  defined
7. Prepare the 7 baseline and future state profiles: service, cost, scope
asset, staff, stakeholder, current contracts, and governance
BB3: 8. Decide the rollout approach (big bang, phased, piecemeal) Informed,
Strategize 9. Determine key “rules” (e.g. governing docs, # suppliers, holistic
asset ownership, risk/reward) strategies
10. Design the detailed end-to-end lifecycle program/projects
11. Identify and source the lifecycle skills
12. Prepare the lifecycle communications strategy
13. Prepare the business case rules and the base case
14. Assess feasibility, risk,and impact to the organization
BB4: 15. Prepare the commercial and operating blueprint Well-
Design 16. Develop the 4 balanced score metrics - service, financial, designed

relationship and strategic future state

Continued
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Table 2.1 Continued

Building

block (BB)

Key activity Goal

Engage
BB5:
Select

BB6:
Negotiate

Operate

BB7:
Transition

BBS8:
Manage

19.
20.

21.
22.

23.
24,
25.
26.
27.
28.

29.
30.

31.

32.

33.

34,
35.

36.

37.
38.

39.

40.

41.

42.
43.

. Draft the service level agreement — scope, metrics/

incentives, reporting, and governance

. Draft the price framework (fixed, variable, and cost

plus items)

Draft the contract considering the standard 90+ issues
Design the inter-party relationship (structure, roles,
authorities, etc.)

Design the retained organization (kept functions)
Design the contract management function (governance)

Plan and detail the tender stages Best value
Identify the right evaluation team - breadth and depth for money,
Determine the right evaluation criteria and strategy sustainable
for each tender stage solution and
Request the right, clear,and comprehensive bid data for provider
each tender stage

Facilitate the best responses (briefings, Q&A, data

room, tours, etc.)

Use interactive evaluation techniques (interviews,

site visits, etc.)

Select supplier based on value for money

Conduct the 5 due diligences on supplier: company,

price, solution, contract, and customer references

Prepare negotiation strategy and prioritize negotiation Complete
items contract
Conduct effective negotiations

Finalize and mobilize all plans (e.g.communications, Efficient and
risk, setup, acceptance) complete
Resource the transition project mobilization
Manage the impact on staff (retained, transferring,

and departing)

Manage the transfers (staff, asset, 3rd party

contracts, work-in-progress, etc.)

Manage knowledge retention and transfer

Implement retained organization and contract

management

Engineer workflows, communication channels,

authorities, etc.

Conduct acceptance, closeout and post-implementation

review

Invest in the relationship (plan, assess, and improve) Ongoing
results results

Meaningful reporting and analyses
Regular communication and meetings

Continued
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Table 2.1 Continued

Building
block (BB)

Key activity Goal

44.
45,
46.
47.
48.

49.

Regenerate

BBO: 50.

Refresh

51.
52.

53.
54.

Diligent documentation and administration
Manage risks and plan contingencies

Manage issues, variations, and disputes

Effect continuous improvement and streamlining
Evaluate and audit supplier (controls, performance,
compliance)

Evaluate organization both as a customer and
contract manager

Assess next generation options (backsource, retain, Refreshed
handover) strategy
Assess contract outcomes and lessons and options
Knowledge refreshment (e.g. market, technology,

price, metrics)

Reassess requirements — re-scope, re-bundle and re-design

Determine the strategy and business case for each option

Building Block 2: Target the services — identify the
right activities to outsource

There are no hard and fast rules about what should and should not be out-
sourced. Certainly, some types of services have been more popular targets,
particularly those with mature markets, predictable demand, predictability
of service costs, and well-known performance standards. The goal of this
building block is for organizations to identify and then profile those areas
where they can actually achieve sought-after benefits.

Case Example: An international airline creates an
objective targeting process

As part of the two-year business review process at an international air-
line (Case 25), all the division chiefs, who reported to the CEO, needed
to decide together what to outsource. In lieu of an objective framework,
the journey began with each executive telling the others what “could
g0.” Each executive, of course, believed his silo was absolutely core to
the business and should not be outsourced. Sometimes their opinion,
though, was based solely on, “We’ve always done it, so it must be core
or we wouldn’t be doing it.”
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But when consultants were brought in, the process changed,
significantly. The business was mapped into processes (what took place)
and silos (where processes took place). The group based its objective
criteria on the business benefits sought from outsourcing, in the short
and long term, and the apparent barriers that could preclude a service
from being outsourced. The final criteria are shown in Table 2.2.

Table 2.2 Benefits and barriers of outsourcing at an international airline

Benefits Sought

Short-term (within the first year) Long-term Barriers

1. A proven, competitive market exists 1. We can focus on 1. The service is core to our airline;
with positive results in the industry. strategic work we will not outsource it.

2. We can better align supply with in-house, not 2. Customer perceptions of us will
demand, particularly where we have a day-to-day be excessively adverse if we
backlog of work or cannot satisfy operations. outsource the service.
demand. 2. We can improve 3. Regulatory restrictions or

3. We can substantially upgrade our our customer imperatives prevent outsourcing
services without incurring capital focus. (i.e. chief pilot).
investment. 3. We can make 4. We might inadvertently create a

4. We can gain a cash infusion from positive cultural monopolistic market for the
selling our assets or transferring our changes within outsourcer due to the specifity of
staff. the airline. the assets and/or the knowledge

5. We can reduce costs in areas where required.
our costs are currently above industry 5. We obtain a sustainable
standards. competitive advantage by

6. We can access staff and skills in short performing this service.
supply.

Based on the above criteria, 18 business processes and 12 business
functions became the strongest candidates for outsourcing. Figure 2.3
shows the strength of candidacy for the 12 business functions using the
three criteria: short-term benefits, long-term benefits, and barriers.'*

Thus, the benefits and barriers listing allowed the airline to system-
atically identify target services to outsource, rather than rely on the per-
suasiveness of individual executives. Having the consultants facilitate
the process also helped make it more objective. A clear picture of what
to outsource emerged. The to-be-outsourced activities were then prior-
itized based on benefits, business needs, and risk management.

Building Block 3: Strategize — get prepared

The purpose of this building block is to conduct the planning that enables
objective and knowledgeable decisions to be made throughout the remainder
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of the lifecycle. It is important to get this right. Wrong strategies create
pathway inflexibilities that are difficult and expensive to change later. The
strategies developed in this building block include:

Rollout strategy: How the outsourcing initiative will be rolled out as a
program

Organizational “rules of the game” strategy: The underlying rules to
be followed in outsourcing, such as allowing or not allowing in-house
bids, conditions for transferring staff, the use of penalties and rewards in
the contract, to name but a few

Lifecycle strategy: The detailed program for the outsourcing lifecycle,
focusing particularly on building blocks 4 through 7

Staffing strategy: The expertise and people needed to manage and exe-
cute the program

Communication strategy: The how, what, when, where, and who to
communicate

Decision making strategy: The business case rules for key decisions,
as well as the base case for the outsourcing “go/no go” decision
Analysis strategy: The feasibility, risk and impact assessment over the
outsourcing initiative

Case example: A telecommunications company’s
policies and unions mattered

The industrial relations division of this telco (Case 44) had agreed
with all the company’s unions that they would get to bid on any out-
sourcing tender, but the outsourcing project team in one division did
not know about this agreement. The team only discovered the agree-
ment after it had chosen a preferred supplier. The unions complained,
so the entire process had to be put on hold for six months to give the
unions time to jointly bid on the work. Their bid was unsuccessful,
and the tender was awarded to the original preferred supplier, but the
process was much tougher than it should have been.

The outsourcing team in a different division (Case 43) did not have
that problem because, as part of its strategy work in planning the out-
sourcing program, the team identified all the internal stakeholders
and studied all the relevant issues. This team knew of the union agree-
ment through its discussions with the industrial relations division. It
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overcame the bidding issue by agreeing with the unions that all work
put out to bid would not cover “core” telco business. Thus, the agree-
ment did not apply.

During strategy development, this same team uncovered other
issues early, in time to address them and prevent ill effects on their
outsourcing initiative. One issue: They could not use the “clean-break”
approach to transferring staff to a supplier. The clean-break approach
provides staff with a severance package and allows them to accept a
position with the outsourcing provider. The company’s severance
provisions, however, barred staff from working for the winning
supplier for two years if the employees took the severance package.
Accordingly, the outsourcing team did not make staff transfers a
requirement of the tender and informed all the potential bidders of
that company policy so that their offers did not depend on their gain-
ing telco staff.

The other telco outsourcing team (Case 44), though, chose to use
the clean-break approach because management believed that it was in
the provider’s best interest to give them full control over hiring and it
was in the employees’ best interest to give them a severance package
as well. The winning provider’s bid required 70 percent of the work-
force to transfer. But, of the 300 people let go, only five transferred to
the provider. They were new employees; the severance package
offered them little gain.

This mishandling by the outsourcing team delayed the handover by
three months. And by then, only a skeleton crew had been assembled.
During those three months, neither organization had staff to conduct
normal service delivery, so it was essentially abandoned. Furthermore,
because the organizational knowledge had walked out the door, nor-
mal operations did not resume for another six months. In all, a year
passed before the supplier was handling the full scope of work at the
agreed key performance levels. This outsourcing team had not delved
into the details in its strategy preparation.

Building Block 4: Design — detail the future

This building block wraps up the Architect Phase. Together with the other
three building blocks, this phase leads to defining the planned configura-
tion of the deal. An outsourcing configuration describes what services will
be outsourced, where they are to be provided, for how long, by whom
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(prime contractor or multiple suppliers), how they will be paid for, who
will own which assets, how performance will be monitored, and which
governance structures will be put in place.!® These configuration choices
define the “rules for the upcoming game,” so they need to be detailed. The
intent is to balance the often-competing interests of client and suppliers,
while, at the same time, motivating the suppliers to provide the services
and quality its client desires.

Building Block 4 results in detailed documents that articulate the future
arrangement using commercial language, that is, in language potential
providers understand and can bid on. The three main documents are the
desired contract terms, the detailed SLLAs, and the pricing model for the
services. If these key governing documents are prepared in as close to final
form as possible, and used as the baseline for the bidding process (in
BB5S), the client increases the probability of obtaining exactly the services
it requires, under the conditions it requires. And by leaving little to chance
or opportunism, it gains considerable negotiating leverage and efficiency.

By the end of BB4, management should also have designed the retained
organization (the portion of the organization that will remain part of the
service delivery chain), the contract-management function that will moni-
tor the relationship, and the desired inter-party relationship. An organiza-
tion that has defined, at this point and in some detail, not only its
contract/supplier management strategy but also these organizational struc-
tures immediately gains the superior position over prospective bidders.

The time to decide what needs to be done, and by whom, is before open-
ing bidding, not after the deal has been signed and everyone knows where
they will be working. While it is tempting to wait and “make a go of it,”
delaying organizational decisions is rarely successful. More likely, the
organization suffers out-of-control costs, high staff turnover, inadequate
supplier monitoring, and poor coordination among the parties.

Case Example: An international airline’s handshake
agreement costs it plenty

The general manager of an international airline (Case 26) made an
agreement with the top executive of a supplier because they had
worked together before and trusted each other. The deal was simple
enough. The supplier would take over call center operations, its core
business, so that the airline could focus on its core business. This was
to be a strategic partnership, so both parties believed they only
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needed a brief, high-level memorandum of understanding (MOU).
The contract and other specifications would be developed over time.

Years later, after both executives had left their companies, an inter-
nal audit revealed that (1) there was never a signed contract or a spec-
ification, and (2) the supplier had been over-billing for years. Each
business unit was being charged a price per call, and simultaneously,
the centralized accounts payable section was being charged for full
cost recovery (even for such items as toilet paper at the supplier’s
facility). The over-billing resulted from there being no detailed
descriptions of the services included in price per call nor the items to
be charged as reimbursable costs.

The lesson this airline learned, and knowledgeable firms know, is that
they should never give suppliers complete discretion over what to charge
or how to charge. By and large, most of the case study organizations pre-
pared their SLA (activity #17), price framework (#18) and contract (#19)
before selecting their supplier so that the deal they want is put to market.
In that way, negotiation is constrained to just a few elements, rather than
the entire deal.

In nearly all the cases where substantial portions of the deal were nego-
tiated after selecting the supplier, or after the supplier had begun work,
significant problems arose.

Building Block 5: Select — choose the best supplier(s)

Building Block 5 begins the Engage Phase. Its eight main activities
involve the competitive bidding process, facilitating and evaluating the
bids, and conducting discovery and due diligence. Competitive bidding is
the most common selection technique, with most organizations using a
tender (a request for proposal) to see how the marketplace will respond to
its needs. This approach not only pressures suppliers to deliver their best
value for money against their peers, but it also gives the client information
to evolve and mature its selection decision.

Unfortunately, many organizations start here at BB5. But skipping the
Architect Phase and beginning at this Select building block is equivalent to
starting to build a house before it is designed, hoping everything will turn
out right in the end. The Engage Phase (BB5 and BB6) builds on the
Architect Phase. Select is where all organizations should increase their
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bargaining power by leveraging the competitive tension that naturally
occurs in this phase. Once the contract has been awarded, the organiza-
tion’s bargaining power plummets.

Determining which supplier(s) to depend upon for many years is akin to
acting as the matchmaker for an arranged marriage. Vigilant selection
delivers the best match — if the organization truly knows itself. The best
technique for uncovering one’s true needs is a multi-stage competitive
process, which means marketplace discovery and due diligence should not
be confined just to BBS. That is why organizations should walk through
the entire lifecycle before they reach this building block.

Our casework shows that appropriate selection depends on:

® The client’s knowledge of the market and its players, including standard
capabilities and processes, niche competences, geographic reach and
differentiation, price ranges, and approaches. To gain all this informa-
tion, the organization may need to issue an RFI (Request for Information)
in BB1.

® The stability of the market’s offerings. If the work to be outsourced is
characterized by a short lifecycle, the client may need to scan offerings
more than once. Again, an RFI is one way to assess market changes.

® The degree of influx of new entrants into the market. New entrants can
change price/performance dynamics, competitiveness of the market,
and current once-off opportunities. If this is the situation, the organiza-
tion may need to issue an ROI (Registration of Interest) in BB1 to iden-
tify interested parties and their capabilities.

¢ The number of potential suppliers. If sizeable, the organization may need
to create a culling process to, say, evaluate only five bids rather than 20.
An ROI in BB1 helps determine market size, and an EOI (Expression of
Interest) in BB3 helps create a shortlist for the BBS tender.

® The degree to which the organization knows what it wants. If require-
ments are not certain and have not been commercially articulated (via
the contract, service level agreement, and pro forma price schedule), then
it may need to explore options and alternatives, typically done through
an EOL

® The completeness and competitiveness of preceding bids. If the organi-
zation does not receive enough information to make the right decision on
solutions, pricing, and providers, it can conduct a post-RFT (Request for
Tender) process. This process commonly involves (1) asking for a BAFO
(Best and Final Offer), (2) conducting parallel negotiations with two bid-
ders to short-list to one, or (3) extending the clarification period after the
bids have been received until all concerns have been ameliorated.
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Case Example: A bank approaches the market
without understanding its full needs

A bank (Case 27) issued a voluminous EOI in an open tender process
before determining its evaluation criteria. After receiving 14 widely
varying bids, the evaluation team realized it needed a structured eval-
uation methodology to select a supplier. The 11-member team there-
fore convened a methodology workshop to develop the evaluation
criteria. By its close, the team realized the voluminous EOI had
elicited only 30 percent of the information it needed to select a sup-
plier. To maintain the bank’s credibility in the market, rather than
short-list to fewer suppliers, the team issued its request for tender
(RFT) to all 14 suppliers. Evaluating all RFTs added two months to
evaluation and cost an extra Au$200,000 (not to mention the cost to
the 14 suppliers). It took only one day to develop the criteria and
the evaluation methodology, which would have prevented this exces-
sive cost.

Building Block 6: Negotiate — seal the deal

So much emphasis has been placed on negotiation in outsourcing contracts
that an inexperienced person could believe it is the pinnacle of the
outsourcing lifecycle, involving the greatest amount of work and the great-
est risk of signing a bad contract. If it does become the pinnacle, then
something has gone seriously wrong earlier. Organizations place them-
selves at risk in at least four ways:

1. The organization has not drafted its desired contract and SLA require-
ments prior to opening the competitive process.

2. Its business case is based on invalid baselines.

3. It has not developed a feasible BATNA (best alternative to a negotiated
agreement), so it has no well-thought-out alternative if a supplier radi-
cally changes its offer once at the negotiation table. This does happen.

4. It has made itself vulnerable, perhaps by being on a firm, short deadline,
thereby giving the supplier the leverage to act opportunistically.

When the Outsourcing Lifecycle Model is followed, negotiation simply
involves refining the exact wording of various documents. It should not
involve give-and-take negotiations over the intent of the deal because that’s
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when parties win or lose depending upon the particular individuals involved.
As one experienced respondent put it to us, “Don’t negotiate, calculate.”

The contract and SLA should have already been developed (in BB4),

the supplier’s preferred alternatives declared, the discovery/due diligence
by both parties concluded (in BBS), and the preparations for transition
completed (novated or assigned licenses, asset inventories and audits, and
so on, in BB4). But when prior lifecycle activities have not been thor-
oughly conducted, there will inevitably be issues that require negotiation.

The key is planning the negotiation in detail, by prioritizing the issues,

determining the organization’s position on each issue, knowing the indi-
viduals involved from both parties, and having BATNAs in hand and
reviewed and approved by management beforehand.

Case Example: An international accounting firm’s
negotiations takes months

After months of discussions, an international accounting firm agreed,
in principle, to use the services of an international equipment com-
pany. All that was left was to negotiate the details. The supplier’s sales
team handed over negotiations to the operations team that would be
responsible for making the deal work.

The client’s outsourcing team had no negotiation strategy — other
than go through the supplier’s standard contract, line-by-line. Of
course, the standard contract did not reflect the prior agreements with
the supplier’s sales team. Furthermore, the operations team discarded
the sales team’s agreements as unworkable. As a result, the client was
left with a deal bearing little resemblance to the one it expected.

Rather than terminate discussions, which was its first instinct, the
client team went back to the sales team with its issues. The provider put
a more commercially astute, relationship-oriented operations manager
in charge; it brought the sales manager back into the picture, and it con-
ducted a renegotiation around the client’s issues. As a result, the deal
met, and in some instances, exceeded the client’s expectations. But
negotiations took months rather than weeks, as originally expected.

The cases that had thorough, but brief, negotiations did a number of

things right. One, they prepared the SLA (activity #17), price framework
(#18), and contract (#19) before selecting the supplier. Two, they then
required the bidders to give exact wording changes to any item they
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wished to negotiate as part of their bid (#26). Three, these changes (and
perhaps additions or deletions) were then clarified during evaluation (#27,
#28) and incorporated into the selection (#29). Four, all items to be
negotiated were detailed in the negotiation strategy (#31), including the
client’s estimate of each party’s position, the underlying drivers of those
positions, potential win/win scenarios, and each party’s BATNA.

Contracts worth over Au$10-25 million a year were negotiated in less
than two weeks using this approach (Cases 18, 34, 70, 87), whereas Case 72,
worth Au$2.7 million a year, took months to negotiate because it did not
follow the process. Likewise, Case 100 (worth Au$1.5 million a year) and
Case 41 (worth Au$1.8 million a year), also took months, for the same
reason.

Building Block 7: Transition — the starting gate

The Operate Phase (BB7 and BBS) starts with transition, which officially
begins at contract commencement and ends on a specified date or when
both parties sign a transition acceptance form, confirming that all aspects
of the arrangement are fully operational. Irrespective of the official start
and end dates, the transition actually begins much earlier, and actually
ends much later. In fact, if not managed properly, transition may never end.
Therefore, all parties need to begin planning the transition as soon as it is
reasonable to believe the deal may go ahead.

Just as the Select building block (BB5) is not the beginning of the out-
sourcing lifecycle, transition is not the first building block for planning its
operation. This transition building block should merely execute the plans
made earlier. Inevitably, of course, there will be contingencies and adjust-
ments needed when, as one CIO put it, “the rubber hits the road.”

Case Example: An insurance company success-
fully transitions its IT staff

An insurance company (Case 13) wanted most of its 70 IT staff to
transfer willingly to the supplier. The contract stated that the transfer-
ring staff’s employment conditions would be no less than their condi-
tions at the insurance company, and furthermore, they would be with
the provider for at least two years. But both parties knew these provi-
sions would not be enough to excite the staff about transferring.
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Therefore, the two parties agreed on a plan to win the “hearts and
minds” of the staff before announcing the deal. The supplier would
make presentations to the staff and conduct site visits at its opera-
tions center. Both parties would hold joint formal and informal gath-
erings. The staff would receive branded merchandise (hats, mouse
pads, t-shirts, backpacks, etc.) and be given introductory sessions on
the training the supplier would provide them once they became
employees. Finally, the insurance company CIO initiated an open
door policy so that any staff member could have a one-on-one chat.
These activities were so successful that all the staff transferred
enthusiastically.

Other cases had similar results using different techniques:

e Offering free financial, career, and personal counseling to affected staff
(Case 7)

e Enlisting the staff’s help in determining what should be in scope and
out of scope, thereby gaining their buy-in to the outsourcing initiative
(Case 16)

® Involving staff in supplier selection (Case 49)

e Make staff part of the working group that determined the supplier
evaluation criteria (Case 69).

Building Block 8: Manage — get the results

In essence, all previous seven building blocks prepare for this building
block: Manage. The game is actually played out in this part of the Operate
Phase. This is where the benefits (and problems) of outsourcing appear.

The goal of all nine activities in BB8 is to manage for results.
Depending on the extent of the outsourcing, it can require the client to
make profound changes in its strategic and operational mechanisms.
Basically, client managers must learn to manage outputs, rather than
inputs, use negotiation and relationship management in place of direct
control, and rely on periodic planning and reviews to take the place of
day-to-day oversight of service delivery operations. These changes in
management work are significant.
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Case Example: A government organization learns
how not to manage a provider

A government organization (Case 57) assumed that compliance with
the contract was a foregone conclusion, so no oversight of the con-
tract was required. Thus, it handed oversight over to a low-level con-
tract administrator and did not perform any compliance reviews until
four years into the five-year contract. At that point, it hired an inde-
pendent audit firm to evaluate the situation.

After an extensive process, the auditors determined that the sup-
plier was only 40 percent compliant with the contract. Work totaling
Au$200,000 a year had not been performed, many KPIs were not
being reported, many reports were not being generated, and the list
went on. The supplier noted that it had not done the work because the
contract required the client to request the work, which it had not done
(even though it paid for the work). Furthermore, the client did not fol-
low up on KPIs or request missing reports, did not ask for perfor-
mance review or planning forums, and so on. The key finding of the
audit report was that the client did not install any governance over the
contract, so the supplier was allowed almost complete discretion in
what it did.

As a result of this audit, and to better manage its next-generation
deal, the government organization put in place a seven-person contract-
management team, led by a senior contract manager. This contract-
management function cost Au$360,000 a year, but it was required
to ensure savings of Au$830,000 a year through specific
contract-management activities, experienced personnel, and proactive
management.

Building Block 9: Refresh — towards next generation

All contracts end, either through early termination or by reaching the nat-
ural end of the term. During a contract’s life, firms, and markets change,
perhaps in ways that render past decisions inappropriate in a current con-
text. For example, the degree of uncertainty may have diminished, market
growth may have created more competition, supplier capabilities have
likely changed, and information disparities between the parties may have
decreased. Thus, all clients should reassess their initial sourcing decision
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before coming to the end of their contract. All five activities in BB9 involve
re-assessing outsourcing options and considering cost-effective strategies
for each option. Then the lifecycle begins anew, returning to BB1.

Depending on the decisions made — the work to be re-tendered, back-
sourced (brought back in-house), or renegotiated with the incumbent
supplier — the lifecycle is repeated, individually for each option chosen. If
the outsourcing configuration will differ significantly, the entire lifecycle
may need to be repeated. But if only re-tendering the same scope of work
with little change to the deal, the organization may be able to begin at BB5
(Select). If backsourcing, BB7 (Transition) may be the appropriate starting
point. And if renegotiating the same scope but an improved deal, the orga-
nization might begin at BB4 (Design) then skip to BB6 (Negotiate).

Irrespective of the decisions reached as a result of BB9, the five activi-
ties in this building block are critical to beginning the next generation. As
with all the building blocks, its work depends on the work done in preced-
ing building blocks.

As a guideline, one very large organization began its BB9 work 2.5 years
before the end of a ten-year contract. As a result of this work, it successfully
switched suppliers and signed a further ten-year deal with the new supplier
in 2004. Interestingly, this organization paid out US$12 million to serious
bidders to attract them, also signaling that the re-bid would be truly com-
petitive, with the incumbent having no “inside track” advantage.

Case Example: A university finds no baseline for
assessing benefits

Toward the end of a five-year contract, the Chancellor of a university
(Case 24) directed the contract manager to assess whether or not the
benefits sought by outsourcing were actually being achieved. The
results of this analysis were critical to the steering committee’s plan-
ning on future outsourcing.

No documentation, other than the original contract, had been main-
tained and none of the people involved in the outsourcing negotiations
remained with the university. Furthermore, the current stakeholders all
had differing opinions about the original objectives: cost savings? per-
mitting the university to focus on its core activities? allow it to broaden
its offerings? temporary or eventually backsourcing to the university?
The contract manager made a valiant effort, but he could not determine
the intended benefits let alone whether or not they had been achieved.
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As a substitute, he enumerated actual achievements, and how they
had been accomplished — what had worked well:

1. giving the supplier a greater span of control (that is, responsibility for
a process or a function not just a task), improved the supplier’s per-
formance because the work could be measured by business out-
comes via KPIs;

2. using rewards as well as recourse motivated the supplier’s behavior;

3. conducting reference checks and using known approaches to supplier
integration led to the supplier working well with other suppliers; and

4. locking in explicit accountabilities in the contract reduced finger
pointing.

Conclusion: Getting on the optimal,
cost-effective path

This chapter has presented a comprehensive process model for client orga-
nizations to use when undertaking an outsourcing initiative. It is the most
thorough description of the outsourcing process presented in the literature to
date. It is also based on detailed understanding of the experiences of 100
case study organizations, so the model is backed by far more empirical evi-
dence than most published research on IT and business process outsourcing.
Finally, seven organizations not used to the model have since independently
and strongly confirmed the importance of the 54 activities in the model.

In short, outsourcing will be most successful if it is viewed as a strategy
with a lifecycle rather than as a one-off transaction. Client organizations
can have more successful outcomes and ITO/BPO deals that operate in a
cost-effective manner when they proactively manage the entire outsourcing
lifecycle.

Figure 2.4 illustrates the crux of outsourcing management, as uncovered
in this and other research: outsourcing costs can get way out of control if
the program is not well managed. There is a recommended path and a
flawed path. The difference is management.

Although organizations initially outsource for a range of reasons, they
all generally worry also about reducing costs. Figure 2.4 supports the
belief that organizations need to spend and invest in the outsourcing
management process to truly save money.

It is worth looking at outsourcing management costs. In re-analyzing
three research bases (representing nearly 800 deals) for this paper,'® we
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Figure 2.4 Getting on the optimal, most cost-effective path

made three findings. Costs of getting to contract fall between 0.4 percent
and 2.5 percent of contract value. These costs rise as a percentage as the
size of the deal increases. Thirdly, these costs rise as the percentage of
I'T/business processes outsourced increases.

We found ongoing outsourcing management to cost from 3 percent to
8 percent of total contract value. Our 2001 survey found the average con-
tract management cost to be 4.2 percent of total contract value. Managing
offshoring costs more, from 10 percent to 12 percent in 2000, and from
12 percent to 15 percent in 2003-04."

As outsourcing becomes a core competency, wise organizations invest
more in its management, even though spending more runs counter to most
Boards’ goal of spending less. Their real goal should be to continually
spend less on contract management per dollar outsourced. We have found,
though, that managing costs is less important than managing portfolio
configuration, complexity, and risk.

Low spenders do not perform contract management; they perform what
we call contract administration. Administering contracts may work where
no significant contracts exist and the outsourced activities are relatively
simple to define, discrete, and easy to monitor. But for all other situations,
simply administering a contract slowly, but ultimately, leads to an expensive
erosion of control over the client organization’s I'T and business process
destinies.

To stay on the recommended, cost-effective path, in Figure 2.4, the
Architect Phase puts a premium on developing an evidence-based sourcing
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strategy that pinpoints the services required and the outsourcing configu-
ration that is most likely to deliver on expectations. Without this up-front
work, significant issues will accumulate, and cost a lot more to resolve
later in the lifecycle. Suppliers, too, recognize the eventual pain that non-
architected plans can cause. As one supplier’s CEO told us, “The customer
from hell is the naive buyer.”

The Engage and Operate Phases do offer chances to make corrections,
which contribute to ensuring valid assumptions, explicit and detailed
expectations and service contracts, and sufficient management to keep all
activities on target. As all too many deals have shown, without this initial
architecting work and detailed, dynamic, ongoing management, high costs
will show up later, typically as loss of control, inadequate service, extensive
out-of-scope charges, excessive management time and effort, constant
renegotiation, and a growing belief during the Regeneration Phase that the
organization either needs to backsource the outsourced activities or switch
to another provider.

However, it is not claimed here that following the building block
process is the sole determinant of successful outcomes from outsourcing.
For example, adequacy of staffing has a crucial bearing on which out-
comes are actually achievable, as we found in our work on delineating
core in-house capabilities for outsourcing.'® The quality and content of
plans, and managerial judgment, also play critical roles.!” Unanticipated
events, such as changes in business direction or replacement of CEO or
board members, which can result from mergers or poor financial results,
can also eat into the health of an outsourcing deal.

One of our profound frustrations has been to watch organizations repeat
mistakes that others made over a decade ago. Another has been to watch
organizations go through painstakingly long learning experiences that
could easily be circumvented from the existing knowledge on outsourcing
management. Our model intends to provide a missing piece to that
knowledge. It answers the question: What process works best?

Appendix 2.1

The model is based on field data collected by the first author from 1994 to
2003. During that time, as an outsourcing consultant, she played the roles
of both observer and participant in 100 outsourcing engagements (see
Table 2.3). Her qualitative data consisted of plans, reports, contracts, eval-
uations, correspondence, presentations, minutes, reviews, audit findings
and so on, from those 100 engagements.?’ Working iteratively through the
cases, the three researchers trimmed the model to the 54 key activities that
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Table 2.3 The 100 cases used to develop the model
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
1. Logistics 9. Defence - 15. Water utility - 25. Airline-BPO  46. State govt 58. City council 71. Diversified 85. Accounting  92. Supplier - 96. Defence -
JV-ITO (0]0) 00 & 00 agency - ITO 00 manufacturer - firm - BPO ITO 00
2. Petroleum 10. Federal govt  16. Federal govt 26. Airline- 00  47. University — 59. State govt ITO 86. Funds 93. Electric 97. Electric
company dept- 00 agency - ITO 27. Bank - BPO BPO agency - 72. Accounting manager - utility - utility -
ITO 11. Consumer 17. Medical 28. Defence - ITO 48. State govt 60. Federal govt firm - BPO ITO 00 00
3. Stock broker Products - products — 29. Federal govt agency - ITO cluster-ITO  73. Federal govt 87. Gas utility 94. Electric 98. Electric
ITO ITO ITO agency - ITO  49. State govt 61. City council - agency - BPO 00 utility Utility—
4. Bank - ITO 12. Electric 18. State govt 30. Federal govt agency - 00 74. Federal govt 88. Supplier - 00 00
5. Bank-ITO utility - ITO agency - 00 agency - BPO BPO 62. City council - agency - BPO BPO 95. Electicand 99. Gas utility -
6. State govt 13. Insurer - 19. State govt 32. Federalgovt  50. Transport - HRO 75. State govt 89. Airline - ITO gas utility - 00
agency - ITO ITO dept - 00 agency - BPO ITO 63. City council - agency - ITO 90. Supplier - ITO 100. Federal
7. State govt 14. State govt 20. Federal govt 32. Federalgovt  51. Water utility - BPO 76. Telecom BPO govt
authority - Cluster - ITO agency - ITO agency - 00 ITO 64. Bank - ITO manufactuer-  91. Insurer - ITO agency
ITO 21. Electric 33. State govt 52. Industrial 65. Insurer - ITO BPO
8. State govt utility - ITO agency - 00 products - ITO BPO & OO 77. Federal govt
agency - 00 22. Transport - 34. State govt 53. University 66. Electric agency - OO
BPO agency - ITO ITO utility - ITO 78. Travel
23. Consumer 35. Federalgovt  54. Logistics 67. State govt company - ITO
products — agency - ITO company — agency - 79. Automotive -
ITO 36. State govt ITO ITO BPO
24. University — agency - BPO 55. Telecom - 68. University — 80. Telecom - ITO
ITO 37. Insurer - BPO BPO ITO 81. University —
38. Telecom -ITO 56. Telecom - 69. Telecom - ITO
39. Defence - 00 00 00 82. Telecom - 00
40. Federal govt  57. Federal govt 70. Insurer 83. State govt
agency - ITO agency -BPO ITO agency - BPO
BPO 84. Telecom - 00
41. Miner-ITO
42. Miner -1TO
43. Telecom - BPO
44. Telecom - BPO
45. State govt
dept - BPO

Notes: OO = operational outsourcing
ITO = IT outsourcing

BPO = business process outsourcing
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had either contributed directly to the successful aspects of the deals or
directly contributed to significant problems. In all, 1308 pieces of evi-
dence were identified that justify the need for each of the 54 activities.?!
To further test that these 54 were indeed necessary, the authors con-
ducted seven additional case studies in five different industries. None had
been a client of the first author. The authors held detailed, structured inter-
views with the CIO and the top contract manager in each firm. On average
the contracts were worth Au$40 million a year. In total, 34 hours of inter-
views were conducted in 2003 and 2004. In addition, the authors reviewed
documents, such as contracts, correspondence, and performance evalua-
tions. Table 2.4 summarizes the “average importance” scores from these
interviewees. As shown, every activity was rated “highly important.”

Table 2.4 The importance of each activity, mean scores from the seven addi-
tional organizations

Average importance score How important is Building
(1=notatall, 5= very) block
this activity average
BB1 Investigate 4.7
1. Gather insight via experts and experienced
organizations 5.0
2. Determine and test goals/expectations 44
3. Collectintelligence on market conditions and
potential suppliers 4.7
4. Investigate similar decisions and peer organizations 4.6
BB2 Target 4.7
5. Match goals to appropriate outsourcing model/framework 4.4
6. Identify, with objective criteria, suitable services to outsource 47
7. Prepare the 7 profiles 4.9
BB3 Strategize 4.6
8. Decide rollout approach 47
9. Determine key strategic “rules” 5.0
10. Design detailed end-to-end program 4.7
11. Identify and source the lifecycle skills 4.6
12. Prepare the lifecycle communications strategy 4.1
13. Prepare business case rules and the base case 4.7
14. Assess feasibility, risk, and impact 4.6
BB4 Design 46
15. Prepare commercial and operating blueprint 4.1
16. Develop the 4 balanced score metrics 43
17. Draft SLA 4.9
18. Draft the price framework 5.0
19. Draft contract considering the standard 90+ issues 4.7
20. Design the interparty relationship 4.6

Continued
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Table 2.4 Continued

Average importance score How important is Building
(1=notatall, 5= very) block
this activity average
21. Design the retained organization 4.6
22. Design the contract-management function 5.0
BB5 Select 4.8
23. Plan and detail the tender stages 49
24. |dentify right evaluation team 4.9
25. Determine right evaluation criteria and strategy for
each stage 49
26. Request right, clear,and comprehensive bid data
for each stage 4.7
27. Facilitate the best responses 44
28. Use interactive evaluation techniques 4.7
29. Select supplier based on value for money 4.6
30. Conduct the 5 due diligence on supplier 5.0
BB6 Negotiate 5.0
31. Prepare negotiation strategy and prioritize negotiation items 5.0
32. Conduct effective negotiations 5.0
BB7 Transition 4.7
33. Finalize and mobilize all plans 4.9
34. Resource transition project 47
35. Manage impact on staff 49
36. Manage transfers 4.4
37. Manage Knowledge retention and transfer 4.6
38. Implement retained organization and contract management 4.9
39. Engineer workflows, communication channels, authorities, etc. 4.7

40. conduct acceptance, closeout and post-implementation review 4.3

BB8 Manage 4.7
41. Invest in the relationship 5.0
42. Meaningful reporting and analyses 4.6
43. Regular communication and meetings 5.0
44, Diligent documentation and administration 4.7
45. Manage risks and plan contingencies 4.9
46. Manage issues, variations, and disputes 49
47. Effect continuous improvement and streamlining 4.7
48. Evaluate and audit supplier 43
49. Evaluate organization both as a customer and contract manager 4.6
BB9 Refresh 4.5
50. Ensure feasibility of options 4.9
51. Assess contract outcomes and lessons 4.4
52. Conduct knowledge refreshment 43
53. Reassess requirements 4.6
54. Determine the strategy and business case for each option 44

Average 47
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This finding demonstrates that the lifecycle, as proposed, is enduring and
fundamental for all outsourcing deals.??
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ior in subsequent rounds of outsourcing, including, more recently, in
the offshore and business process outsourcing arenas. See Lacity and
Willcocks, 2001, op.cit., and Cullen, Seddon, and Willcocks, 2001,
op.cit.

To create this graph, the airline assumed that each criterion carried
equal weight, thus each short-term and long-term rationale had one
positive point and each barrier one negative point. Furthermore, to
determine the relative strength of candidacy, the first consideration
was the overall score (the number of short-term and long-term ratio-
nale, subtracted by the number of barriers). If the overall score for
business functions was equal, the second consideration was the num-
ber of barriers. If the number of barriers in business functions was
equal, the third consideration was the number of short-term rationale.
This approach was meant to present a balanced picture of the overall
case, rather than “cherry pick” the areas perceived to be easy to out-
source or eliminating areas because of a single barrier.

In “Go Configure,” MIS, August 2004, pp. 58—60, Cullen and Seddon
define configuration as a high-level description of the choices the
organization has made in crafting its outsourcing portfolio and deals.
The three attributes of the configuration that describe the outsourcing
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portfolio are (1) Scope Grouping, (2) Supplier Grouping, and
(3) Financial Scale. The four attributes at the specific deal level are (1)
Pricing Framework, (2) Duration, (3) Resource Ownership, and (4)
Commercial Relationship.

The first research base is the 100-case base used as the basis of this
paper. The second is a 400+ longitudinal case study database held at
Warwick University. An early publication drawing on this research
base this was Lacity, M. and Willcocks, L. (1998), “An Empirical
Investigation of Information Technology Sourcing Practices: Lessons
From Experience,” MIS Quarterly, Vol. 22, 3, 363—-408. The third
research is a 2000 survey of 235 deals described in Cullen, S.,
Willcocks, L., and Seddon, P. (2001), IT QOutsourcing Practices in
Australia, Joint Deloitte-Touche Tohmatsu/University of Melbourne,
Melbourne. This is available from scullen@cullengroup.com.au.
Questions on costs were answered in detail by 78 respondents.

In one of our studies, the deals that outsourced over 65 percent of the
IT budget averaged a 10 percent management cost, while those under
25 percent of the IT budget averaged 3 percent. Management costs fell
between 1 and 10 percent of contract value. Detailed case study
research allows us to make some judgments about effective spend. If
one excludes from these figures the organizations having poor experi-
ences, those doing contract administration rather than effective man-
agement, and those playing catch-up due to early lack of investment,
the figures of 3 to 8 percent are reliable for domestic outsourcing,
checked across our three separate studies.

See Lacity and Willcocks, 2001, chapter 7.

See Kern and Willcocks, 2001, op. cit. Also see DiRomualdo, T. and
Gurbaxani, V. (1998), “Strategic Intent for IT Outsourcing,” Sloan
Management Review, Vol. 39, 4, pp. 1-26.

The value of the contracts ranged from Au$200,000 to Au$1.5 billion a
year. Of the 100 cases, 60 percent were in the private sector, 40 percent
in the public sector. Over 60 percent of the private-sector cases were in
the finance (insurance, banking, funds management), ICT (informa-
tion, communication and technology), or utilities (water, electricity,
gas) industries. Within the public sector, the cases were chiefly state
government agencies and departments. Nearly one-half of all the cases
involved pure ITO initiatives. Nearly one-third were what is known as
BPO, which has a large IT component but is mainly about outsourcing
a corporate or head office function. And nearly one-fourth of the cases
were operational outsourcing, which may have IT as an underlying
enabler but is chiefly about production and core-business outsourcing.
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As an academic note, a number of controls were applied in this
research process. One researcher was a participant observer in all 100
cases. She applied the test of including in her original list of activities
only those where she could directly attribute a notable benefit or prob-
lem as a result of either the activity’s performance or non-performance.
This test deleted a number of activities considered not important
enough to include, reducing the number of key activities to 65. A
further sifting by importance of activity outcomes, and frequency of
activity in the 100 case samples, removed a few more. The two
other researchers, both highly knowledgeable in outsourcing, then
skeptically reviewed these decisions and the decision processes, taking
into account a standard of research rigor expected in doctoral research.
This review resulted in the 54 activities considered key to the
outsourcing process.

The deals in the 100 cases and the subsequent seven organizations
were neither “failed” deals nor unmitigated successes. They represent
typical deals around the globe — each having aspects that worked and
aspects that did not work. The collective experiences of these organi-
zations formed the model presented in this paper. In addition, our find-
ings did not differ significantly between earlier cases and later cases,
with one exception. Because outsourcing management was a more
established technique in the latter half of the data collection period,
due to many organizations entering second-generation deals, we found
more evidence supporting contract-management activities in those
deals.



The core capabilities framework for
achieving high performing back
offices

Leslie Willcocks and David Feeny

Introduction

In 1998, Feeny and Willcocks published the core information technology
(IT) capabilities framework that identified four strategic domains (business,
technology, third-party sourcing, and governance) and nine capabilities for
high performing IT functions.! This framework was subsequently adopted
by many large organizations seeking to deliver highly effective and cost-
efficient IT services. This chapter extends the framework beyond IT by
applying it to other back offices, including human resources, accounting,
finance, and procurement. The resulting framework offers a powerful
model for creating high performing back offices in terms of strategic
agility, service excellence, and cost-efficiency.

The current framework is illustrated through three case studies, including
a multinational organization that is several years into a large-scale out-
sourcing arrangement, a medium-sized organization beginning to outsource
IT, and the BP-Exult? HR outsourcing arrangement. Senior executives in
these organizations learned the importance of retaining the nine key
capabilities discussed in this chapter. In comparing the three organizations,
we discuss the different challenges arising in organizations of different
sizes and at different stages in their ITO and BPO engagements.

The core capabilities strategy applied to back offices

Our core capabilities framework answers the questions raised by the shift
in organizational strategy initiated in the early 1990s. At that time, many

L.P. Willcocks et al., Global Sourcing of Business and IT Services
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organizations shifted their strategies from selling vastly diversified
products and services (to mitigate risks) to selling core products and services
(to maximize competitive advantage). An organization, it was argued, can
only be effective at a few core activities. Organizations should concentrate
on developing these core capabilities to world-class. Anything else should
be eliminated, minimized or outsourced.> But where should the line be
drawn? Too many senior executives applied the model too literally, believ-
ing nearly all their back office functions qualified as non-core capabilities
to be outsourced. One organization, for example, initially retained only 60
people in-house after transferring 3000 IT people to external suppliers.
The organization was woefully understaffed to adequately plan for future
needs, to administer outsourcing contracts, and to look after the organiza-
tion’s IT destiny.*

Our work makes a contribution by identifying where the line should be
drawn for back offices. We found that high performing back offices are
managed by a residual team of highly capable, demand-led, and strategy-
focused people. Senior executives in these organizations view their back
offices as performing “strategic,” “governance” or “intelligent customer”
roles. Essentially, this view emphasizes full in-house involvement for
upstream activities (particularly governance and strategy) and a “procure
and diligently manage” role for downstream activities (such as infrastruc-
ture, operational service, and support). A decade of case and advisory
work in the ITO and BPO areas makes clear to us that retained core
capabilities to strategize, keep control of the area, and manage external
supply are key components of sourcing strategy.

The core capabilities framework is derived from several strands of
research carried out in the 1993-2005 period.’ In reviewing this research,
organizations seemed to be converging on the core capabilities strategy
from two different directions. Some organizations started with the premise
that a back office should be outsourced, leaving the question: What, if any,
capability should be retained in-house? These organizations largely
concluded that they needed to retain contract and supplier management
capabilities. By contrast, other organizations started with the premise that
the back office represented an important strategic resource, leaving the
question: What capabilities do we need to ensure continual exploitation?
These latter organizations largely concluded that they needed capabilities
to understand and articulate business-driven needs, and those that relate to
developing the appropriate technical and operational platform. They were
often less sophisticated in their requirements for contract and supplier
management capabilities, even if they assumed that many back office
services would be externally sourced in the future.
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A second observation from this research was that senior executives
tended to assess their back office resources such as headcount, budgets,
physical facilities, and technology, rather than their capabilities to
effectively manage and deploy these resources for the business’s benefit.
Our framework encourages senior executives to broaden their perspective
from exclusive assessment of operational resources to include strategic
capabilities and competencies. We define a capability as a distinctive set of
human-based skills, orientations, attitudes, motivations, and behaviors that
transform resources into specific business activities. Collections of
capabilities, in turn, create high-level strategic competencies that positively
influence business performance.

By synthesizing the learning from all the research, we can provide a
rich picture of the core capabilities required in back offices over the next
five to seven years.

Revisiting the Feeny-Willcocks core
capabilities framework

The original Feeny—Willcocks framework was developed only for IT.® Here
we extend the framework further by applying it to all back office functions. A
constant finding from our BPO research is that IT is increasingly utilized as a
process enabler in all back offices. Thus, the relevant IT capability is embed-
ded in our expanded framework. The first step in the synthesis is represented
by the four competencies of the retained back offices (see Figure 3.1). Next,
we present the nine core capabilities that populate the four competencies (see
Figure 3.2). We then discuss the implications and challenges this form of core
retained back offices represents. We illustrate the implementation issues using
three ITO and BPO case studies. From these, we derive major lessons on how
high-performing back offices can be created, managed, and leveraged.

Figure 3.1 shows the four competencies of a high performing back
office:

1. The business competency is concerned with the elicitation and
delivery of business requirements. This competency is business-
focused, demand-driven and concerned with defining the sys-
tems/processes to be provided, their relationship to business
needs, and the inter-relationships and inter-dependencies with
other systems/processes.
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2. The technical competency is concerned with ensuring that the
business has access to the technical capability it needs. This com-
petence takes into account such issues as current price/performance,
future directions, and integration potential. This competency is about
defining the blueprint or architecture of the technical platform that
will be used over time to support the target systems and processes. It
presents the set of allowable options from which the technical
implementation of each system and process must be selected.

3. The supply competency encompasses understanding and use
of the external business services market. This competency is
driven by decisions about the sourcing of back office activities.
Large back offices may be sourced with a variety of sourcing
options introduced in Chapter 1, including staff augmentation, fee-
for-service outsourcing, and strategic partnerships. Particularly
critical here are decisions on what to outsource and insource. For
outsourcing, the competency entails selection, engagement, and
management of third-party suppliers.

4. The governance competence is concerned with the governance
and coordination of the back office’s activities relative to the
organization as a whole. A further focus here is on a strategy for
delivery and actual systems/process implementation.

» Demand
« Opportunity
« Strategy

I

1. Elicitation and
delivery of
business requirements

4. Governance

3. Managing
external
supply

2. Ensuring
technical/

— —

» Technology process * Market monitoring
* Integration ability + Supplier relations
« Architecture + Contracts

Figure 3.1 Four competencies of high performing back offices
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Business and function vision

Business systems
thinking

Relationship
building

Contract
facilitation

Leadership;
informed
buying

Contract

Archi.tecture monitoring DeIive'ry of
planning and Technical/ service
design process

architecture IT work

development

Figure 3.2 Nine core capabilities for high performing back offices

Nine core capabilities for high performing
back offices

In this section, we define the nine capabilities required to render the four
competencies dynamic and fully operational. The capabilities are shown in
Figure 3.2. It should be noted that the nine capabilities populate seven
spaces. Their placement in these spaces represents the relative contribution
of a specific capability to the four competencies. Four of the capabilities
primarily contribute to one competency:

® The business systems thinking capability primarily supports the
business competency.

® The technical process and architecture capability primarily supports the
technical competency.

® The contract monitoring capability and the supplier development
capability primarily support the supply competency.

Three capabilities are placed in the intersection of two competencies
because they contribute to both competencies and also serve as interfaces
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between two competencies:

® The relationship building capability contributes to and interfaces with
both the business and technical competencies.

® The contract facilitation capability contributes to and interfaces with
both the business and supply competencies.

® The making processes and IT work capability contributes to and interfaces
with both the supply and technical competencies.

Finally, there are the governance capabilities that are placed within the
intersection of all the competencies. These are the leadership capability
and the informed buying capability. We now move to detailing each of the
nine capabilities.

1. The Leadership Capability integrates the back office effort with
business purpose and activity. The central task is to devise organizational
structures, processes, and staffing to successfully manage the interdepen-
dencies, and to ensure that the back office function delivers value for
money. Leaders also influence the overall business perception of the back
office’s role and contribution. They establish strong relationships at the
executive level and leverage those relationships to achieve a shared vision
of the back office. At the same time, leaders determine the values and cul-
ture of the back office function and instill the belief that back office staff’s
first duty is to contribute to the business.

2. The Business Systems Thinking Capability ensures that back office
capabilities are envisioned in every business process. In the best practice
organizations we have researched, business systems thinkers are important
contributors to teams charged with business problem solving, process
re-engineering, strategic development, and delivering new capabilities.
Business systems thinking is about seeing how systems, processes, technolo-
gies, and skills can be integrated to support strategic intent and to achieve per-
formance goals. Business systems thinkers help to ensure that organizations
do not operate as isolated silos, but rather as integrated business units.

3. The Relationship Building Capability gets the business construc-
tively engaged in operational back office issues. Relationship builders
facilitate the wider dialogue by establishing understanding, trust, and coop-
eration between business users and back office specialists. Relationship
builders develop users’ understanding of the back office and its potential for
their line of business. They help users and specialists work together, and
ensure user ownership and satisfaction with back office services.
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4. The Architecture Planning and Design Capability creates the coherent
blueprint for a technical platform which responds to present and
future business needs. The architect anticipates process and technology
trends to ensure that the organization is consistently able to operate from
an effective and efficient platform. Architects must deliver without con-
stant investments in energy-sapping migration efforts or over-dependence
on suppliers. The architect plans and shapes the increasingly IT-
enabled infrastructure. They do this through developing the vision of an
appropriate technical platform, and through formulating associated policies
that ensure necessary integration and flexibility in IS/IT services across
the firm.

5. The Making Processes and Technology Work Capability rapidly
trouble-shoots problems which are being disowned by others across
the technical supply chain. Operating in the overlap between the techni-
cal and supply competencies is the core capability of making processes
and technology work. Process and Technology workers are needed to
assess and challenge third party suppliers’ claims about technical prob-
lems and proposed solutions. The capability requires the insight of an
architecture planner, together with a pragmatic and short-term orientation
to problem resolution. The capability requires a strong and broad under-
standing of technology fundamentals, rather than a deep understanding of
a few technologies.

6. The Informed Buying Capability manages the back office sourcing
strategy to meet the needs of the business. Informed buyers analyze the
external market for relevant business and IT services. They provide leader-
ship of the tendering, contracting, and service management processes. In an
organization that has decided to outsource most of a back office function, the
informed buyer is the most prominent role behind that of the back office head.

7. The Contract Facilitation Capability ensures the success of existing
contracts for external business/IT services. Contract facilitators serve as
liaisons between business users and thirty-party suppliers. The contract
facilitator tries to ensure that problems and conflicts are resolved fairly
between them. Arrangements for the delivery of back office services are
complex. This action-oriented capability is needed because

business users want one-stop shopping,

the suppliers need the buffer to foster realistic user expectations,
multiple suppliers need coordinating,

it enables easier monitoring of usage and service, and

user demand must be managed to prevent excess charges.
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8. The Contract Monitoring Capability protects the business’s con-
tractual position, present and future. As organizations exploit the
burgeoning external market for business services, contract monitoring
becomes a core capability. Contract monitors hold suppliers accountable
against both existing service contracts and the developing performance
standards of the services market. Contract monitors produce a report card
for each supplier that highlights their achievement against external bench-
marks and the standards in the contract.

9. The Supplier Development Capability identifies the potential added
value from business service suppliers. The single most threatening aspect
of large-scale outsourcing is the substantial switching costs. Hence it is in the
company’s interest to maximize the contribution of existing suppliers.
Anchored in the supply competency of our model, the supplier developer is
concerned with the long-term potential for suppliers to add value. Supplier
developers guard against the “mid-contract sag,” which occurs when the sup-
plier’s innovation and enthusiasm wanes two or more years into the contract.
Supplier developers seek to invigorate the relationship, perhaps by finding
shared sources of revenue generation or new investments that benefit both
parties.

Challenges and issues

The framework presents a number of serious human resource challenges.
Each of the nine capabilities required to deliver the “high performance”
concept implies a set of behaviors, characteristics, and skills. In contrast
to the more traditional skills found in back office functions, our work
suggests four key human resource developments:

1. Organizations need to place a much greater emphasis on business
skills and business orientation in nearly all the capabilities. The back
office personnel need to understand and communicate the cost/service
trade-offs associated with delivering services to meet overall business
needs. Some pundits further advise that back office personnel should con-
sider the business users as customers. But that view can be expensive if it
focuses back office personnel on meeting highly idiosyncratic needs
within each business unit. A proper business orientation always balances
the efficiency of shared services against the business units’ preferences for
customization and decentralization.

2. Organizations need to significantly develop soft skills across all the
capabilities. In the “high performance” model there are fewer retained
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staff, resulting in greater contact with business users, managers, suppliers,
and each other. To effectively work in this environment, people who fulfill
the nine capabilities increasingly need soft skills such as interpersonal,
bridge building, leadership, communication, team building, and negotiating
skills. The mix of soft skills varies across the capabilities. Bridge-building
skills are most important for the capabilities that overlap two or more com-
petencies. Leadership skills are prominent in the leadership, informed
buying, and to a lesser extent, the business systems thinking capabilities.
Communication, team-building, and facilitation skills are highest in the
leadership, relationship building, contract facilitation, and informed buying
roles. Negotiation skills are a prime requirement for informed buying,
relationship building, and contract facilitation.

3. Organizations need to attract, develop, and retain high performers.
The major shift we are observing is toward fewer personnel, but of very
high quality. High performers require challenge and specific attention to
their career planning needs. The people being targeted for the nine capa-
bilities look more familiar as senior professionals within a major manage-
ment consulting firm than back office staff. They are largely self-driven
and job satisfaction-oriented. In practice, recruitment and retention of
these high quality professionals posses major human resource manage-
ment issues: How can organizations pay them enough to compete with ser-
vice providers? How can organizations provide them consistently with the
level of challenge they look for in the job? How can organizations provide
them with a career path despite the very small numbers?

4. Organizations need to employ enough people to adequately cover all
nine capabilities. Each capability requires a specific set of skills, attributes,
and drivers. Our experience to date is that one person could deliver high per-
formance in no more than two or three roles at any single point in time. This
has considerable implications for staffing, personal and career development.

These major challenges are found in both private and public sector
organizations. In several respondent organizations, and across sectors, we
have witnessed a reactive rather than anticipatory approach to human
resource issues associated with back office functions. Many firms have
some sense of operating a core—periphery model, the notion being that core
workers have superior working terms and conditions, employment security,
training and development opportunities, and long-term career paths within
the firm. Core workers give stability in key areas together with functional
flexibility. Meanwhile non-core workers on more limited contracts offer
financial and numerical flexibility. In reality, the “high performance team”
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concept for the back office function provides additional challenges for the
wider organization, and assumes, for its operationalization, a supportive
environment that was not always prevalent in organizations we studied.
Outdatedness, mismatching, inflexibility, and lack of investment in the
human resource policy of the wider organization often disadvantage the in-
house back office function against the external labor market. Wider studies
of labor markets indicate all too often a short-termism, reliance on buying
in staff, lack of training, development, and career paths, and considerable
neglect of human resource strategy generally.

A further human resource challenge rests with what one respondent
termed “the legacy people” problem. In other words, what about existing
staff that the high performance model specifically excludes? Some
approaches we have observed in various combinations are: early retirement,
redundancy packages, making people redundant as the in-house legacy
systems become redundant, and relocation and retraining. In outsourcing
situations one common response has been to transfer such staff to suppli-
ers. One difficulty is that suppliers, understandably, prefer to take only the
better-motivated and skilled staff; sometimes the result has been that the
staff that remain are not sufficiently motivated, or capable, of delivering on
the in-house high performance requirement.

A final challenge relates to project management capability. Note that this
does not appear as a core retained capability in Figure 3.2. In dynamic busi-
ness environments, the emphasis has shifted from hierarchical, functionally
based organizations toward task and project-based ways of operating. The
assumption here is that project management skills will be spread through-
out such organizations. Project management must be an organizational core
capability, and not the preserve of one function or department. However our
research into ITO and BPO arrangements frequently reveal organizational
project management capability as patchy at best. Yet, as we will see in the
BP-Exult case below, outsourcing can involve immense organizational,
human resource, and technological changes that require strong project
management skills. Should these rest in the retained function or the
supplier, if they are not available from the wider client organization?

Three case studies on implementing core back
office capabilities

We now compare findings on two IT sourcing arrangements that explicitly
adopted the Feeny—Willcocks framework, and one BPO arrangement that
ran into transitional problems. The first case involves one of the largest IT
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outsourcing deals at the time (US$4 billion) between DuPont and its sup-
pliers, CSC and Andersen Consulting. The deal was signed in 1997 and
reconfigured in 2003/04. For comparative purposes, we also review the
evolution of the IT function at State Super Financial Services (SSFS) from
2000 to 2005. SSFS is a medium-sized Australian enterprise that was grad-
ually moving to more outsourcing over the study period. British Petroleum
(BP), on the other hand, is one of the biggest oil majors in the world,
which, by 1999, had over ten years’ experience outsourcing IT and
accounting functions. This spread allows us to explore the applicability of
the core capabilities framework to both ITO and BPO in three different-sized
organizations, each with distinctive sourcing strategies and implementation
challenges.

In the DuPont case, we conducted 26 interviews in one round in
August 2001 to discover how the model was being utilized, the challenges it
presented, and the outcomes of its use, and have tracked progress since. In
SSFS, a much smaller organization, we conducted four interviews over the
2000-04 period. For the BP case we draw upon conversations with four
senior BP and Exult participants between 2000-04 and published studies.’
In all three organizations, we also analyzed in-house documents relating to
the function, its in-house capabilities, the progress of outsourcing, and the
development and success of the IT or HR function.

Case study 1: DuPont - A global manufacturer

DuPont is a chemicals, health care, materials, and energy multinational
operating in a range of segments. Its divisions include Agriculture and
Nutrition, Coatings and Color Technologies, Electronic and Communication
Technologies, Performance Materials, Safety and Protection, (Textiles/
Interiors/Other was divested in 2004). By the end of 2004, DuPont had
US$27.3 billion revenues and 55,000 employees worldwide. Its 20 plus
strategic business units operated in more than 70 countries. From
1996 DuPont strove to focus on core business competencies and has regu-
larly divested non-core businesses. It has also focused on reduction of
overhead costs and increased capital efficiency. Part of this involved IT
outsourcing.

In 1997, DuPont signed a series of ten-year contracts, worth US$ 4 billion,
with CSC and Accenture (then Andersen Consulting). By 2002, 80 percent
of its IT spending (total: US$600 million a year) and 75 percent (3000) of
its I'T staff had been transferred to its alliance partners. CSC was responsible
for shared infrastructure worldwide, and corporate, regional, and business
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specific applications, while Accenture managed the Chemical division’s
business enterprise applications. DuPont initially retained 100, (later
reduced to 60), central staff to manage the contracts, and over 1000 dis-
tributed technical and business people to provide business IT leadership,
process control computing in manufacturing, and R&D computing.

For new project work, DuPont retained the right to source from any-
where as well as from one or both sitting suppliers. As one example, by the
late 1990s DuPont had identified a new US$400 million worldwide
SAP/Y2K project. One supplier brought 400 SAP people on to the project.
To supplement the other supplier’s SAP skills, DuPont transferred
300 people from the divisions over to the supplier. The supplier then bore
the costs of their SAP training. DuPont also adopted a balanced scorecard
approach for benchmarking the health of its IT service silos. By 2001,
DuPont had reduced its 90 percent fixed IT costs to 50 percent fixed, was
getting quicker injections of skills from suppliers than it had before out-
sourcing, was achieving increases in some service speeds and flexibility,
was probably achieving modest cost reductions on a pro rata basis (overall
IT budget actually increased due to greater demand), and had given a
range of its ex-employees real career development opportunities.
However, by 1999, it was questioning whether it had given away too much
IT technical and management expertise.

IT organization and core IS capabilities

By this date, the CIO headed two organizational units — Global Services
and Alliance Operations. Global Services had 70 people providing
leadership of strategic planning, architecture, security, emerging technolo-
gies, and enterprise-wide projects. Oversight of regional and specialized
services was delegated to 350 people across five regions responsible for
country-specific IT architecture and administration and management of
regional suppliers. Global Services also had a Business Unit Support
group made up of 500 employees across 20 divisions. These looked after
manufacturing process and production controls, business-specific applica-
tions, and IT for central R&D. Alliance Operations consisted of 47 people
who managed business unit demand for supplier services, monitored
supplier service delivery, developed SLA metrics, and achieved continu-
ous performance improvement. Of the 47, 10 dealt with Infrastructure,
including oversight of the CSC deal and service responsibility for desktop,
telecom, midrange, and mainframe. Another five dealt with Applications,
including oversight of Accenture/CSC and liaison with four business
divisions. Three employees looked after contract management, including
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performance scorecards, and contract dispute resolution. A further 20 people
managed IT Finance, including invoices, charges to business units, audit
billing accuracy, and timeliness.

While this seemed sufficient, by early 1999 DuPont began to question
whether its internal capabilities were strong enough. IT leaders were often
excluded from critical business discussions and decisions. Succession
planning for IT leaders and core staff needed work. And employees were
looking for guidance on changing skills and career paths. About this time
DuPont adopted the Feeny—Willcocks framework to begin formalizing
competencies, job families, personal development opportunities, and career
paths. DuPont defined relationship building, leadership, contract facilitation,
informed buying, and making technology work as “general competencies,”
and pointed to three career paths: (1) Business and IT Vision (needing busi-
ness systems thinking), (2) Design of I'T Architecture (requiring architecture
planning) and (3) Delivery of IT Services (including supplier development
and contract monitoring). In December 2000, DuPont launched an intranet-
accessible career management site, enabling employees to identify required
competencies — business, interpersonal, and technical — for each of its
DuPont’s 55 existing and prospective IT roles.

Our own analysis of DuPont’s retained IT capabilities took place in
July 2001. The overall finding of weaknesses in retained core capability
some four years into a large-scale outsourcing arrangement was not, in
fact, untypical of what we have found elsewhere.® On Business and IT
Vision, we found the following. With limited local resources, business unit
IS leaders tended to be driven to operate also in relationship building and
contract facilitation modes. The focus on service delivery, automation, and
firefighting diminished strategy and value creation. Business unit execu-
tives themselves commonly positioned IT as an agent of cost reduction,
rather than of business value creation. Business systems thinking was
generally squeezed out of the IT frame. Suppliers were not filling the gap
in stimulating innovation for business value.

On IT Service Delivery, we saw the informed buying and supplier
development roles needing considerable enhancement. Many business unit
IT leaders needed to move from firefighting to a more strategic focus.
Making technology work was often underpowered, given the IT demands.
Furthermore, the variable strengths of the suppliers operating in different
parts of DuPont exacerbated the making technology work capability.
Neglect of the supplier development capability contributed to a number of
adverse supplier behaviors and practices. The type of relationship had not
moved on and this inhibited DuPont’s ability to tap into the suppliers’
intellectual capital. Weakness in informed buying led to limited sourcing
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vision, intra-DuPont learning, and limited future sourcing flexibility. As a
result, the issue of how to anticipate and cope with sourcing changes over
the next four to ten years was not being addressed sufficiently.

On designing IT architecture, DuPont’s position fitted fairly well with
our findings elsewhere. DuPont had already noted its weaknesses here and
was rebuilding this capability. It needed to develop career paths and more
staff for this key area. One weakness of our own model, identified in work
in 2001 on building e-business infrastructure, is that architecture needs to
be more closely aligned with business strategy. Our conclusion in our 2001
study was that infrastructure and architecture planning were now board-
room issues because the technology platform now influenced greatly what
was and was not possible as a business. The implication for DuPont was to
ensure that architecture planning becomes closely co-located with busi-
ness planning. Here we recommended development of career paths for this
core, retained capability, with the possible quick hiring of experienced
staff to fill the vital gap.

On a regional basis, we found Asia Pacific quite well adapted and lever-
aging the core IS capabilities concept. Europe and South America had not
yet tailored the capabilities to their environments and resource levels.
Some core IS capabilities definitely needed enhancement in terms of making
local resources available. In particular, contract facilitation, making tech-
nology work, business vision, and contract monitoring capabilities were
lacking. In terms of DuPont’s overall objectives, we felt it could only
move from cost reduction to business value if business executives were
educated into the transformational possibilities of IT. Increased delivery
speed needed more in-house project management capability and a rapid
application development approach, risk-reward contracts with suppliers, a
change in the bureaucratic process by which work was contracted for and
assigned, architecture planning linked to business vision, and strengthened
technical fixer and contract facilitation capabilities in order to leverage the
operational service. Innovation could be delivered through enhanced
business systems thinking, informed buying, and supplier development
capabilities to unlock supplier potential and greater internal and external
networking. To facilitate these moves, the core IS capabilities framework
was correctly positioned for career development, but needed to be further
imbedded in human resource processes, including selection, appraisal, and
reward systems.

By early 2003, the competency modeling and career development self-
service efforts had generated several positive results. Eighty percent of staff
accessed the site in 2002 and 30 percent created career plans. Employees
and managers focused on competencies rather than administrative tasks.
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By 2003, the company was able to fill 90 percent of key leadership positions
internally, despite the fact that it had reduced the pool of potential succes-
sors from 4000 to 1200 as a result of outsourcing. The projected shortfall
of in-demand employees was reduced from 30 in 1999 to two in 2004. The
strength of emerging IT leaders was recognized by business management,
with 90 percent of business unit CIOs reporting to a business unit
VP/General Manager as opposed to 50 percent previously. Even more
importantly, DuPont felt that it had wrested back control of its IT destiny
and put itself in a much better position to leverage its relationships with
suppliers, and renegotiate sourcing arrangements into the future, as it
began to do from 2003 onward.

Case study 2: State Super Financial Services
(SSFS) — a medium-sized enterprise

SSFS Australia Limited provides professional financial planning and fund
management services exclusively to current and former public sector
employees and their family members. SSFS has four main products:
personal retirement plans, pension funds, investment funds, and a fixed
term pension plan. The company has offices in major cities in Australia,
over 400 employees, and over 33,000 clients. In December 2004, it had
funds in excess of AU$4.7 billion under management.

The company’s strategic plan during 2002-05 identified three core
competencies: attraction, conversion, and retention of clients. It estab-
lished key mission success indicators needed to achieve its goal of becoming
“one of Australia’s leading financial planning and funds management
organisations” (in-house strategy document).

The role of IT

In 2000, the IT function was staffed by 17 people including the CIO, a
developer, and 15 support staff. Historically IT had provided a purely sup-
port role for IT infrastructure and externally sourced business applications.
From 2000, IT developed an enabling capability as the company sought to
gain competitive advantage from its I'T investment. By 2002, a number of
IT issues had been identified. SSFS had a strength in its unique in-house
financial planning and marketing software. However, there was under-
utilization of IT in SSFS’s work processes, and the threat of loss of
clients due to an inability to readily match competitors in the provision of
e-commerce capabilities.
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The 2002 IT action plan consisted of three broad activities:

1. exploit competitive advantage of the in-house developed software

2. achieve productivity improvements through business process automation
by integrating disparate IT systems, and

3. deliver IT services to meet existing and future business needs.

An analysis of the external IT environment found four major forces to
which SSFS needed to respond. First, there was an increasing focus on
integration of existing IT services. This required a shift in emphasis from
development to systems integration. It required sourcing appropriate skills
sets and buying/building the appropriate IT infrastructure. Second, there
was a greater move to outsourcing. SSFS identified a need to selectively
externally source more IT services once it had identified core in-house
capabilities and ways of benchmarking service provision. Third, SSFS
assigned itself a watching brief on the evolution of web services for
information exchange, believing this to be two to three years away from
commercial adoption. Lastly, business units were looking outside the com-
pany for the information sharing vital to value creation. Therefore, SSFS
needed to extend IT service delivery outside the organization, with 24 by
7 availability. This implied expanding the skills in relationship manage-
ment and negotiation with business partners, and the need to increase the
collaboration between employees with skills sets in legacy systems and
those operating with newer technologies.

Technically, the 2002 IT strategy involved integration of the company
web site, its virtual private network, its financial planning, registry, and
customer relationship management (CRM) systems, together with a B2B
capability through its Pillar and Master Custodian/Fund Manager software
and systems. SSFS intended to develop in-house any system/software that
gave it competitive advantage, but eventually to outsource the rest. While
IT network and service availability compared favorably against competitors,
there was a noticeable gap in e-commerce offerings. By 2003 much
progress had been made on the new security, systems and network architec-
tures, and work on the information architecture had commenced. On infra-
structure, a number of weaknesses needed to be addressed. The network
contained numerous single points of failure. A single failure could result in
all central IT services being unavailable to a regional office. Disparate
servers and business applications made information storage fragmented
across a large number of servers. The data back-up strategy was complex
and time-consuming, while disaster recovery was complicated. The central-
ized management of systems and networks was limited. All these problems
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would only be exacerbated by the future planned growth of the company.
The new proposed infrastructure was to be scalable and modular, capable of
supporting 24 by 7 applications, providing levels of redundancy, and
improving back-up, recovery and disaster recovery. The infrastructure
program of work carried out from 2003-05 involved enterprise database
consolidation, disaster recovery upgrade, replacement of the Unix operating
system on which Registry and CRM applications ran, a move to centralized
storage and back-up, upgrading from Windows NT to Windows 2000, and
improvement of the messaging infrastructure.

On business applications, 2002-05 saw the in-house upgrading of
Financial Planning systems. The Registry system was a third-party
package with limited functionality that, as a core system, needed in-house
work to achieve integration with other applications. The core CRM system
was a third party package not being further supported by the supplier, was
costly, and needed to be replaced. In effect, 2003-05 saw twelve business
application programs of work operationalized to remedy the situation.

IT organization and core IS capabilites

SSFS, under the CIO’s advice, adopted a centralized IT organization
structure. This was because of the small size of the company and the fact
that much of the business structure itself was centralized. This allowed
close scrutiny and control of IT costs, and also facilitated the task of build-
ing an IT infrastructure that adhered to a single set of architectures.
By 2003, the CIO reported directly to the SSFS Managing Director. The CIO,
Geoff Purcell, had under him four departments: Application Development
had nine staff, IT Systems Network eight, Technology Architecture two and
Project Office two. This structure, evolved in the course of 2002-03, repre-
sented a significant shift from the inherited situation of 2000 (see Figure 3.3),
and was designed to facilitate the 2003—05 programs of IT.

In its forward strategy, SSFS had also explicitly adopted the Feeny—
Willcocks core IS competencies framework. A piece of thinking in 2002
saw SSFS IT competencies classified into:

1. Nine core IT competencies — enabling the company to exploit IT
successfully however the IT services are provided (Feeny—Willcocks
framework)

2. Strategic IT services — supporting business differentiation and competitive
advantage

3. Tactical IT services — supporting the provision of business services
necessary for ongoing operations.
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Figure 3.3 SSFS May 2000

Note: BST stands for Business Systems Thinking

Both 1 and 2, as “core,” would be internally sourced. In the case of 2, the
IT function would provide development and support for two applications.
The PSP/Profile systems clearly differentiated the SSFS provision of
financial planning advice from that of competitors. Meanwhile SPIRS
(superannuation payments information reporting systems) gave SSFA
competitive advantage through the information and analysis of informa-
tion provided under agreements with clients. This enabled the company to
managed a more targeted and effective marketing effort.

Tactical IT services, on the other hand, would be reviewed regularly,
externally benchmarked, and provided through the most cost-effective
means possible. This covered all non-core work in environment manage-
ment, systems and network management, IT help desk, application
support, project management, and applications development. In 2002,
SSFS already used external suppliers for a range of IT services, including
web site hosting and management, security assessment, infrastructure
design, web site development, and graphical design. The updated strategy
pointed to even greater outsourcing of non-core IT services.

In May 2000, the in-house core capabilities were as shown in
Figure 3.3. Remembering the relatively small size of SSFS and the support
role of IT at that time, the CIO’s assessment was that, on the business face,
SSFS were “doing okay.” (In the scoring system, ++ is satisfactory
while —— is very inadequate.) Having said that, Geoff Purcell was
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responsible for both leadership and business systems thinking, and there
was no relationship building capability. Given the plans by 2002, all three
capabilities would need significant bolstering if progress was to be made.
The gaps on architecture planning and making technology work were all too
obvious, with a legacy of 15 IT support staff and only one developer in-
house. Implementation of the IT strategy, on SSFS’s own evidence, needed
significantly more capability in these areas. Likewise, in May 2000, SSFS
was not at all set up to manage external I'T supply, with, in fact, the CIO car-
rying out the informed buying role, limited contract facilitation competence,
and very little contract monitoring and supplier development capability.

Not surprisingly, the 2002/03 IT strategy took explicit note of these
gaps and presented a modified structure that had been developing over
the previous 18 months, and which embodied the core IS capabilities more
obviously. The Systems and Networks team was to be the first “port of
call” for any business users with IT issues. It also planned, selected, and
deployed IT infrastructure (along with the Technology and Architecture
team). It also (with the Applications Development team) provided support
specific to any key application utilized. This embodied aspects of the
technology fixing, relationship building, and contract facilitation roles
from the Feeny—Willcocks framework.

The Applications Development team was made responsible for developing
applications in-house, selecting applications packages provided by suppliers,
and second-level application support. This covered the technology fixer
and contract facilitation roles in Figure 3.2. The Technology Architecture
team was made custodian of the technical architecture. It was responsible
for the review and approval of all new technology within the company,
thus covering Feeny and Willcocks’s architecture planning role. In 2003
SSFS also recruited a new Project Office team to work in the IT function,
reflecting the large number of new IT projects. The CIO continued to carry
out the leadership, informed buying and supplier development roles.
Operational contract monitoring was pushed into the Systems and Network
and Project Office teams.

Case study 3:British Petroleum - An oil and
energy multinational

BP is a global oil, energy, and petrochemicals group. In 2004, with
employees numbering 102,900, it reported US$285 billion revenues, and a
profit of US$15.4 billion. With the rise in oil prices, 2005 was an even
more successful year. It operates in over 100 countries. BP has a long
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history of back office outsourcing, beginning with selective I'T outsourcing
from 1987 to “total” IT outsourcing at BP Exploration from 1993. BP has
outsourced its accounting function since 1992/23.2 Tt has also undertaken
a number of mergers in recent years, notably those with Amoco in 1998
and subsequently Arco, both of which complicated outsourcing strategy
and arrangements, as we shall see. Throughout the 1990s, “core compe-
tence” thinking drove BP into a number of innovative outsourcing deals,
including the Human Resources (HR) deal with Exult described in this
section.

Towards HR outsourcing

According to BP executives, by 1997 outsourcing further back office
functions had become an imperative. Low oil prices made cost reduction a
priority. BP had built up experience at managing outsourcing, especially in
Europe. The merger with Amoco in 1998, and the prospect of future
mergers, added scale to the argument that outsourcing HR was worth the
effort. Moreover, the HR inheritance plus the merger had created a
plethora of HR systems and ways of doing things that needed to be recon-
ciled. Costs seemed uncompetitive and delivery uncertain. Moreover, the
burden of administration was preventing the function from performing
effectively in more strategic aspects of HR services, for example HR strategy,
design, performance management, and regulatory issues.

Over these years, BP had considered several potential contracts, but all
had fallen through. The new contract was strongly competed for by two
start-up BPO suppliers, Exult and Xchanging. In late 1999, an initial
seven-year US$600 million deal was signed with Exult, covering 56,000
of the 100,000 BP employees in USA and UK. Later add-ons followed
when BP merged with Arco, Vastar, and Burma Castrol. By early 2004,
60,000 employees were in Exult service scope, compared with 115,000 BP
staff worldwide. Exult guaranteed direct operating cost savings of 20 percent
from the sixteenth month of the contract, with further gain-share once
Exult had recovered defined investments and expenses.

The initial scope covered mainly transactional services, specifically
payroll, benefits and compensation, training and expatriate admini-
stration, supplier management, severance processing, compliance reporting,
relocation, administrative aspects of employee recruitment, training and
performance, and the underlying information technologies and systems.
According to management, BP wished to retain “only the things that
require judgement and policy,” such as HR policy, strategy, professional
resources, and labor relations. The effect was a possible 40 percent reduction
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in internal HR staff numbers. Recognizing the risks being taken, BP
secured a limited ownership (less than 8%) stake in Exult, to align both
parties’ interests. BP wanted Exult to be economically successful by
building leading edge tools and recruiting talent. This would save BP itself
from having to invest in the HR area, including e-HR technologies that
Exult considered one of its core capabilities. For BP, a web-enabled HR
function seemed an effective way forward to take advantage of the
common desktop and laptop operating environment recently established
throughout BP.!°

Putting BPO to work: Emerging challenges

In practice, both BP and Exult were taking a number of risks. Exult was a
start-up with no real body of experience or best practices on which to
build. HR outsourcing was a relatively new field. Exult had to staff up
across the board with people who had designed or run shared service cen-
ters, BPO experts, HR professionals, and IT people with web expertise.
The scope of the task was formidable, and not fully understood by BP
managers themselves. Exult had to integrate multiple, diverse HR systems
across BP, connect and standardize them using new technologies, while
also supporting BP’s line businesses which were also undergoing restruc-
turing in the face of recent and future mergers. An overall governance
steering group was formed, together with a series of joint project teams.
As the extent of the complexity emerged, it was decided to focus initial
efforts on the United States and the United Kingdom only. Exult took over
BP’s HR administration processes in those locations in April 2000. These
would be operated “as-is” and transferred to an Exult operations center
later or, if passing prescribed readiness tests, transferred immediately. At
the same time, Exult needed to work on delivering the e-HR web-based
processes BP were expecting. There were problems immediately, with
little going as originally planned. The tasks of creating HR capability, tran-
sitioning work, redesigning and delivering web-enabled process proved
highly challenging. In particular, the point and click e-HR world dreamt
up during the Internet “bubble” was much less practicable than imagined.
The deadline for e-products was set for mid-April 2000. These products
included the “International Calculator” (essentially a calculator for expa-
triate employees, tapping into company policies on relocation), a senior
management career and data facility, and later “My Future” that helped
employees look for other jobs within BP. “My Data” was a longer-term
project scheduled for 2001 delivery. But the difficulties in creating a
global database of peoples’ skills and vital information — kept up-to-date
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by the employees themselves — underlined the massiveness of the under-
taking. Faced with conflicting information and lack of standardized HR
databases, the project had still not been completed by 2003. In practice the
overall e-HR effort only really began to come to fruition in 2004.

But what of the fundamental administrative tasks to be transferred to
Exult? Within 15 months of signing the contract, Exult was expected to
standardize and operate up to 20 processes, usually working differently at
each major site (UK, for example, had ten major sites). In 2000, it built
from scratch and staffed a service center in Glasgow, to which few BP
employees wanted to transfer. It had already bought a call center in Texas
to service the United States. In practice, standardization of processes did
not happen during transition. Faced with the struggle to staff and deliver
service, a strategic decision was made (by BP and Exult) to hand things
over to Exult as they were. As a result, a great deal of complexity passed
into Exult’s processes. On the transition date, Exult found itself managing
multiple systems, with a new staff, from a central location, with little of
the economies of scale and efficiency that would have come from early
standardization. Moreover, Exult people at the Glasgow service center had
no specialized knowledge of local site work and processes. Despite
knowledge-sharing events, many BP HR people were unconvinced it was
a major priority, especially with the Amoco merger needing their attention.
(The same would happen during the 2002 BP—-Arco merger.) Moreover,
these events put additional strain on HR systems, just when they were
being transitioned.

There were serious people issues in the transition phase. The actual
moves were managed smoothly but in a climate of unsettling uncertainty.
Senior executives supported the moves, some HR executives were skepti-
cal, while users were quick to complain when HR processes did not func-
tion as they should. A classic change issue emerged: the nearly 700 HR
people being made redundant had site knowledge and understood the old
system, its flaws, and how it could be made to work. Getting them to trans-
fer the knowledge was one thing, given they were standing to lose their
jobs. Another issue was Exult not having enough people to receive that
knowledge.

Data conversion emerged as a big issue given BP’s organizational com-
plexity and continuing preference for autonomous business units where
possible. Even payroll transition, especially when Amoco and Arco came
on board bringing another 37,000 employees, proved very difficult indeed.
This was not helped by the merging organizations all operating different
HR systems (PeopleSoft, Tesseract, and Bespoke Systems). During 2001,
this built to a crisis of confidence given that HR line managers seemed to
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be fielding a very large number of difficulties but now through a much
more bureaucratized Exult set of processes. These difficulties did not
cease until late 2003.

A new HR vice-president at BP helped to regain perspective on the
overall project. Extra people assigned to a task force charged with devel-
oping more realistic expectations and to manage HR through the crisis. It
was widely recognized that “big bang” approach was not possible — a more
incremental approach was needed. It was agreed within BP that the origi-
nal global strategy was unrealistic. BP would now focus only on the
United States and the United Kingdom. Moreover the HR leadership in BP
took accountability and ownership of the project in a way that they had not
previously done. Eventually in early 2003, this led to a restructuring of the
HR department. This involved the HR function being aligned as a business
function, with the Exult contract on the supply side, and other HR activities
on the demand side. Processes were developed for defining roles, setting
expectations, and measuring results. BP followed some of the thinking
inherent in Figure 3.2. Business managers now focused on the more dis-
cretionary demand activities, while HR operation managers focused on
delivery of commitments, the management of the Exult relationship, and
monitoring and facilitating the supplier’s performance.

By late 2003 cost savings were approaching US$15 million a year, and
BP had avoided US$30 million in capital investment in HR systems and
processes. Exult performance was continually improving as was customer
satisfaction. In addition, BP had restructured its HR function to be
more strategic, more demand-led, and more e-enabled with thousands of
people using the e-HR systems as they became available. If cost savings
came through more slowly than planned, then the business integrations not
only of Amoco and Arco but also Vastar and Burmah Castrol, were accel-
erated due to common HR processes and metrics. Moreover, as a result of
outsourcing, BP now had much more objective HR data available, more
standardized processes, and better measures.

Case Comparisons: DuPont, SSFS, and BP

DuPont. The company’s experiences were not untypical of other large-scale
IT outsourcing arrangements we have researched. After outsourcing
80 percent of its IT budget, DuPont discovered it had retained inadequate
management and technical expertise to control its I'T destiny. Mid-contract
sag occurred after transition. Here the question: “how much more value
and leverage could be got from the relationships?” was raised.
Benchmarking was introduced for more accurate tracking of performance
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and as an inducement to improve. As a global outsourcing deal with two
major partners, DuPont had specific issues on distribution of resources
locally — in the business units — and centrally. It under-resourced the more
operational capabilities (making processes and technology work, contract
facilitation, and relationship building) resulting in IT managers and local
CIOs having to deflect their attention into these areas and away from more
strategic, business oriented activity. Moreover, despite the size of the out-
sourcing arrangements, DuPont had not retained enough technical or
architecture planning capability either at the center or locally. This could
be dangerous for big projects such as the major SAP project allied with the
Y2K work from 1999. The other areas of concern were DuPont’s ongoing
ability to monitor and manage present and future sourcing strategy, and to
develop further business value from the supplier relationships.

DuPont’s IT management began addressing these issues from 1999.
One result was the move towards using the core IS capabilities framework
as a basis for staff development and career succession planning.
Architecture planning was an interesting case in point. Given away to CSC
in 1997, DuPont found it was losing control of designing its technical plat-
form and being able to have informed discussions with suppliers. It began
recreating this capability in-house from 2000. Contract monitoring, ini-
tially, had seemed detailed enough, but within two years a major bench-
marking process had been introduced. DuPont thought it had resourced the
business units enough, but then discovered that IT leaders there got pulled
too much into operational issues, and too much doing capability was left
to the supplier, run through an over-bureaucratic procurement process.
Subsequently we found different business units left to deal with these
issues in their own different ways. DuPont subsequently also bolstered its
senior technical capability, and also its informed buying capability in order
to deal with renegotiation of their outsourcing arrangements into the
2003-05 period.

SSFS. In our interviews, respondents indicated that the core IS
capabilities framework was definitely valuable, and pushed skills and
capabilities in the right direction to produce business value from IT exploi-
tation. However, the relatively small size of the company, and IT manage-
ment’s limited access to financial resources made core IS capability
evolution necessarily incremental, and ultimately partial. Given limited
financial and human resources, the CIO decided to focus first on building
up the technology platform, and started recruiting staff to, or training
inherited staff in, the relevant core capabilities. He then focused on
building the in-house team to deliver applications changes, and began
developing the project office capability to manage and control projects and
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resources. The CIO reported human resource challenges in recruiting the
right staff (though a softer local labor market in 2002—04 helped a little),
and in training or making redundant inherited staff with outmoded skills
sets. Moreover some full time in-house skills just seemed unavailable to a
firm of this size, for example security architect skills.

IT at SSFS also operated with a money cap that restricted the full adop-
tion of the core IS capabilities framework, and meant the spreading of the
capabilities across several groups, with an inevitable diminution of the
high performance component of the original model. A more complex IT
environment was being built, and increasing demands were being made on
the technology. All this implied more outsourcing and also the need for
more of the nine core IS capabilities. However, all this was restricted by
the affordability issue, and “more work with the same resources” became
the keynote into late 2004.

Interestingly, in our original framework, project management was never
cited as a core IS capability. We found that project management should be
a core organizational capability. However, in this and other cases, we
observed that, with the frequent absence of such a core organizational
capability, and with a remit to move fast on building technology platforms
and applications, organizations like SSFS have had to build project office
and project management capability specific to IT needs quite quickly.

British Petroleum. When it comes to building retained capability, are
BPO deals doomed to repeat the mistakes of earlier large-scale ITO
arrangements? Undoubtedly outsourcing is a risky business.!! Adler
usefully analzses the BP—Exult deal in terms of six major risks:'?

® The bilateral dependency risk was considerable. It was mitigated by
partnering, open-book accounting, and senior line management
participating in the governance structure.

® The spillover risk (the leakage of confidential information) was not
anticipated, but Germany’s privacy laws, for example, led to the scaling
back of integration of BP’s non-UK European units.

® The trust risk was mitigated early through trust building efforts plus part
BP share-ownership in Exult.

® The relative proficiency risk (falsely assuming the supplier has superior
proficiency to the client) occurred when BP hoped Exult’s web
expertise would take BP to a new HR level.

® The loss of strategic capabilities risk was mitigated by retaining HR
policy, strategy, professional resources, and labor relations in-house. BP
remained actively involved in high-level design of outsourced
processes.
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® The commitment versus flexibility risk was recognized by BP. It identified
a large part of HR as non-core and needing rationalization. Outsourcing
would give BP flexibility on investment, cost, and effort.

In our own analysis, BP showed particular weakness in its ability to
diagnose what needed to be done on the last three risks listed, all relating
to defining and building core retained HR-IT capability. Despite BP’s
considerable prior outsourcing experience, BP management still underes-
timated the degree to which retained accountability and capability were
keys to making the Exult deal work. In this deal, Exult was a very willing
and committed partner, but also a newly created BPO supplier. This should
have flagged the need to build in-house capability very early on, along the
lines indicated in Figure 3.2, was even more important than with an
experienced supplier. This is perhaps most obvious in the role of retained
architecture planning and design. Exult took processes and systems
over as they were, and were left to sort out the resulting complexity,
without having the knowledge base to do so. This was an abrogation of
architecture planning and design by BP. According to one BP manager,
in practice half of the problems attributed to Exult’s performance were
BP’s fault.

In the history presented above, one can also trace the degree to which
relationship building, contract facilitation, and making process/technology
work capabilities were not set up in-depth within BP, thus exacerbating the
difficulties Exult experienced, and causing a crisis in confidence (in late
2001) within BP about continuing with the outsourcing arrangement.

In a foreshadowing of the area we will discuss in Chapter 8 of this book,
both BP and Exult greatly underestimated the knowledge issues inherent
in outsourcing. Domain (local and HR) knowledge was resident in a group
of people largely not being transferred to Exult and likely to be made
redundant as a result of Exult taking over (compare the Xchanging—BAE
deal in Chapter 6). Exult themselves was busy signing up HR, technology,
and managerial knowledge even as they transitioned BP systems to service
centers, and became responsible for delivering operational service. This
suggests that a lot more making processes and technology work capability
needed to be assigned to the project by BP than was in fact forthcoming.

While the deal had a governance and management structure of sorts, it
took until early 2003 and the experience of a range of problems before BP
developed a more appropriate one. This delay has parallels with DuPont’s
own rethinking of its retained core capability some two years into its deals
with Andersen Consulting and CSC. The resulting structures have
parallels with our own shown in Figure 3.2.
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Learning points and conclusion

Each case provides insight into how the core capabilities can be applied,
their relevance, the challenges arising, and how these were handled by
each organization. Here, based on these cases, we reflect on what might be
learned from attempting to implement the Feeny—Willcocks core capabil-
ities framework.

1. Organizations need to develop long-term strategic core capability rather
than being drawn into fire fighting and focusing only on the shorter-term
capabilities in our model. Problems develop when any of the core IS
capabilities are not suitably staffed, but there is a tendency in the first
few years to neglect the capabilities with longer time-horizons — business
systems thinking, governance, architecture planning for example — thus
building up important issues further down the line.

2. The cases support our earlier 1998 finding that high performers with dis-
tinctive skills, capabilities, and orientations need to be appointed. The
cases also indicated what we only supposed in 1998, that there would be
major challenges getting organizations to develop HR policies in the areas
of recruitment, pay, motivation, and retention to support the different,
high performance, team-based, core capabilities mode of operating.

3. Issues of core capability development and succession emerged, which
need careful management. SSFS, of course, was too small to deal with
this in DuPont’s more strategic manner, but instead had to stay alive to
the issue and use its limited resources more opportunistically, and
spread its capabilities more thinly. BP was in a position to build its own
retained capability well, but got caught up in pressing priorities and an
over-reliance on a start-up supplier.

4. Getting innovation and business value-added from outsourcing really
does need organized, pro-active, in-house core capabilities being
applied to the task. But a further challenge at all three organizations was
to get the business units and power brokers there engaged with IT/HR
issues. This underlined the importance of the leadership role and the
business-facing capabilities in the back office function. It also points to
the fact that, however empowered, the back office function cannot do it
alone. Maturity of the business units’ capability to manage strategically
IT (or HR, procurement for example) also has to develop. We found,
however, that the IT or relevant back office function has an important
role to play in that process.

5. Our framework is better applied as an evolutionary process rather than
as an instant fix. Particularly endorsed was the Feeny model of IT
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organizations passing through Delivery, Reorientation, and Reorganization
phases (see Figure 3.4).!3 Figure 3.4 shows an adapted version to
include other back office functions. Core capabilities focusing on ser-
vice and delivery competence are developed in the Delivery phase, more
business-focused capabilities in the Re-orientation phase, with the fully
fledged model being applied only in the Re-organization phase. This
last phase, we find, offers the lowest risk point for large-scale outsourcing.
Of the three cases, SSFS most closely followed this optimal path. BP
outsourced without being in a good position internally to manage large-
scale HR outsourcing. From the beginning it found itself in catch-up
mode. DuPont was better placed on internal capability from the start of
its deal, but still needed to revisit the Reorientation phase and also
build more internal capability some three years into its outsourcing
arrangement.

. Successful implementation of the core capabilities model also related to

other mitigating factors, namely governance mechanisms in place,
inflexibility of outsourcing contracts and deals, the level of resourcing
(numbers of staff), and supplier capabilities and responsiveness to new
demands.

. We were finding in these 2001-04 case studies that technical/process

architecture capability had to be much closer to and responsive to the
business units than we were finding in other case in the 1990s.

. In the original model we positioned project management as an organi-

zational rather than a specific IS core capability. Since then we have been
getting more feedback from these cases on aspects of project management
that might be distinctive to the IT or specific back office function.
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The core capabilities framework

In the two cases we have examined, we found the Core IS capabilities
framework producing significantly better results in terms of control of IT
destiny, effective working with business units, supplier management, and
better control of financial aspects of IT. In allied research, and also in the
BP case examined here, we are finding the model, with a few modifications,
also translates well for use in business process outsourcing.!4

This chapter has sought to provide fresh thinking on the key capabilities
required in back office functions in contemporary organizations. Three
research strands showed the importance of capabilities and skills, essen-
tially human resource-based, in identifying, delivering, and operating IT
for organizational advantage. In particular, organizations seemed to be
making in some instances incremental, in others planned, moves toward an
emergent model of the back office function as shown in Figure 3.2. Our
analysis has distilled these moves into nine key capabilities and posited the
need, if the promise of the outsourced back office is to be fully exploited,
for a high performance retained back office function.

At the same time as developing the notion of the high performance back
office function, we have been deeply aware of the challenges it poses for
organizations. Historically, in back offices such as IT and HR, and in the
wider organization, human resource issues have been neglected, and are
still rarely the subject of anticipatory, let alone strategic action. Resource-
based approaches and notions of building long-term core capabilities also
appear more regularly in the academic literature and in a few high profile
cases of success, than in actual organizational practices. However, there
have been many encouraging signs in the organizations we have studied.
Moreover, there are many indications that, if most organizations fail
to move in the direction of the high performance model, then those that
do would gain even more sustainable advantage than might otherwise be
the case.

Notes

1. Feeny, D. and Willcocks, L. (1998), “Core IS Capabilities For
Exploiting Information Technology”, Sloan Management Review, 39, 3,
pp- 9-21.

2. Exult has since been acquired by Hewitt.

3.See Hamel, G. and Heene, A. (eds.) (1994), Competence-Based
Competition, Wiley, Chichester. Also Quinn., J. (1992), “The Intelligent
Enterprise: A New Paradigm,” Academy of Management Executive,
Vol. 6, 4, pp. 44-63.
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Assessing 12 supplier capabilities

David Feeny, Mary Lacity,
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Introduction

The IT and Business Process Outsourcing (BPO) market is large and
diverse, covering everything from the outsourcing of quite simple
processes or call centers to, more recently, the transformation of entire
back office functions of major corporations. The supplier base is equally
diverse, stretching from locally based specialists in particular applications
and/or industry sectors, through offshore providers who base their appeal
on their ability to provide what may be well-qualified staff at low unit
labor costs, to “transformational” outsourcers who apply a combination of
sophisticated management techniques and technology investment to
achieve new levels of process performance. Client organizations are chal-
lenged to identify a provider whose capabilities are most appropriate for
their needs.

In this chapter, we first identify three potentially critical areas of provider
competency:

® Delivery competency, defined as the extent to which the supplier is
equipped to deliver service to specification on a sustainable basis.

¢ Transformation competency, defined as the scope of supplier ability
to achieve radical improvements in the quality, cost, and functionality of
the outsourced service.

e Relationship competency, defined as the ability (and willingness) of
the supplier to work in true partnership with the client, with aligned
incentives operating through the life of the contract.

We then describe 12 capabilities which, based on our research experience,
underpin the three target competencies. Each capability is illustrated by
specific examples drawn from the outsourcing experiences of firms such

L.P. Willcocks et al., Global Sourcing of Business and IT Services
© Palgrave Macmillan, a division of Macmillan Publishers Limited 2006
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as BAE Systems, Lloyd’s of London, Deutsche Bank, and Bank of
America.

Having first clarified which competencies are required to achieve their
outsourcing goals, client organizations can evaluate potential BPO
providers based on their demonstrable mastery of the capabilities relevant
to achievement of those goals.

Messy back offices need transformation

In our experience, senior executives commonly express dissatisfaction
with back offices such as human resources, information technology, indi-
rect procurement, finance, and accounting. They perceive them as costing
too much, providing too little, and responding too slowly. At the extreme,
some of our largest companies — having grown through a series of mergers
and acquisitions — face a heritage of disparate and poorly performing
processes across the back office stepchildren which can only be corrected
by the application of very substantial investment of dollars and scarce
change management capacity. Their executives are conscious that the
management attention and resource investment required will represent a
diversion from what they see to be the more critical requirements of their
“core” business activities. And even if they agree to commit the resources,
some doubt they can create the environment for back office success: “If
(back office) 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”
(CEQ, Lloyd’s of London).

Not surprisingly, rather than deal with the mess themselves, many
senior executives are now outsourcing back office processes — even entire
global back offices — adding to the growing army of IT and Business
Process Outsourcing (BPO) providers. By now we are all familiar with the
phenomenon of the back office service support call center being out-
sourced to “local” or “offshore” providers. We have already mentioned a
number of mega-deals in Chapter 1, such as the Lloyd’s of London (CEO
quoted above) and BAE Systems deals with UK-based supplier Xchanging
(see Chapters 6 and 7). For BAE Systems, Xchanging financed the upfront
investment to transform the company’s decentralized HR — scattered
across 70 sites — to a shared service utility, complete with a brand new
building, new business processes, and new web-enabled technology.
Xchanging inducted 462 BAE Systems transferees to a front-office cul-
ture, identified and defined 400 HR services for improvement, and deliv-
ered 10 percent cost savings to BAE in the first year. For Lloyd’s of



Assessing twelve supplier capabilities

Relationship competency

the extent to which
the supplier is willing
and able to align with client
needs and goals over time

the extent to
which the supplier
can deliver
client’s need
for service
improvements

the extent to
which the supplier
can respond to
client's
day-to-day
operational
requirements

Transformation
competency

Delivery
competency

Figure 4.1 Three types of competency the supplier may bring to clients

London, Xchanging financed a similar transformation for policy adminis-
tration and claims processing (see Chapter 8). Beyond delivering cost
savings and service improvements to Lloyd’s, Xchanging also commercial-
ized the services, sharing with Lloyd’s the profits it gained from a growing
number of external customers.

In short, ITO and BPO are very large, growing, and diverse markets pop-
ulated by an ever-increasing number of providers. Client organizations must
look very carefully at the goals they are seeking to achieve, and be clear
about the supplier capabilities required to achieve them. During the course
of a 17-year research program—initially focused on IT outsourcing, but now
extended to BPO—we have previously described ways to analyze appropriate
outsourcing goals and provided a widely adopted model for identifying the
capabilities which need to be retained in-house by the client.! In this chap-
ter, we identify and describe the capabilities that BPO providers potentially
bring to the outsourcing relationship. Finding a supplier who provides the
capabilities appropriate to client goals is a major key to BPO success.

To greatly varying degrees, every supplier possesses competency in
three domains: delivery, transformation, and relationship (see Figure 4.1).

® The most obvious and basic domain is that of delivery competency,
which determines the extent to which a supplier is able to respond to the
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client’s requirement for day-to-day operational services. What scope
and complexity of services can this supplier sustainably provide? To
what levels of cost, quality, robustness, and flexibility? No matter what
level of cost saving is on offer, the client is not going to outsource unless
they are confident that their minimum required standards of service will
be met during the life of the contract.

e Increasingly clients have the expectation that outsourced services will
in fact improve over time, providing some combination of cost/quality/
functionality benefits. The transformational competency determines the
extent to which the supplier is equipped to deliver on these formal or
informal expectations. As we shall see there are several potential levers
for achieving radical change and improvement, and suppliers may vary
greatly in terms of which such capabilities they have convincingly
mastered.

e To date, outsourcing has been dominated by fee-for-service contracts,
which separate the price the client is obliged to pay for the service from
the costs the supplier incurs in providing it. It has become increasingly
clear that this apparently straightforward arrangement can lead, in
practice, to serious ill-will and difficulty, at least during lengthy (up to
ten-year) contracts. At the outset of the relationship, the client has
typically used bargaining power to obtain a very attractive price.
However, bargaining power shifts post-contract, and as change occurs
in the business and hence its requirements — or in the factors which
determine supplier costs, such as the labor market or technology — and
the supplier is often perceived to be taking full advantage. Therefore,
many clients will wish to give weight to the relationship competency.
This determines the extent to which the supplier is willing and able to
deliver the “win/win” relationships that more successfully align client
and supplier goals and incentives over time.

Thinking about competencies in relation to outsourcing goals is the first
step towards finding an appropriate supplier. Do we need a supplier whose
delivery competency is geared to a “Rolls Royce” level of service? Or will
a “Chevrolet” service be sufficient to meet the need? Is there clear evi-
dence that the present service is “broken” and in need of radical change
through the supplier’s transformation competency? Or are we simply look-
ing to transfer out a back office service that is already satisfactory in order
to free up more management time to address core activities? Are we look-
ing for a supplier who can easily and quickly be substituted if performance
is unsatisfactory? Or do considerations such as switching costs imply that
we need a long-term partner whose business success is linked over time to
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our own? (A common mistake is to choose a partner through a procurement
process that encourages a bidding war; the resulting “winner’s curse”
leads to protracted hostilities as the chosen supplier seeks to restore
profitability to an initially disastrous business model. The winner’s curse
is further explored in Chapter 5.%)

The next challenge is to evaluate which suppliers possess the level of
ability identified as appropriate to client need in each area of competency,
and here we encounter a second common mistake. When evaluating com-
petencies, client executives have a tendency to assess suppliers’ resources
such as physical facilities, technology, and workforce composition, rather
than supplier capabilities to effectively manage and deploy these
resources for the client’s benefit. For example, they ask for evidence of
excellent supplier employees in the technology area because they have
identified technology as a key driver of the transformation required in the
service. This assessment does not distinguish between suppliers because
all credible suppliers have good to excellent people. But a supplier who
instills in its technology people a culture of rapid and regular delivery of
benefits to the business, supported by a component based platform
architecture, will deliver a very different experience to the client than the
supplier whose approach bundles system requirements into large infrastruc-
ture projects. Evaluation of a particular supplier capability involves under-
standing the infrastructure, values, and methodologies it brings to that area,
as well as the processes it uses and the skills it has available. In the next sec-
tion we identify the 12 capabilities we have found to underpin achievement
of the three target competencies. Each is described in turn, and illustrated
with examples from case studies of leading suppliers who are working with
major corporate clients. The supplier capabilities model provides a tool to
help clients evaluate potential providers, and may also help suppliers to
assess themselves and their relative strengths versus the competition.

Twelve potential supplier capabilities

The capabilities we have identified through our research are labeled Domain
Expertise, Business Management, Behavior Management, Sourcing,
Technology Exploitation, Process Re-engineering, Customer Development,
Planning and Contracting, Organization Design, Governance, Program
Management, and Leadership. As shown in Figure 4.2, we have found that
some capabilities support a single element of supplier competency, while
others contribute to two or even three different domains. Each is of potential
importance, depending on the competencies needed by the client.
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Figure 4.2 Twelve supplier capabilities

1. Domain expertise capability. The first and most obvious capability to
assess is Domain Expertise, defined as the supplier’s capability to apply
and retain sufficient professional knowledge of the target process domain
to meet user requirements. Of course, many supplier organizations acquire
domain expertise through the employees transferred to them by their
major clients. For example, in recent years Deutsche Bank moved its pro-
curement people across to Accenture, Barclays transferred check-processing
staff to Unisys, and Exult and Xchanging gained HR domain expertise
from employees transferred by Bank of America and BAE Systems
respectively. This arrangement has two potential advantages from the
client point of view. First, it becomes the supplier’s rather than the client’s
responsibility to adjust capacity, eliminate poor performers, and leverage
the untapped potential of the best people. Second, both parties are assured
that staff operating the service are familiar not only with the functional
domain such as HR, they also understand the specifics and idiosyncrasies
of the client’s existing service. As the suppliers grow their own critical
mass of expertise in the target domain and become more reluctant to
accept more transferees, new clients will want to consider carefully the
second point — does the supplier have the capability to apply domain
expertise that fits their own specific context?

Other differences in client goals will impact the evaluation of domain
expertise. For example, a client seeking to build external capacity to cater
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for periodic variations in service demand will look for a supplier’s
commitment to build expertise specific to their own context. The client
who seeks to take advantage of low labor costs through offshore outsourcing
will want to ensure it retains its own critical mass of expertise:

It has become very clear that in order for offshore to succeed, we need
to groom, reward and retain our own subject matter experts. They are
the ones with the greatest knowledge of the business units and the ones
who are responsible for creating the statements of work. The develop-
ers in India don’t understand and can’t be expected to understand the
core business functions.” (Senior Vice President, Fortune 500 Financial
Services Company)

2. Business management capability. The second fundamental require-
ment of any BPO arrangement is that the supplier possesses the business
management capability to consistently deliver against both client service
level agreements and its own required business plans. Failure on one front
will inevitably lead in time to failure on the other, but it seems that clients
sometimes forget this. We have studied adversarial relationships where the
clients focus on high priced items within the supplier’s bundle of services
and threaten to erode the supplier’s margin by downsizing or eliminating
these items. At the same time these clients fail to credit the supplier for
other items in the bundle where unit prices are below external benchmarks
of unit price. In successful relationships we find that client and supplier
business managers ensure frank discussions about the supplier’s business
returns as well as service performance:

We have to sit with our agency department representatives and with
EDS to make expectations reasonable. We get accused by the agen-
cies, “Why are you siding with the supplier? You are supposed to be on
our side.” But you need to be even-handed. Suppliers have to make a
reasonable margin to stay in business. You don’t want them to lose
money because the worse their business gets, the worse your business
gets. (Client Contract Manager, Australian Public Sector organization)

We saw a different example of business management in action — involving
volume rather than pricing issues — in the BAE Systems procurement deal
with Xchanging. During the first year of the deal it became clear to
Xchanging that there was a major shortfall in the expected (£80 millions
per annum) value of transactions being handled. The two parties worked
hard over several months to identify additional categories of business that
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could be transferred to ensure that Xchanging could get back on track with
its business plan, while providing the targeted savings to BAE Systems.
3. Behavior management capability. A common client objective when
considering BPO is to seek qualitative as well as quantitative improve-
ments in the outsourced service. Will staff transferred from their own
under-appreciated “Cinderella” back office suffer further reduction in
morale? Or will they exhibit new behaviors as employees of a service
provider business? Clients will want to evaluate the supplier’s behavior
management capability, the capability to motivate and manage people to
deliver service with a “front office” culture. Of course all major suppliers —
Accenture, EDS, IBM, CSC, Unisys, HP, CGI, ACS and their like — have
employees to be proud of in terms of experience, skills, and knowledge.
Clients should also look for evidence that the relevant workforce will also
be customer-oriented, satisfied, and empowered. How do potential suppli-
ers orient new employees to their culture? How do they reward and incent
the desired behaviors??

We found one small Indian offshore supplier with an interesting
behavior management capability. To overcome cultural differences, the
founder and CEO hired Indians who have lived and worked in the United
States to serve as project leads. To overcome substantial time zone differ-
ences, he set work hours in India from 1:00 pm to 10:00 pm to create three
hours of overlap with US clients for daily communications. To reduce
turnover, he involved entire, extended families in frequent parties and out-
ings. He learned that if spouses, parents, and children are actively involved
in the company, then the family conspires to retain employees. He pro-
vided several examples how this culture directly benefits his US clients,
including the following anecdote. One US client needed an important
deliverable by a Monday that coincided with an Indian holiday. To meet
the deliverable, the team members canceled their holiday plans and
worked through the weekend. Realizing the effect this had on both the
team members and their families, the CEO financed an alternative
weekend trip to India’s version of Disneyland.

4. Sourcing capability. Another potentially critical contributor to meeting
client goals may be the supplier’s sourcing capability, the capability to
access whatever resources are required to deliver service targets.
Depending on the nature of the service, the need may be for access to
economies of scale, to lower unit labor costs, to access scarce professional
skills, to investment in superior infrastructure, or simply to supply man-
agement. The aforementioned deal for procurement services between BAE
Systems and Xchanging was based on two of these: Xchanging’s applica-
tion to indirect procurement categories of the high level of professional
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skills that BAE itself could only consistently attract to direct categories;
and the supplier’s ability to access scale by aggregating BAE’s needs in
these categories with those of other clients.

ATT’s wish to take advantage of the high skills and low costs of the IT

sector in India provides a contrasting example. Rather than build one him-
self, the ATT CIO persuaded IBM to create a captive IT service center in
India. He was willing to trade off some costs savings in return for less risk.
As of 2004, nearly 40 percent of ATT’s application development work was
done offshore through IBM’s captive center — with reported cost savings to
ATT of around 30 percent.
5. Technology exploitation capability. In our experience, it is often read-
ily accepted in companies that their back office processes are suffering
from years of neglect, unable to compete with core processes for the tech-
nology investment that could transform the cost, quality, and functionality
of the service. Furthermore top management may be all too aware of the
consistently problematic record of technology-based projects, particularly
those that do not attract their own attention and active championship.
Many clients are therefore strongly interested in a potential supplier’s
technology exploitation capability, the capability to swiftly and effectively
deploy technology in support of critical service improvement targets. As
previously rehearsed, this is a capability that requires careful evaluation by
looking beyond the pure technical skills, which all major suppliers pos-
sess. What is the approach of the supplier in question? What values and
behaviors do they bring to technology exploitation? What processes do
they employ? What existing infrastructure do they use as a base?

As the likes of Exult (now Hewitt) and Xchanging have shown with
their rapidly deployed e-enabled HR services delivered to the desk top, an
excellent supplier technology exploitation capability can enable “surprise
and delight.” Similarly, Lloyd’s of London in 2003 had the welcome expe-
rience of watching Xchanging win the “Market Initiative of the Year”
award for the claims convergence program they had implemented within
their contract. Xchanging was also “highly commended” in the “e-business
Initiative of the Year” category.

But technology is expensive and clients will want to be sure that it is the
servant, not the master of the business. CGI’s approach is to jointly
develop with the client an annual technology plan that identifies mutually
agreed investments and projects without the need to revisit the contract.
Another supplier’s less fortunate client complains:

The suppliers take your architecture where their business is going, not
where you want to go. Suppliers want vanilla, our customers want
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chocolate. We even have discussions on the supplier’s standards. We
want to run this security environment, not their security environment
for their reasons. (Client contract manager)

6. Process improvement capability. Besides technology, the other promi-
nent potential lever for service transformation is the supplier’s process
improvement capability, the capability to design and implement changes
to the service process to meet improvement targets. For many major sup-
pliers this is by now well-established territory and — given the prominence
gained by GE’s corporate initiatives — most clients will be looking for Six
Sigma methodologies or alternatives such as Capability Maturity Model
processes. But again, it will be important to look beyond the tools to con-
sider the people and behavior aspects. In whom are the skills vested? Who
owns the change process? Who defines what is an “improvement”? And
who benefits? We have seen too many examples — particularly in IT out-
sourcing — where improvements seem targeted at the convenience of the
supplier rather than the benefit of the client and the service user.

7. Customer development capability. “When I became Accenture Partner
responsible for the London Stock Exchange,” recalls David Andrews (now
CEO of Xchanging), “I found I had 200 users who complained about every-
thing. A critical task was to change their mindsets so that they became cus-
tomers.” This quote goes to the heart of the supplier’s customer development
capability, which transitions “users” of an internally provided service to
“customers” who make informed choices about service level, functionality,
and the costs they incur. BPO arrangements are usually negotiated by senior
client management, but experienced by business units and end-users who
may not share the enthusiasm. It is in the client’s long-term interest to iden-
tify a supplier who can foster the user-to-customer transition. Our research
suggests three key steps the supplier will need to take:

e Establishing personal contact and understanding of service use, the pre-
cursors of trust and personal relationships

® Formal definition and communication of service required, with report-
ing of performance and capture of satisfaction over time

e Enactment of a business relationship in which the client feels fully
informed of service options, potential enhancements, and cost behav-
iors; and able to make choices to meet changing needs of the business
over time.

This might sound rather obvious, but under the still dominant form of
contracting it is not easy to achieve. In a fee-for-service deal we typically
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find that the supplier sets out to provide a centrally specified service level
and price package which often differs from what the user claims to have
been receiving; and the supplier’s management time is consumed by
extensive (and central) negotiation over a long list of anomalies that
pre-contract due diligence had failed to identify. The net result is that, far
from the establishment of trust, the user feels neglected and hard done by
and relationships are off to a rocky start. In practice we find that customer
development capability works best as part of a supplier relationship
competency.

8. Planning and contracting capability. Delivering such a relationship
competency starts with the supplier’s planning and contracting capabil-
ity, its capability to develop and contract for business plans which
deliver “win/win” results for client and supplier over time. The planning
component involves creation of a vision of the potential prize and how it
can be achieved over time. The vision and plan must be open and shared.
We recall the occasion when we were asked to facilitate a workshop
between putative client—supplier partners. The breakthrough came when
the supplier was at last persuaded to hesitatingly reveal the extent of his
ambition for new revenues from the deal; to his surprise the client exec-
utive immediately affirmed that unless the supplier succeeded in achiev-
ing at least that level of success the partnership would have failed for the
client company as well. By contrast, the relatively new deal between
Deutsche Bank and Accenture for procurement services clearly identi-
fies the vision, the rewards, and the plan for their achievement.
Accenture is committed to fund and create a new platform for procure-
ment, with 200 people assigned to the development. It expects to gain a
substantial new revenue stream from Deutsche Bank and the further
opportunity to attract other clients to the service. Deutsche Bank sees
that the plan promises to deliver 15-20 percent savings through consoli-
dation, standardization, and re-tooling of its existing 14 procurement
units — a plan for win/win. The contracting component then defines how
rewards will be shared as the plan is delivered. Many variations are pos-
sible: Bank of America chose to take an equity stake in its HR services
supplier Exult, as well as a share of Exult’s revenues from external
clients;* Xchanging structures its major deals as profit sharing arrange-
ments, with open book accounting. The essential principle is that the
contract enshrines win/win results from a business plan that both parties
are incented to pursue.

9. Organization design capability. Business plans are delivered
through organization structures and processes. The next question is
whether the supplier demonstrates the organization design capability
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needed to deliver the necessary resources, wherever and whenever they
are needed to achieve the business plan. We find that suppliers vary
greatly in terms of their organizational approach, in the choices they
make and the degrees of flexibility within that. For example, some
emphasize a “thin” front-end client team, which interfaces to the consol-
idated service units (silos) that have profit responsibility and ownership
of most of the resources; all new client situations are migrated to this
configuration. Clearly such arrangements — while they tap available
economies of scale — may constrain ability to deliver the business plan for
a specific client. At the other end of the spectrum, Xchanging allocates
most of its resources to the “Enterprise Partnership” units — essentially
strategic business units — it creates for each new major deal. Each enter-
prise partnership has its own Chief Executive, its own full executive
team, and its own core resources. It is responsible and accountable for
delivery of the business plan.

The second issue in supplier organizational design concerns the

resource allocation process. This is an area that clients with service trans-
formation goals will need to evaluate particularly carefully. A potential
supplier may be seen to have impressive capabilities in all of the areas of
transformation leverage — sourcing, technology, and process re-engineering.
But the need for those capabilities will fluctuate considerably during the
life of the contract. How “well geared” is the supplier to be responsive
to the needs of the client (and the shared business plan) as they change
over time?
10. Governance capability. The supplier’s governance capability refers
to the capability to define and agree, to track and assess the performance
of service over time. It is likely that every supplier will point to some form
of jointly staffed service review committee or Board. In the large relation-
ship oriented deals — such as Accenture/Deutsche Bank and Xchanging/
BAE Systems — we also find a joint Board of Directors, which signals the
expectation that the client is now an active partner in the enterprise (see for
example Chapter 6).

The establishment of jointly staffed governance mechanisms makes a
good start, but there are important follow-up questions. What reporting
processes will be in place to ensure that each part of the governance
structure is kept properly informed? What problem escalation proce-
dures are defined? And what powers and sanctions are available through
the governance structure? In the past we have seen joint Boards of
Directors lead to managerial schizophrenia.” What hat does a client exec-
utive wear when they sit on the Board of the service business? Should
they be pressing for more services at lower cost to benefit their host
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organization? Or encouraging the service business to maximize external
revenues when it might divert attention from their existing service
needs? We see the existence of multiple joint Boards as helping to pro-
vide checks and balances in the midst of potentially competing objec-
tives. For example the Insurance Services deal between Lloyd’s of
London (25% ownership), the International Underwriting Association
(25%) and Xchanging (50%) has a joint Board of Directors that is
focused on achieving revenue and shared profit growth for the
“Enterprise Partnership.” Xchanging has a majority on this Board to
ensure operational control. But service quality is protected by the sepa-
rate Service Review Board on which the clients have equal membership
with Xchanging. A service problem escalated to this Board requires a
remedial action plan, which must be achieved in a maximum of three
months. The Service Review Board has enforcement power through its
ability to reduce prices. Its ultimate sanction for continual poor perfor-
mance is the removal of the enterprise partnership CEO.

11. Program management capability. A basic assumption is that every
BPO supplier needs a level of project management and change manage-
ment capabilities in order to survive. Every new contract implementation
requires the execution of these capabilities. But clients whose goals
extend to service transformation and long-term relationship will need to
look beyond these project level capabilities to evaluate the supplier’s pro-
gram management capability, the capability to prioritize, coordinate,
ready the organization, and deliver across a series of inter-related
change projects. Directly or indirectly our previous paragraphs have
pointed to the need for a multi-phased induction and re-culturing of trans-
ferees; to a parallel transitioning of end users into customer mindsets; to
technology and process based projects that deliver a series of service
improvements over time; to an overarching shared business plan to which
all this must contribute. This is change at a level not for the faint-hearted!
Clearly it will involve methodologies and processes and high professional
skills. But we suggest clients will also want to look again for values and
motivations within this supplier capability. Is the supplier so proud of its
sophisticated program management apparatus that it risks operating a
bureaucracy that inhibits achievement of business benefit imperatives?
One very experienced practitioner of the art described it this way during
our research:

(Program Management) is guided by a healthy paradox. It blends the
rigorous project management disciplines exemplified by world class
consultants with the practicality and pragmatism that is only gained
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from running operations. ... It requires intellectual flexibility to vary
or reverse a traditional approach according to circumstance. ... As a
result there are no rules, only guidelines.

12. Leadership capability. While governance creates structures and
processes as a context for leadership, the supplier’s leadership capability
is needed to identify, communicate, and deliver the balance of activities
required to achieve present and future success, for both client and
provider. In management literature generally, individual leaders are regu-
larly credited with a surprising degree of influence on the outcomes that
their businesses achieve. The general phenomenon does seem to carry
across into the specifics of leading the supplier’s client-facing team. After
completing 76 case studies of client—supplier relationships in IT outsourc-
ing, we found that the individuals fulfilling supplier (and indeed client)
leadership roles did have considerable impact on relationship success.’ In
80 percent of all cases the supplier was EDS, IBM, CSC, or Accenture.
Although these firms were consistent in the way they contracted and gov-
erned across the case studies, 76 percent of deals were judged successful
and 24 percent were not. The main differentiator between success and fail-
ure was seen to be the individuals who were leaders of the supplier (and
client) account teams. If we look at how these leaders make a difference,
we see three sorts of pattern:

¢ In unsuccessful cases, the “leader” of the supplier team was often seen
to be focusing on delivery — meeting contractual service levels while
delivering required margin to the host supplier company. These issues
are of course important, but we have identified them earlier as business
management — not leadership — capability.

® The quality of the supplier leader’s personal relationship with the client
leader is usually a driver of the wider relationship between client and
supplier organizations.

® [ east obviously but most importantly, we are finding that the quality of
the relationship between the supplier leader assigned to the client and
the top management at the supplier’s headquarters is a critical factor in
success. Because most suppliers create more of a front-end team rather
than a full function business unit to serve the client, the local team is
very dependent on their leader’s clout with headquarters to access key
resources and enact client-aligned business policies.

This recent example provides an appropriate finale to discussion of the
leadership capability, and the twelve capabilities overall.
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A large corporate client placed a US$200 millions contract with
supplier A. Supplier A assigned “a great person” to lead the account
team, but he had no clout with headquarters and could not get any-
thing done.” So the client broke the contract with supplier A and
signed up with supplier B. Supplier B assigned to the account a leader
with great street credentials gained from managing previous large
contracts. But once again the leader had no influence with Head
Office, in this case because he was a recent external hire. Eventually
the client called Supplier B’s CEO and said, “Send me someone who
can act on your behalf”” The CEO assigned a person from Head
Office, who took 18 of supplier B’s best people with him to the client
team. The contract has now been in effect one year and is considered
a great success.

From capabilities to performance

The objective of this chapter is to provide a framework to help client com-
panies evaluate whether suppliers possess the competencies required to
address their I'T and BPO requirements. We have explained and explored
three supplier competencies, and the twelve supplier capabilities we find
essential to their delivery. In discussing the capabilities we have tended to
provide the richest version we have so far encountered. But richness is not
of course necessarily goodness; richness is available at a price that can
only be justified against the potential to create value. Outsourcing of a
simple and stable back office process with a cost reduction objective
requires a level of delivery competency, and not much more.

For example, New York City has outsourced the digitization of its
(paper based) parking tickets. In 2002 this contract was moved to Ghana,
Africa, when the City administration identified that the incumbent com-
pany in India had become too expensive(!).® But there is a sequel to the
story. More recently New York has signed a contract with CGI’s AMS divi-
sion to manage the complete end-to-end parking violation process, now
being transformed by the use of portable technology, which captures
details of offending vehicles on the spot. In other words, even the simple
situation may become more complex over time. As experience of BPO
increases, and confidence in its benefits grows, clients will more often be
seeking sophisticated — and lasting — supplier relationships.

And of course choosing a capable supplier is not enough to deliver per-
formance. The research base that underpins this chapter suggests three
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imperatives for companies that wish to add value through use of the IT and
BPO services market:

¢ To identify the competencies they should be accessing in the market-
place, client firms should think carefully about their likely future needs
from any process to be outsourced. What role does this process play
within the overall business model? Therefore what improvement goals
for the process — cost, quality, functionality, and flexibility — make most
sense over time? And given the existing versus target status of the
process, what combination of delivery, transformation, and relationship
competencies will be required? Our research experience has continued
to confirm the selective approach we first advocated in 1996,” with the
refinement that multiple relationships with a single supplier can be an
effective approach.

¢ The decision to choose a particular supplier — or to extend the relationship
with an existing one — should then be guided by thorough evaluation of
relevant strengths in the 12 capabilities we have described. Capabilities,
not skills and resources or brand name, determine the right choice.

e [ast but not least, it will be essential for the client firm to stay involved
in the action rather than step aside in the belief that “now it is up to the
supplier.” The level of involvement, and the extent and nature of client
resources needed, will of course be another function of the context (see
also Chapter 3, and the model we provided for the IT domain in 1998'%).
Thinking about client-side dependencies for the successful execution of
each supplier capability will provide at least one level of insight into
what is required.

Outsourcing has been too often, in our experience, a case of “Marry in haste,
repent at leisure.” As one senior executive of a major supplier observed:
“Outsourcing contracts are agreed in concept, but delivered in detail, and
that’s why they can break down.” Benchmarking the 12 supplier capabilities
against strategic and operational intent is at the heart of effective practice.
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The winner's curse in
outsourcing: How to avoid
relational trauma

Thomas Kern, Leslie Willcocks,
and Eric van Heck

Introduction

IT outsourcing (ITO) has evolved into a highly competitive marketplace,
with consequences for how suppliers bid and secure contracts. In some
instances, suppliers underbid to win the contract, resulting in the phe-
nomenon known as the “winner’s curse.” The winner’s curse occurs when
a supplier makes unrealistic bidding promises to ensure it wins the con-
tract, but already knows, or subsequently discovers, that it cannot earn a
profit on the engagement. In this chapter, we report how the winner’s
curse can negatively affect both clients and suppliers. We present an IT
outsourcing case history that illustrates the relational trauma caused by
the winner’s curse. We discuss how this company, and others like it, can
avoid the curse.

In a field still relatively under-theorized,' studying the winner’s curse
makes a distinctive contribution to our understanding of outsourcing
supplier practice. One cause of the winner’s curse is the separation of the
supplier’s IT outsourcing bid teams from the subsequent service delivery
teams. Both teams are rewarded on different, and frequently conflicting,
criteria. The chapter highlights this practice (and many others) and
suggests preventive strategies. It also emphasizes that in all IT outsourcing
deals, client organizations need to have a carefully selected management
team to actively develop, maintain, and manage the deal. Such management
teams are needed to avoid or belatedly react to the damaging outcomes
inherent in the winner’s curse.
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What clients seek from external service providers

Selecting the right IT supplier, on the right terms, poses an ongoing
challenge. The difficulty frequently lies in choosing the evaluation criteria
that satisfy the client’s objectives for outsourcing. Commonly, the evaluation
criteria are based on benefits that the internal IT organization is not able to
achieve, but that the suppliers can presumably deliver. The major criteria
have been based on expected financial, business, strategic, political, and/or
technical benefits.> The most common benefits sought are financial. These
include cost savings between 10 and 40 percent, improving cost control
and clarity, and increasing cash flow. In addition, the general lure of rid-
ding oneself of the “IT investment pit,” and instead paying a fixed monthly
sum for IT services or on a “pay-for-use” basis, remains a major financial
objective. Business, strategic and/or political benefits have involved new
business start-ups, process re-engineering, a refocus on the client’s core
competencies, assisting in managing mergers or globalization, and dimin-
ishing the often political debates about new IT projects.® Finally, clients
have sought technical benefits from outsourcing, including access to exper-
tise, improved services, new technologies, and technological innovation.*
However, we do not fail to recognize that organizations typically out-
source for a selected mix of the above reasons.

How clients and suppliers create the winner’s curse

Clients and suppliers both contribute to the creation of the winner’s curse.
Clients’ behaviors that contribute to the winner’s curse include the following:

® (Clients may excessively focus on price, compelling suppliers to bid
based on small or even nil margins

e Clients may treat a bidding event as a spot purchase, ignoring the
long-term nature and consequences of supplier engagements

¢ Clients may not adequately define requirements, forcing suppliers to
bid on incomplete information

Suppliers may subsequently react by underbidding to win the contract.
Suppliers do so for many reasons:

e Suppliers may need to satisfy aggressive growth targets demanded by
shareholders

® Suppliers may be short of business due to recessions or increased
competition
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e Suppliers may be seeking entrance into new markets

e Suppliers may be seeking prestigious clients

e Suppliers may believe they can recoup the loss through contract
additions

® Supplier may reward bid teams for winning the contract, but not hold
them accountable for its subsequent delivery

e Suppliers may base bids on false assumptions about opportunities to
improve the client’s services

One could see several of these factors operating in the recessionary
2001-04 period, for example. Suppliers may be keen to enter a new market
segment, want to lock out competitors, have a strategic intent to dominate
certain market segments, and/or they believe that they can recoup the
investment and broaden margins later. Parallel research studies frequently
uncover such strategies, as we shall see later. It is precisely in such
circumstances that the danger of a winner’s curse arises.

Suppliers take a risk by underbidding in hopes that they can recover
their costs later. For example, suppliers may seek to identify the client’s
service areas that urgently need attention but are excluded from the
contract, so meriting excess fees. In addition, suppliers will attempt to
offer additional services from their portfolio of technology capabilities,
service management, and consultancy services over the life of the contract.

Suppliers may even sign a deal as a “loss leader,” assuming that
additional business will arise upon which they can make money. For exam-
ple, in its 10-year of 1993 deal with the UK Inland Revenue, EDS made
losses for several years running Inland Revenue’s data centers.
Profitability only emerged in the late 1990s from the economies of scale
achieved by consolidating Inland Revenue’s data centers with those of the
Department of Social Security — a deal also run by EDS.°

How the nature of IT contributes to the winner’s curse

Besides the client and supplier behaviors discussed in a previous section,
another contributing factor is the nature of IT itself. The overall IT envi-
ronment of an organization is often too highly integrated and complex to
calculate actual service costs and to define technical requirements. Thus,
suppliers often have to bid on the basis of incomplete information.

IT differs from other types of outsourcing in several respects. First, IT
is not homogeneous but comprises a wide variety of activities, skills,
and technologies whose differential costs and impacts cannot easily be
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assessed or measured. This is particularly true for IT development projects
because they have so many intangibles and uncertainties. Development
projects typically employ new, unstable technologies that need to work in
specific business contexts where requirements keep changing. IT projects
may entail turning tacit knowledge into programmed routines, which are
difficult to define beforehand. Second, IT technical capability continues to
evolve at a dizzying pace, making it difficult to predict IT needs with any
certainty. Third, there is no simple basis for gauging the economics of IT
activity — there are few industries where the underlying economics shift as
fast as in IT. Fourth, IT value often lies in the cross-functional integration
of business processes, and the penetration of IT into the core of organiza-
tional functioning. Such value is difficult to measure and contract for
externally. Fifth, in-house IT cost tracking has been notoriously poor. This
frequently makes like-for-like comparisons of in-house against supplier
bids difficult to achieve. For example, in one 1999 deal we researched,
supplier bids were benchmarked against an estimate of in-house costs that
was subsequently found to be 70 percent understated.

All these factors came together in one telecom outsourcing deal we
studied in 2001. On the supplier’s calculations, it was scheduled to cover
its costs in the first year and move to operational profit thereafter. The
supplier actually made a US$15 million loss in the first year, a result likely
to impact on the client as well as the supplier over the next four years of
the contract.

The consequences of the winner’s curse

The winner’s curse can have dire consequences for both clients and
suppliers. Since supplier account managers need to compensate for the
winner’s curse by concentrating on recovering costs, they may make cost/
service trade-offs that disadvantage the client. For example, case studies
demonstrate that where a supplier seeks to decrease its costs, this can
result in decreases in service quality and additional costs for the client.® As
one client manager noted, “Suppliers have to make a reasonable margin to
stay in business. You don’t want them to lose money because the worse
their business gets, the worse your business gets.”’

A supplier’s disproportionate concern for cost containment can lead to
inflexibility in the interpretation of the letter and spirit of the contract,
which can also lead to adversarial relationships. Thus, operational perfor-
mance and the client—supplier relationship will receive less attention and
suffer. As a consequence, we suggest that in winner’s curse situations,
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suppliers will likely jeopardize the success and effectiveness of the
operations and outsourcing relationship as their focus settles primarily on
recovering their costs, and not on developing and maintaining the relation-
ship and mutual objectives. A supplier might then undertake opportunistic
behavior, seeking to reduce its own operational costs, often at the expense
of the client, as Williamson (1975) suggests.®

Prior research on the winner’s curse

The notion of a “winner’s curse” can be traced to the study of auctions and
other bidding scenarios. The winner’s curse occurs if the winner of an
auction or bidding event systematically bids above the actual value of the
objects or service and thereby systematically incurs losses. Acceptance of
a bid in general is an informative event, and the failure to incorporate such
contingent information into the bidding strategy can lead to excessive bids
and subsequent losses for both parties. Each bidder must recognize that
she wins the object only when she has the highest signal. Failure to take
into account the bad news about others’ signals that comes with any
victory can lead to the winner paying more, on average, than the prize is
worth. This happens quite often in practice.’

The winner’s curse occurs in normal auctions, in which the auctioneer
is the seller (or represents the seller) and the bidders are the buyers who
value the object(s) sold. The auctioneer is usually seeking a high price for
the object. The winner’s curse also occurs in procurement auctions (also
called tendering), where the auctioneer is the buyer and the bidders are
sellers who incur costs in supplying the object(s) bought.!” In that case, the
auctioneer is seeking a low price. Here we focus on the latter — that is,
the winner’s curse in a procurement auction of IT outsourcing contracts
and its impact on and consequences for the relationship between the
customer and the winning bidder.

Persistent overbidding in tendering situations has been observed in
laboratory experiments. Kagel and Levin'! for example report that losses
due to overbidding are more common in auctions with large number of
bidders, than in small numbers. But losses are likely to occur in both sce-
narios. Losses, however, can be minimized with awareness and experience
of such tendering and auction events. Lind and Plott!? illustrated, though,
that the winner’s curse is a general phenomenon exhibited by most bidders
and in most bids. It all comes down to what Capen et al.'’ note:
“bidders want to win.” As we shall see, this applies in IT outsourcing as
anywhere else.
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Auctions have not only been a perennial feature of doing business in
many sectors, but the phenomenon has been increasing with the recent
development, for example, of B2B exchanges and on-line auctions.
Interestingly, the theory of auctions would suggest that the winner’s curse
is asymmetric. The person who wins suffers the curse alone. In the normal
auctions for physical products like cars, houses, agricultural products etc.
this is usually the case. However, especially in procurement auctions for
contracts and rights in business settings, this is not the only likely out-
come. For example, a supplier winning a “cursed” deal on a B2B exchange
may well cut his losses by providing lower quality products or services to
the customer. A buyer winning what turns out to be a cursed deal may well
drive a much harder deal in terms of service guarantee rather than price
next time with the same supplier. The buyer may even remove that supplier
from the favored supplier list altogether. In all sorts of markets, a winner’s
curse can have consequences for several parties, over months or even
years. In procurement auctions like ITO, auctions are better conceived of
as relationship building exercises rather than spot purchases.

In procurement auctions, the auctioneer could assist the bidders by
providing greater clarity on the auction process and the objects’ value. The
auctioneer could also take steps to reduce the potential problem prior to
the auction or to help the winner after the auction. One illustrative example
in an IT outsourcing context occurred in the EDS—Inland Revenue deal
cited by Willcocks and Kern (1998). We quote an Inland Revenue respon-
dent who said,

If you are minimizing bid costs, and not driving incentives down for
the supplier, you are doing something really rather helpful to the
potential deal down stream. Acting otherwise you can damage the
relationship irrevocably.!*

The supplier selection process

Supplier selection is a costly undertaking in terms of time, effort, and
resources. One organization spent US$100 million selecting and negotiat-
ing with suppliers before finalizing a multi-billion dollar contract. But the
investment in identifying the right supplier and contract bid is paramount
to the success of the overall outsourcing venture.'> Hence the criteria that
generally inform the selection process is a richly researched area in out-
sourcing.'® Yet we actually know very little about the consequences of a
wrong selection. What are the impacts on the finances, post-contract
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management, and overall success of outsourcing relationships? It is here
that this research and chapter make a major contribution.

Typically, the general outsourcing selection process begins in earnest
with the short-listing of relevant suppliers. Clients may use an open short-list
process, in which they advertise for suppliers to apply, or a closed short-list
process, in which they directly approach targeted suppliers.!” Once short-
listed, clients issue a request for information (RFI)!® to suppliers. An RFI
commonly outlines the client’s objectives, services, assets, transfers, and
issues of relevance to its outsourcing intention. Suppliers will respond
with their approach to addressing a client’s outsourcing ambition, its
capabilities, track record, reference sites, and associated information.'
Those selected are then invited to tender (ITT) and issued a request for
proposal (RFP). Depending on the company’s approach, the tender or
proposal is commonly the means by which detailed dialogues and infor-
mation exchanges are initiated to further narrow down a select group of
suppliers, who then define a bidding contest for the outsourcing deal.?

The final selection is then expected to be preceded by a phase of careful
evaluation of the various supplier bids. Practice shows that clients will
often choose suppliers on qualitative criteria, especially when the quanti-
tative assessment is more or less the same for all bids. Additionally, poor
in-house evaluations of costs and services by clients may also mean that
over-promising by suppliers will be initially accepted as a superior bid. (In
one case in 2001 we found an insurance company underestimating its
in-house costs by 50 percent. Fortunately, the supplier discovered this dur-
ing due diligence.) In this circumstance, a winner’s curse scenario
becomes more probable.

The winner’s curse and other scenarios in
IT outsourcing

The winner’s curse, of course, is only one of several possible scenarios.
Figure 5.1 illustrates the main possibilities relevant to this chapter.
Logically, the supplier bids for an IT outsourcing contract against other
suppliers. In Figure 5.1 the supplier experiences a winner’s curse when it
wins the bid but cannot generate a reasonable profit from the engagement.
On one argument, the likelihood of such circumstances will increase over
time, as the growing competitive pressure on suppliers will push them to
compete increasingly on prices and service deliverables. As we shall see,
this typically has a negative (Lose-Lose quadrant of Figure 5.1) impact on
the client. However, in some cases, the winner’s curse actually had
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Client
Negative Positive
impact impact
Required
Winner’s Cosé/rvice
curse Lose—lase Too high
cost for
Supplier supplier
Too high
price for
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Win—-w!
curse Supplier
secures
profit margin

Figure 5.1 The winner’s curse and other scenarios in IT outsourcing

positive impacts on the client (Lose-Win quadrant in Figure 5.1). On the
other hand, the supplier may win a bid that secures its required profit mar-
gin while delivering on the client’s costs and service expectations (Win-Win
quadrant of Figure 5.1). But it may also be that the supplier secures its profit
margins, but negatively impacts the client. As we will show in a later analy-
sis of 85 deals, we have witnessed all four outcomes in IT outsourcing.

We posit that the operationalization of the contract and the outsourcing
relationship are likely to suffer severely in a winner’s curse situation. If the
client controls the situation tightly, the winner’s curse may only affect the
supplier. However, the effect may well also be diminished services, lower
number of supplier staff, and less experienced staff actually in charge of
the deal. The client may well be faced with the consequences of a winner’s
curse, resulting in significant additional costs, and the need for increased
management input to alleviate the frustrations of users and staff. Other
costs may, for example, also result from not getting the much-needed new
IT system and therefore remain at a competitive disadvantage. In such cir-
cumstances, the question arises whether outsourcing remains viable for
the client. Some relationships we have studied cannot recover from the
winner’s curse and subsequently terminate contracts early.

In practice, what makes I'T outsourcing distinctive is the high switching
costs of “back-sourcing.” In one deal we examined, a 10-year US$550
million contract was terminated after only 17 months. Additional
implementation and termination costs to the client were estimated at $160
million. Not surprisingly, with such prohibitive switching costs, many clients
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make the judgment that continuation of a “cursed” outsourcing arrange-
ment is the lesser of two evils. For example, one academic research study?!
found 21 of the 85 outsourcing deals were in failure mode, but only eight
terminated the contract prematurely.

In the next section, we provide a first hand account of a winner’s curse
scenario. We show how an IT outsourcing arrangement developed into a
winner’s curse first for the supplier, then for the client. We discuss how
other scenarios could have developed, as illustrated in Figure 5.1, and how
the relationship was converted eventually into a “Win-Win” arrangement
for both parties.

Relational trauma at CLIENTCO Oil??

CLIENTCO is an affiliate of one of the largest petroleum companies in the
world. It is an integrated oil company with “upstream” activities (oil
exploration and production) and “downstream” activities (refining, distri-
bution, and sales). Plagued by ongoing cost and operational efficiency
pressures, CLIENTCO has been driven to focus on their core operations
and source other services from the market.

In pursuing IT outsourcing, CLIENTCO decided to engage multiple

suppliers for several reasons. First, no single supplier had ever been found
to deliver all of its requirements. Second, careful selection of small niche
suppliers ensured that CLIENTCO’s business would be of strategic signif-
icance to the supplier, assuring greater attention and control. Third, it
strove to choose suppliers that closely matched their culture — a key factor
in their outsourcing strategy. Amidst this multi-sourcing portfolio, we con-
centrate on CLIENTCO?’s five year, US$8 million contract signed in 1994
with Supplier A for legacy application support services.
Supplier A’s selection. Supplier A was specifically asked to competitively
bid against the incumbent supplier (Supplier B). Supplier B at the time
was the preferred supplier, having supplied CLIENTCO with IT services
for the previous seven years. But Supplier B’s fees were also perceived as
expensive. Consequently, Supplier A was implicitly asked to make a lower
price offer, undercutting Supplier B to such an extent that it became
worthwhile for CLIENTCO to switch:

They [Supplier B] did it on a day-rate basis and they were the company
that moved us the furthest forward in terms of proactively showing us
how to do applications support and development better. But, at a cost.
This was a Rolls-Royce service. (Senior Manager, CLIENTCO)
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Supplier A’s ambition to acquire a “Blue Chip” client like CLIENTCO, gave
Supplier A the impetus to outbid Supplier B. However, Supplier A’s low mar-
gin calculation resulted in the winner’s curse. Furthermore, CLIENTCO also
suffered negative consequences in the initial years of the relationship.

The specifics of the deal — the contract. In 1994, CLIENTCO signed a
five-year, fixed-cost contract with Supplier A for the provision of legacy
application support services. The contract was structured into two parts.
One part defined the core services that had to be supplied continuously
according to service level agreements. Core services were priced on a
fixed monthly fee of US$73,000 for all legacy application and system ser-
vices. The other part defined enhanced services that would vary according
to CLIENTCO'’s changing requirements. Enhanced services would be
priced according to agreed upon prices.

The contract was structured to assure CLIENTCO an annual cost reduc-
tion in the flat rate charges for the core services as the systems migrated
from mainframe to client-server architectures: “it’s reduced by $30,000
the first year, and a further $15,000 in each following year” (Customer
Service Manager, Supplier A). The planned time for this was 2004.

Transition Period Difficulties. The transition period for Supplier A
started in earnest mid-1994. It took over the existing service arrangements
from Supplier B, and began to apply its expertise to deliver the promised
cost reductions. Supplier A and CLIENTCO experienced many difficulties
during the transition. Three are discussed below:

1. Supplier A did not understand CLIENTCO'’s idiosyncratic require-
ments. According to CLIENTCO, operationalization of the deal was a
straightforward matter of delivering what the service level agreement
specified. According to Supplier A, operationalization of the deal was
difficult because it did not yet understand CLIENTCQO’s idiosyncrasies
and expectations. For Supplier A, it was a new environment. There was no
one whom they could initially rely on to help operationalize the contract,
especially not Supplier B, the competitor, who had lost the business.
Surprisingly, CLIENTCO’s managers were initially not aware of these
difficulties. Only in retrospect did they recognize the correlation between
their idiosyncrasies and Supplier A’s early problems:

It was a difficult time because they didn’t know how we worked, we
weren’t saying to them, : “here’s five of our best people, they are going
to sit and work with you,” because we didn’t have five people to work
with them. Because the business had already been contracted. (Senior
Manager, CLIENTCO)
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2. CLIENTCO held Supplier A too rigidly to the contract. CLIENTCO had
a policy of holding suppliers strictly to service level agreements. To enable
this policy, CLIENTCO invested considerable time and effort on formu-
lating a detailed contract and service level agreement:

It’s all laid down in here [the contract]. The systems are all defined as
being either critical, highly critical, or low criticality. They are graded
according to how critical they are to CLIENTCO and the business.
And depending on whether they are critical or less critical it defines
how many hours you can wait before you get a problem fixed.
(Application Support Manager, Supplier A)

All supplier payments were dependent on the achievement of the stipulated
services. Supplier non-performance in any way provoked the loss of any
achievement bonuses. Evaluation occurred on the basis of three main perfor-
mance measures: down time, the number of change requests, and the amount
of time spent on specific aspects of the core services. The core service levels
and their prices were annually renegotiated and updated, in an effort to ensure
that costs were continually reduced, and the legacy services slowly phased out.
Naturally, this put additional pressure on Supplier A’s managers to identify
new areas of business to compensate for losses. On average, CLIENTCO
spent an additional US$67,000 a month on service additions and changes.
Overall CLIENTCO was paying approximately US$ 140,000 a month in total.
3. CLIENTCO'’s controlling culture increased Supplier A’s costs. The tran-
sition period also revealed CLIENTCO’s strong corporate culture for the
first time, to which Supplier A would need to adjust speedily. It was
CLIENTCQO'’s practice to impose its culture on any supplier wishing to do
business with them. CLIENTCO’s culture had a strong focus on security,
safety, and control. In part, this was due to CLIENTCO’s parent company,
but it also emerged from the nature of their business. Working with
CLIENTCO was seriously complicated by this culture. The resulting con-
trols also increased the operating costs for the supplier substantially:
“We’ve had a number of suppliers tell us that our controls potentially add
25% to the cost” (Vendor Manager, CLIENTCO).

Early relationship adjustments. These difficulties led to an initial poor
service performance. This, of course, seriously hampered the development
of the relationship. Managers were out to find and remedy the sources of
these difficulties. They made several early adjustments.

1. Relationship managers for both parties were replaced. Blame was later
to be apportioned to both CLIENTCO’s and Supplier A’s operation managers
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in charge of the deal. To resolve the issue, they had to be replaced, due to
ongoing confrontations. These changes were very costly for both Supplier
A and CLIENTCO. However, this change in players was critical for con-
tinuation. Indeed, later, it was perceived to be a defining moment in the
turnaround of the venture and relationship.

2. Improve the client—supplier interface. Part of the newly appointed rela-
tionship managers’ remit was to ensure a better interface between Supplier
A and CLIENTCO. In this respect, CLIENTCO relationship managers
became much more involved in all personnel arrangements, and in the
alignment of Supplier A’s structure with that of CLIENTCO’s. In any case,
the decision to formalize the structure was to influence the growing
amount of time managers spent on the relationship, rather than just focus-
ing on the contractual requirements. It became indicative that I'T outsourc-
ing success was correlated with relationship management: “The contract
takes up 25% of our time and the rest of it takes 75%” (Relationship
Manager, CLIENTCO).

3. Alter management processes. However, effective relationship manage-
ment depended even more so on management processes. Yet CLIENTCO
had taken the management procedures and processes from its previous
dealings with Supplier B and merely applied these to the operations with
Supplier A. It soon became evident that these would not work with
Supplier A. Consequently, during the far-reaching changes to the manage-
ment structure in 1995-96, several of the management processes in terms
of reporting had to be addressed. With the interaction structure already
redefined, CLIENTCO then formalized its management processes, outlin-
ing particular meetings at which supplier performance would be reviewed
and according to which payments were then made and bonuses granted.
These meetings were key to CLIENTCO’s control agenda, and gave senior
managers of operations and senior functional managers an opportunity to
closely monitor supplier performance. Additionally, the meetings provided
the possibility for voicing any concerns or problems that had arisen and
drawing senior management’s attention to them. The evolving manage-
ment process included ad hoc meetings, and formalized inter-organizational
quarterly, monthly, and weekly meetings at different levels.

Forced to renegotiate the contract (1996). Towards the end of 1995 it
had become clear to Supplier A that it was no longer able to deliver the ser-
vices as originally priced and agreed. For the first one and half years, it had
incurred losses. The contract was in fact costing them significant amounts
of money. In consequence, services were suffering, and both sides were
highly dissatisfied with the arrangements. As a result, Supplier A was
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forced to re-evaluate the contract and its business with CLIENTCO. In
part, Supplier A had to admit that some of the problems were the result of
their erroneous calculations and assumptions about CLIENTCO’s busi-
ness. However, this only became apparent to Supplier A during the actual
operationalization of the contract:

When Supplier A first came into the frame with us they were very
much used to dealing with public utilities and councils and things like
that and they found us very strange. They came in, they took our busi-
ness and they made some assumptions that we were organized like a
council or a utility. We had high overheads, all those sorts of things.
We had excess resources working in that area. But we didn’t. We’d
already done all that work. They were a little bit naive to start off with.
(Vendor Manager, CLIENTCO)

Consequently, in mid 1996, Supplier A was left with two real options for
resolving the situation: either renegotiate or terminate the contract early.
Supplier A requested contract renegotiation. CLIENTCQO’s response was
favorable, revealing a sympathy and understanding of the supplier’s situa-
tion. The stated position was that they were not interested in causing
Supplier A a loss and wanted both parties to mutually benefit from the deal.
Hence CLIENTCO’s management agreed to revisit and evaluate the origi-
nal contract. Interestingly, they found terms and price scales that essentially
prohibited Supplier A from making an adequate return on their costs.
Reflecting on the original state of the contract, one respondent emphasized:

The contract that was put together was appalling. It did not take into
account the availability of additional programmers as needed and the
very significant price rises in the market. This thing wasn’t tied to
KPI's (Key Performance Indicators), it wasn’t fair, they just couldn’t
deliver the services for us on it, so we had to go in and make some
changes. (Vendor Manager, CLIENTCO)

The procedures adopted for the renegotiation cycle were as follows. Supplier A
would continue to deliver on the original contract while a team on Supplier A’s
side would renegotiate the contract. Supplier A’s team negotiated the specific
changes with CLIENTCQO’s Contracts and Materials department and the
CLIENTCO Vendor Managers. The ensuing review uncovered a number of
stipulated terms that were unenforceable in business terms:

There was a review on how much they were paying for core services
because we were doing a lot more core work than we were being paid
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for at the beginning [...] but also there just seemed to be a lot of
unnecessary stuff in the contract which we were never going to try and
do. It didn’t seem to make business sense to do it. So that was taken
out. (Applications Support Manager, Supplier A).

Once a section had been renegotiated and finalized, the changes were
then implemented by Supplier A’s account team and CLIENTCO’s
operational managers. This meant direct implementation and operational-
ization of the new terms. At times, the renegotiation phase was a trying
time and relations suffered, but it was an essential process if Supplier A was
to be able to continue with the outsourcing venture.

The outcomes of the renegotiation were felt to be a very positive
experience for both parties. At least it ensured mutual benefit from the deal
for the future: “I think to a certain extent we’ve both ended up walking
away from that saying, ‘yes we are happy with the result.” They are not get-
ting everything they wanted, and we are not getting everything that we
wanted” (Vendor Manager, CLIENTCO).

Rebuilding relations — Post-contract renegotiations (1997 onwards).
The successful outcome of the renegotiation phase put the relationship
back on track. First signs of the changes to come were the dramatic service
performance improvements. These were so impressive that in subsequent
months relations improved to such a degree that both parties agreed to
develop the basis for a partnership agreement. This agreement would
cover a number of operating principles, but would not embody any legal
commitments whatsoever. Instead it was a rhetorical commitment:

It’s an informal thing but it’s been written by both sides. We have a
partnership agreement with them rather than just do this only and only
this [contract]. But I don’t think it’s actually officially recorded any-
where. It’s one of those things that Supplier A and CLIENTCO do
mention a few times, we are trying very hard to work with CLIENTCO,
not against them. (Application Support Manager, Supplier A)

The informal agreement was based on greater commitment by the supplier
to inform CLIENTCO of any planned changes that could affect the rela-
tionship. In a sense, it was an extended promise to cooperate and collabo-
rate more closely. The impact of this informal agreement was manifold.
For one thing, it increased willingness for closer cooperation and gener-
ated a feeling of openness and trust in each other. Both parties’ managers
consciously worked on fostering such an environment as they not only
believed in it, but also wanted to ensure each other’s awareness of any
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difficulties or problems:

I trust them to speak to me if ever they need anything or want to tell me
anything. I think I’ve more or less achieved that they will phone if
they’ve got the slightest need to talk. I also want to make sure it’s a
very informal relationship. That’s developed quite nicely, they don’t
feel inhibited, they will call if they need to. (Operations Manager,
CLIENTCO)

The result of these developments spurred a strong sense of loyalty on
the supplier’s side towards CLIENTCO. In fact, the loyalty evolved to
define an ethical undertone in the operations of the venture. The benefits
of these changes were felt to be of mutual advantage. In Supplier A’s case,
it gave rise to new opportunities for business with the IT department but
also with other customers, that is a range of business units within
CLIENTCO. Another benefit for Supplier A was the client IT group’s will-
ingness and openness to discuss their future developments and long-term
strategy. It gave Supplier A the much sought opportunity to bid early for
new and upcoming business services CLIENTCO needed. This ensured
the ongoingness of their relations as well.

The benefits for CLIENTCO were increased access to technology,
expertise, and skill resources, enabling them to implement projects faster
and move their business forward. More importantly, CLIENTCO began
actively to seek value added by offering an additional bonus award if
Supplier A could show they had implemented additional innovations that
added real value or generally improved CLIENTCO’s operation.

Strong signs that the relationship and hence operations had improved
became apparent in early 1998. Service levels were in line with
CLIENTCO’s demands and in most cases even exceeded stipulated ser-
vices. Their service performance record was exemplary, giving raise to
considerable bonuses. The operations manager from CLIENTCO
explained that

It’s quite an incentive to be given that bonus for consecutive months.
And just recently I think they went for seven consecutive months
where the batch bonus was paid which was quite an achievement.
Because that’s a long time to go, a whole month without anything
happening.

The relationship continued on this basis for next two years until the end of
the contract. In 2001 the venture was in its second five-year contract
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period, having never looked back after three traumatic IT outsourcing
years.

Strategies to avoid experiencing a
relational trauma - Lessons learned

Before deriving the lessons learned from this case, it is useful to establish
how widely applicable these lessons might be. We detailed earlier the
conditions and circumstances in which a winner’s curse can arise. We also
argued, from the research literature, and our own research experiences,
that the winner’s curse is quite common, suggesting that the lessons
learned from this case, are, not least through analytical generalization,
highly pertinent to all contemplating or participating in IT outsourcing
arrangements. Let us reinforce this point by re-analyzing from a winner’s
curse perspective one of the richer empirical sources available on IT
outsourcing, consisting of a detailed longitudinal case research database.”

The research we will re-analyze examined 85 IT outsourcing arrange-
ments and it is from Lacity and Willcocks (2001). In Figure 5.2, we chart
our re-analysis of these IT outsourcing deals in terms of the impact of the
original bids and contracting terms. First, it can be seen that the supplier
experienced a winner’s curse in nearly 20 percent of the cases, while the
client experienced a negative/mixed impact in nearly 36 percent of
the cases. Clearly the winner’s curse and “cursed” clients are by no means
rare phenomena.

Negative Positive
impact impact
Winner’s

curse 12 3

cases cases
Supplier

No 19 51

curse cases cases

Figure 5.2 Prevalence of the winner’s curse in IT outsourcing (85 cases
re-analyzed from published sources)
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Second, our re-analysis confirms that the left-hand quadrant IS a very
risky place to be. Of the 12 deals, seven terminated early, one was termi-
nated and restructured, one was not renewed, and three continued for
differing reasons but were viewed as persistently problematic by all
respondents.

Third, it is noticeable that where a supplier experiences a winner’s
curse, there is a high likelihood of this affecting the client negatively.
There were three cases where this was not the case (top right quadrant of
Figure 5.2). Two, involving a major UK retailer and an aerospace
company, saw the supplier eventually move into profit as more work came
on stream after the fourth year of these 10-year deals. The third was a
public sector agency whose gains on an economic development package
with the supplier came to be offset by the cost increases in the IT service
aspects of the deal. In all three, the suppliers succeeded in removing the
winner’s curse, and moved into more profitable ways of operating. Fourth,
and unsurprisingly, the bottom left-hand quadrant is not a stable place to
be either. While ten deals did continue to their natural term, though pro-
ducing very mixed results for the clients, four others were terminated
early, three were renegotiated, and two saw a degree of “backsourcing” —
the slow rebuilding of in-house capability during the course of the IT
outsourcing contracts.

By definition, the successful IT outsourcing cases fall into the bottom
right hand quadrant of Figure 5.2. What is most noticeable here is the high
propensity of clients to subsequently renew contracts with the same
supplier — over three quarters did so — and the disproportionately high
number of selective outsourcing deals on 3—4 year terms with detailed
contracts and service level agreements (SLAs). But how can stakeholders
in IT outsourcing ensure they can get into this quadrant? If an outsourcing
deal does not start out here, what can be done to turn the situation around?
Our case helps to provide some possible answers here. The case highlights
clearly the potential impact of a winner’s curse on post-contract manage-
ment operations. Here we will now outline what we found to be the key
lessons on how to avoid experiencing relational trauma, increase in most
costs, loss of service performance, and increase in dissatisfaction amongst
the end-user community.

Strategic lesson 1. Suppliers bidding for an IT outsourcing contract
may underbid because they do not take into account the real value
and real costs of the outsourced activities and they do not take into
account a correction for their own optimistic estimate because their
bidding aim is to win the deal. The initial deal CLIENTCO negotiated
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was strongly in its favor, but the relationship as such was “cursed.” The
deal as agreed, gave Supplier A all too few possibilities to recover their
bidding expenses and negotiation costs. In fact, Supplier A found that the
venture would make a net loss to operationalize, as they had evidently
mis-calculated their initial bid offer. It is interesting to examine how
Supplier A could have made such an erroneous cost calculation when com-
petitively bidding for CLIENTCO’s business. The conjecture proposed by
the managers at CLIENTCO seemed quite plausible — that Supplier A had
made assumptions about CLIENTCO’s high resource base costs and oper-
ational inefficiencies, and then was unprepared to find that CLIENTCO
for the past years had been on a drive to minimize costs and rationalize,
standardize, and downsize operations where possible. However, there is
another plausible explanation, which in other documented cases such as
the Inland Revenue,?* British Aerospace® is also evident. Supplier A needed
to contract with CLIENTCO to gain credibility, prestige, and references
by working with a major Blue Chip organization. To Supplier A, essen-
tially a small niche supplier, such a deal held widespread perceived bene-
fits beyond solely making a margin on that contract. A third contributory
factor was that the bid team was largely different from the group that was
charged with operationalizing the contract and was rewarded on a different
basis — on securing the contract, not on operational performance. The
learning points are:

® Analyze carefully the reasons for, and the detail of, a low supplier bid,
and whether the bid can result in a reasonable profit for the supplier.

® The supplier and client should ensure that those operationalizing the
contract are influential in the supplier selection and bidding process.

® Reassess the cost/service baseline before outsourcing, and make
detailed disclosure to the bidders(s).

® Fixed price contracts will create inflexibilities, possibly disadvanta-
geous to both parties. In fact there is a considerable literature pointing
out the typical problems experienced with fixed price contracts even in
the IT outsourcing field.?® Consider flexible pricing options including
cost plus, market pricing, fixed fee adjusted by volume fluctuation, and
benefit sharing. Track supplier costs via “open book” accounting. Allow
for biannual assessment of pricing adjustments.

® Undertake a rigorous due diligence process before the contract is
actually finalized.

Strategic lesson 2. A winner’s curse for suppliers can result in a nega-
tive impact for the client resulting in relational trauma, renegotiation
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costs, and end-user dissatisfaction or in a positive impact for the client
when the supplier incurs the losses and delivers the services to the
agreed levels. Its miscalculations cost Supplier A dearly in the initial one
and half years, to such a degree that they were left with no other option but
to ask for an early renegotiation. At this stage, CLIENTCO could have
responded by emphasizing that Supplier A needed to honor the contract or
pay a termination fee, but they were not interested in going down a track
of complete relational failure and possible high media publicity, and
instead decided to renegotiate the contract. This renegotiation proved ben-
eficial for both parties, as services improved considerably and Supplier A
in parallel was beginning to make a marginal return. The case emphasizes
that a balance needs to be struck between service levels and costs. The goal
must be win-win, where the supplier can make a return. In a one-sided
venture, the supplier has to try to cover its costs in any way possible, which
is likely to effect services, operations, and relations adversely. In addition,
in situations of competitive bid circumstances the client generally has to
ensure that the supplier is fully aware of the extent of the service require-
ments, and the client may have to spend more time on evaluating the bid
proposals to avoid having to invest in costly renegotiations after such a
short period of operation. The learning points are:

® An outsourcing contract will rarely be delivered satisfactorily where the
supplier stands to make a loss, because this will tend to have detrimen-
tal effects on the service delivered and sour what could otherwise be a
synergistic relationship.

® Renegotiation and restructuring may be better options than termination
and high switching costs (see below).

e Conceive the bid as about a relationship over time, rather than a one-off
win or loss.

Strategic lesson 3. Relational trauma in IT outsourcing can be over-
come by initiating early contract renegotiations. Such a strategy will
change service performance, the nature of the relationship, impact the
management structure, and improve operational efficiency. Significant
impacts on post-contract management and operations were identified in
areas of contract achievement, management structure, relationship
atmosphere, and operational efficiency.

Contract achievement. Unexpectedly for CLIENTCO, service levels
plummeted significantly during the transition period. They remained
below target and satisfaction levels for over a year. End-users commonly
expect that the supplier comes in and services then improve dramatically,
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not least where there is pent-up demand from previous cost containment,
as at CLIENTCO. Often these expectations are not achieved and rather
take an unexpected downturn. CLIENTCQO’s case is no exception here.
Adjusting to new processes, systems, and corporate cultures takes time. As
the customer service manager from Supplier A noted:

The specific stage when the trust went down is when we started, and
it’s extremely hard to provide a service, whatever the level of personnel
is, when you don’t understand the systems. Obviously systems are very
different within different companies. Technology is the same and ideas
of how systems work are the same but the actual specifics are very dif-
ferent. So when you come in cold and start to provide the service from
nothing then the user will see a dip in their service from the previous
supplier to you.

However, contract achievement was always going to be very difficult, as
again Supplier A had made a number of assumptions about CLIENTCO’s
operations and requirements that, actually, did not apply; especially in
terms of rationalization and standardization. It is plausible to assume that
Supplier A was not fully aware of the systems and applications they were
to take over and more importantly possibly lacked some of the
competencies and resources to actually deliver CLIENTCO’s service
levels. The degree of miscalculation made by Supplier A seemed to
corroborate this fact, as did the lengthy period for the actual consolidation
and eventual transfer of the systems to Supplier A’s headquarters. This
emphasizes once again the importance of the customer evaluating the
supplier’s resources, skill-sets, and assumptions regarding their business.

Management structure. Selective outsourcing for cost containment on a
relatively short term contract is not commonly associated with detailed
relationship management considerations — due to the typically stable IT
activities and contractual clarity of what is outsourced. In CLIENTCO’s
case, though, active relationship management became critical. The evi-
dence suggests that due to the winner’s curse scenario in the deal, the sup-
plier was probably not willing to resource the venture with its most
experienced managers — as a small niche supplier it most likely needed
them as a sales team to attract new business. In turn, during the first year
the existing account manager found it very difficult to pick-up from the
previous supplier and turnaround the relationship. His problems in
managing the relationship led, instead, to loggerheads with the client’s
manager. Therefore CLIENTCO requested a new manager, who would
then face off against two newly appointed relationship managers. The
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reason being that SUPPLIER A obviously needed more active manage-
ment. This was a decisive step to save and turnaround the venture.

The impact of a soured relationship, and consequently having to change
the management team at such an early point, was very dramatic. In many
ways it meant starting all over again in developing rapport and relations.
For Supplier A though these changes meant improved cooperation and
support in helping them to adjust to CLIENTCO’s idiosyncrasies.

Relationship atmosphere. The case seemed to highlight a relational
development from a strict contract controlled environment to a more trust-
ing and cooperative environment. It is in the nature of the way CLIENTCO
apparently operates that they generally endeavor to control operations:

As far as we were initially concerned a supplier is a supplier, and we’ve
gone out and asked them to provide X and if they don’t provide X then
we are going to hit them over the head until they do provide X. (Vendor
Manager, CLIENTCO)

Their extensive experiences with procuring products and services from
the market led them to adopt a power wielding approach. In retrospect,
management by contract and the expectation to deliver according to con-
tract reflected this culture. However, is this an appropriate approach in IT
outsourcing? In this situation the control approach failed and led to the
breakdown of relations. What Supplier A needed initially was some guid-
ance in understanding CLIENTCO’s operations. The parties needed to
worked together to clarify the requirements and idiosyncrasies of
CLIENTCO and this was clearly missing. The results were evident in the
amount of conflict between account managers. Effects were disastrous
for both parties. Service levels were low and Supplier A was losing
money.

Improvements came with the introduction of the vendor managers who
seemed to be interested in helping and cooperating to ensure both parties
mutually benefited from the venture. In fact, CLIENTCO’s managers
quite deliberately focused their initial efforts on resolving Supplier A’s
problems with CLIENTCO, and so began to build trust. Cooperation
between the parties was to become fundamental and it is plausible that
only in this kind of context did Supplier A gather sufficient momentum to
actually approach CLIENTCO to request an early contract renegotiation.
The developments following the renegotiation were remarkable consider-
ing that the relations had broken down. Literally 18 months later, the par-
ties had informally agreed to a partnership and managers from all levels
were engaged in team building exercises. The environment fostered by
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cooperation and working through problem issues was one of openness and
trust, yet the contract was still governed the deal.

Operational efficiency. The lack of a reciprocal profit for Supplier A con-
tributed to the deficient services levels. Only through early renegotiation in
1996 was this alleviated, which of course introduced considerable extra
costs for both parties in terms of time, resources to renegotiate, and subse-
quent development of a renewed rapport and relationship. This raises serious
questions over whether CLIENTCO truly made a cost saving that year, and
for the venture in general. We can assume that no matter how long contract
renegotiations take it will be at significant costs to both parties.

Nevertheless, the renegotiation process assured that both parties even-
tually made a return on the venture and saved Supplier A from having to
terminate the contract which undoubtedly would have been disastrous in
terms of costs for both parties. As a matter of fact, the renegotiation helped
improve relations to such an extent that other value added benefits have
since emerged from the venture not only for CLIENTCO, but also for
Supplier A, and in the long-term CLIENTCO’s operational efficiency
improved. The learning points would seem to be:

® The need for early end-user expectation management on the client side,
especially during the transition period.

® Ensure that the contract management culture is conducive to supporting
superior supplier performance.

e Review the in-house core management capability and skills needed for
managing external supply. Consider building informed buying, contract
monitoring, contract facilitation and supplier development roles from
the beginning of the contract. Otherwise problems will arise making
them necessary (see Chapter 3).

® There is a relationship dimension to every IT outsourcing deal that no
contract can substitute for. Ensure it is managed to advantage.

Strategic lesson 4. A winner’s curse can be avoided by a supplier
through information gathering and bidding activities. The case find-
ings identified a number of issues that a client organization can influence
in order to avoid or at least minimize the impact of a winner’s curse (see
Figure 5.3). In line with general outsourcing practice these considerations
would filter into a client organization’s evaluation, selection, and negotia-
tion strategy. The objective has to be control of the impact on post-contract
management and the relationship.

In the case, it was evident that Supplier A suffered from having insuffi-
cient information to make an adequate assessment of CLIENTCO’s
requirements. The problem clearly was that Supplier A was under pressure
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Causes Adverse case outcomes

a) Information gathering

¢ Insufficient information

e Misinformation Information impactedness
e Wrong assumptions

b) Bidding

e Misaligned bid offer

e Bidding to win, no matter Above baseline cost

e Under-estimate of resources and no possible profit margin

capabilities required
e Under-estimate of rigidity of contract

c) Operating

o Overestimate of extra work and Revenue enhancement
excess fees available. Tactics curtailed

e Underestimate of control and tightness Opportunistic behavior
of client contract management

Figure 5.3 Supplier perspective on the winner’s curse

to make an offer for a set of services that for the past seven years had been
delivered by Supplier B. The existing supplier knew exactly what the
service provisions would entail, whereas Supplier A had to rely on
information only partly made available by the client and the direct
competitor. The resulting assumptions underpinning the Supplier A’s bid
was based on incomplete, incorrect, and outdated information. In terms of
transaction cost theory, there is likely to have been an information asym-
metry, resulting in specific knowledge concerning service specifications
being fragmented and the free flow of information hampered leading to
information impactedness.?”’” Client organizations in turn have to ensure
that no such information impactedness exists, at least, in terms of their
detailed service requirements. The danger, as highlighted in this case, is
missed service and technology operations that should have been part of the
supplier’s bid and for which the supplier has not calculated any resources.

A mis-aligned bid will entail either (1) termination, (2) supplier’s
opportunistic behavior (potentially damaging the client), (3) the supplier
accepting the loss and supplying the agreed service for strategic reasons,
or (4) renegotiation. In the case Supplier A could not achieve (2) at a profit,
did not want (3) so offered (1) or (4). Clearly the client could have played
a more active role in evaluating the bid suppliers made, especially in
one-to-one competitive bidding circumstances, to prevent possible miscalcu-
lations of the baseline costs. Interestingly, the client culture of cost efficiency
and tight control was perceived as a protection, but ultimately backfired to
produce undesired results. Client organizations should ensure that suppliers
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have a reasonable profit margin in their deal, or else the focus on the sup-
plier’s operations will be solely on where it can recover its bidding costs
and begin to make a margin. Otherwise, as what happened in the case, a
supplier will seek to save on resources and employ inexperienced man-
agers that diminish client user’s satisfaction levels.

Although, the case did not provide direct evidence, there was an issue that
Supplier A was confronted with a legacy system where it did not have the
skills and resources to effectively handle the service and system requirements
of CLIENTCO. A potentially dangerous situation, as the supplier may have
to recruit resources and the capabilities from the market before it can provide
the actual services. Again the client should take an active role in determining
whether the supplier is sufficiently resourced in terms of capabilities and
skills to handle the deal. The fundamental lesson would seem to be:

e Supplier information gathering activities are vital. The client should
check to ensure that the bidders are undertaking detailed information
gathering activities necessary to present a bid that will be effective in
operational terms.

Strategic lesson 5. The winner’s curse can be avoided by clients by
detailed information provision, by building-in contingencies in the
contract, and via a choice of the format of the bidding arrange-
ments. The bidding phase is often a one-sided event, and may actually
demand a more active participation of the client. We have made this
clear already, especially in terms of assessing the supplier’s overall
resource potential, capabilities, skills, information access, bid offer, and
cost calculations. Intervening early on may prevent the experience of a
winner’s curse for both parties and subsequent adverse impact on the
relationship.

A second factor is the choice and specificities of the bidding arrange-
ments. A key question for bidding arrangements is whether to use a single
round or a multiple round sealed-bid format. The critical distinction
between formats is that a multiple round scenario provides the bidders
with information through the process of bidding. This information often
turns out to be a double-edged sword.?® It may stimulate competition by
creating a reliable process of price discovery, by reducing the winner’s
curse, and by allowing efficient aggregations of items. Alternatively, the
information may be used by bidders to establish and enforce collusive out-
comes. Ex ante asymmetries and weak competition — as in the case — favor
a single round, sealed bid design. In other cases, a multiple round bidding
arrangement is likely to perform better in efficiency and revenue terms.
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For the client organization some lessons would seem to be:

® Assist the supplier with the information pointed to in Strategic lesson 4;

® Maintain initial tight control but work flexibly where contract and
service metrics are outrunning market prices;

® Check market prices regularly and build price recalculations into the
contract;

® Consider carefully the bidding format. In different circumstances a
single round or a multiple round sealed bid will be more appropriate.

Strategic lesson 6. For a customer to establish its preferred contract
mode, we suggest identifying the relationship it implies and how these,
and their staffing, support the service and value added it expects to
receive from a supplier. The case evidence allows us to reconsider IT out-
sourcing in a more fundamental sense. Distilling findings from a number of
previous studies, a strong relationship exists between the strategic intent a
client organization chose to pursue, the kind of technical capability it
needed to employ, and the type of relationship needed to match intent and
supplier capability, and achieve expectations. A strong finding has also
been that there are frequent misperceptions on the part of all parties as to
the nature of the relationship, and what can be expected from each other as
a result. Let us, firstly, classify the types of relationship we have observed,
then illustrate, through examples, the importance of getting strategic intent,
technical capability, and relationship definitions aligned.

The main types of IT outsourcing relationships are classified in
Figure 5.4. Here strategic intent, in terms of expectations from outsourc-
ing, is divided into whether the focus is on achieving business value and/or
on achieving IT efficiencies. On the horizontal axis, technical capability
refers to choosing to externally source to gain a distinctive technical lead-
ership, or to gain access merely to technical resources that form a resource
pool not otherwise available to you, in cost per quality terms. The matrix
sets up four possible relationships. By far the most common is the
“Technical Supply” relationship where the objective is to achieve IT
efficiencies by hiring external resources. In such a relationship the funda-
mental focus is on cost minimization, and the rendering of IT as a variable
cost. As at CLIENTCO, the major debates will center on the cost-service
trade-off, and measurement systems will also be constructed around this.

Another possible relationship we call “Business Service.” Here the
objective is to use an external IT supplier who can improve service to
the business by not only delivering more precisely on changing business



The winner’s curse in outsourcing

Business “Business service” “Business alliance”
value
« Underpinning business requirements « Profit generation
« Supporting internal business improvements | « Competitive edge/strategic contribution
. « Pay-per-supply and on business results « Shared risk/reward
Strategic
Intent “ H ” “ . ”
Technical supply Technology partnering
IT efficiency « Cost/service trade-off - World-class capability
« Cost minimization « Innovation/development
« Pay-per-supply « Technology risk sharing
Resource pool Distinctive technical
leadership

Technical capability

Figure 5.4 Strategic intent and capability in IT outsourcing: Identifying
relationships

requirements, but also by, for example being involved in business process
improvement projects. Here the contract will be about both IT efficiency
for business impact, and the supplier’s contribution to business improve-
ment. Here one would expect additional processes and relationship
mechanisms for involving the supplier more closely in business issues.
The evaluation debate would be more on business value and suitable met-
rics, based on the business impact of supplier performance. In this respect
it is interesting to note that on some figures business process outsourcing
may grow worldwide by 10 percent a year from US$140 billion in 2005 to
over US$220 billion by 2010.%

A third type of relationship is “Technology Partnering.” BP Exploration
(BPX), for example, in their 1993-98 outsourcing deals, explicitly chose
three suppliers because they had best-in-class capability in particular
areas. BPX expected future proofing on the technological front, with the
suppliers keeping BPX abreast of leading edge technology, and also pro-
actively innovating in technologies and their application to BPX.

Finally, too many large-scale outsourcing arrangements are presented
as “Strategic Alliances.” For us such an alliance assumes a working together
to make offerings to the external marketplace, and sharing the risks and
rewards of such endeavors. The focus here is on business expansion, the
main debates will be around business goals, mutual contribution, and
shared rewards. Several authors®® found many so-called strategic alliances
in IT outsourcing to be largely fee-for-service contracts; moreover the
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risk-reward elements were too small a part of the relationship to make a
difference in terms of motivation and focus. A further example appears in
the Commonwealth Bank—EDS arrangement described in Chapter 8. The
bank undoubtedly secured cost savings from outsourcing its IT, but other
gains were less clear. Interestingly, as a symbol for strategic alliance, the
bank originally took a one-third share in EDS Australia in 1996. However
this was sold back in 2005.

Clarifying these options, and when they are most suitable, is an impor-
tant pre-condition for establishing the right relationship mechanisms and
evaluation regimes. In practice we have seen all too many organizations
contract and manage tightly for cost efficiency, but then also expect the
sort of business value added that could only be got from a “Business
Service” relationship, or the technical innovation and pro-activity that
could only be provided through “Technology Partnering.” This partly
explains why BPX was disappointed with at least two of its 1993-98 sup-
pliers. In another way, in the US$2 billion plus BAE-CSC 1993 ten-year
deal, BAE managed CSC tightly though the deal ostensibly had “Business
Service” and “Technology Partnering” components. It was only after sev-
eral years, and after CSC had made large investments in making the IT
function efficient, that BAE managers started being interested in allowing
CSC to tap the other possibilities for revenue.

Cultural and financial factors often drive these misconceptions. Early
on in BPX traditional cost reduction approaches prevailed in the deals
though the deals had been paraded as more about technology partnering.
At the same time, for example, a supplier, as at CLIENTCO, will find it
difficult to sustain a “Business Service” or “Technology Partnering”
orientation if the money is not going to be there. Sometimes it is lack of the
right kind of partnering capability, in either or both client and supplier, as
at CLIENTCO. More frequently there is a lack of clarity at the scoping and
evaluation phases of I'T outsourcing, to identify precisely which components
require what metrics and what relationship arrangements.

Given these considerations we offer the framework in Figure 5.4 as a
way for a client to think through exactly what he/she is trying to achieve
with different parts of its IT outsourcing, and what the implications of this
analysis might be for relationship arrangements and assessment regimes.
On this, the learning points from CLIENTCO would seem to be that

e Even a “Technology Supply” outsourcing arrangement needs to be
staffed and managed for its relationship dimension, not least to build in
the necessary flexibility where the contract is designed poorly to deliver
on stakeholder intents.
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e A “Technology Supply” arrangement will inhibit severely the probabil-
ity of the value added inherent in the other three forms of contracts and
relationships.

® However, as in CLIENTCO, if the right core IT capabilities are in place,
the relationships developed in a “Technology Supply” arrangement can
lead to further opportunities for enhanced benefits in any of the other
three outsourcing regimes.

Conclusions

This chapter made four distinct contributions to our understanding of IT
outsourcing practice. First, we identified the phenomena of a winner’s
curse in the context of IT outsourcing. Second, we showed from a
re-analysis of 85 IT outsourcing cases how common and problematic a
winner’s curse has been in IT outsourcing. Third, the detailed case history
of CLIENTCO allowed for clear development of six strategic lessons.
These lessons address the impacts of a winner’s curse for clients and suppli-
ers and the strategies to overcome and more importantly prevent relational
trauma in an outsourcing deal. Fourth, we propose a more complex and
subtle view of IT outsourcing relationships than typically analyzed in the
management literature.

Concerning this last contribution, the study provides new scenarios in
IT outsourcing and new directions for inquiry for managers and researcher
of IT outsourcing. Thus we have described different IT outsourcing
scenarios and identified different strategies for clients and suppliers to
cope with the winner’s curse and avoid relational trauma. We also high-
light new questions for research. As one example, can we create specific
tendering designs that are likely to be successful for IT outsourcing bids?
We also provide a typology of types of relationship as a diagnostic tool for
further research, and to help practitioners analyze their own deals and
perceptions.

The experience of a winner’s curse was shown to pose considerable
pressures for an outsourcing venture and the relationship, to the extent that
re-negotiations, or even early termination, become the only and best
option. Active relationship management by competent relationship
managers who can facilitate a successful and mutual turnaround of such a
venture in these contexts takes on a new meaning. Regardless, though, of
whether the venture and relationship is saved, significant costs will arise
for both parties, raising general doubts over the financial viability of such
deals in general. However awareness and understanding of how such
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scenarios can evolve is the starting point for avoiding a winner’s curse
experience.

One of our concerns is that winner’s curse type deals may actually have
increased, rather than diminished in the last few years, given the distinc-
tive characteristics of the market and business pressures in the 2001-05
period in the developed economies. If this is the case, then our analysis and
prescriptions have important implications for managing this legacy
problem in deals going forward.

Finally, as the Internet evolves into a powerful and reliable infrastruc-
ture for electronic commerce and electronic business, new configurations
are possible and feasible. E-sourcing and Application Service Provision
(ASP), for example (see Chapter 10), supported by advances in technology
and better crafted business models than in the e-commerce bubble era,
may well see important new developments (see also Chapter 11). In such
new configurations relational trauma might occur, and this chapter
identifies some major lessons that client and supplier companies should
consider before signing netsourcing contracts.
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Outsourcing human resources:
The case of BAE systems

Mary Lacity, David Feeny,
and Leslie Willcocks

Introduction: Transformational
HR outsourcing

This is the first chapter where we explore deeply the outsourcing of one
particular back office function, namely, human resources. For the first fifty
years, HR outsourcing was limited to targeted HR activities such as
payroll administration. The market for large-scale, transformational
human resource outsourcing (HRO) accelerated in 1999 with the creation
of two pioneering firms, Xchanging and Exult (now Hewitt). These HRO
suppliers had the idea that the bulk of a large client’s decentralized HR
transactional services could be outsourced in order to radically reduce
costs and improve services. The client’s HR is transformed through the
supplier’s transformation levers: creation of shared services from clients’
disparate HR departments, headcount reduction for redundant and low
performing employees, retraining and empowerment for retained employ-
ees, process redesign and standardization, and significant technology
enablement. These suppliers took over a myriad of their client’s HR
activities, including HR information systems, benefits administration,
compensation (salary administration and job descriptions), recruitment,
training, career development, and regulatory compliance. Clients kept HR
strategy (budgets, policies, workforce planning, organizational design),
employee performance (assessment, counseling, career paths), and liaison
roles in-house. This type of transformational HRO injected the HRO
market with new vitality.

L.P. Willcocks et al., Global Sourcing of Business and IT Services
© Palgrave Macmillan, a division of Macmillan Publishers Limited 2006
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Size of HRO market

The exact size of the HRO market is unknown, but there are various
estimates by commercial research firms. In 2000, Gartner estimated that
the HRO market was US$33.4 billion (primarily North America and
Europe),! but that it grew to US$51 billion worldwide in 2005.2 IDC had
more modest estimates, sizing the HRO market at US$34 billion in 2005.
Everest estimated a US$3.5 billion market in 2000 and a US$14.3 billion
market in 2005. McKinsey had the smallest size estimates, but it primarily
focused on HR IT Services — a market they estimate will be US$5 billion
by 2008. Technology Partners International (TPI) and Yankee predict
continued growth rates. TPI, for example found that HRO is the fastest
growing and largest segment of the BPO market. Total contract value more
than doubled from US$545 million in the first quarter of 2004 to US$1.7
billion in the first quarter of 2005.° Yankee believes the growth rate will be
10 percent annually over the next four years, reaching US$74 billion by
2009.* The variance in estimates is attributed to sampling differences
(Everest sampled 98 transactions, Gartner sampled 120, and TPI sampled
360 BPO deals).

HRO suppliers and their customers

Coverage of the major HRO suppliers must begin with the two pioneer-
ing HRO firms, UK-based Xchanging and US-based Exult (acquired
by Hewitt in 2003), both funded in 1999 by General Atlantic Partners, a
US-based venture capital firm. These small, hungry suppliers were
established by seasoned outsourcing gurus. David Andrews, who cre-
ated Andersen Consulting’s (now Accenture) successful outsourcing
business in Europe, is founder and CEO of Xchanging. James Madden
was recruited by General Atlantic partners to lead Exult because of his
years of outsourcing leadership at Systemhouse, Booz-Allen, and
Andersen Consulting in North America. Both Andrews and Madden
saw the possibility of using outsourcing to radically transform large
organizations plagued with duplicate, antiquated, and non-integrated
HR functions into streamlined shared services organizations. Their
vision, combined with seasoned experience, venture capital, and the
ability to recruit top talent, attracted large contracts from large cus-
tomers. Xchanging’s client list includes BAE Systems, Lloyd’s of
London, and Deutsche Bank. Exult’s client list by 2003 included Bank
of America (see Chapter 8), British Petroleum (see Chapter 3),
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International Paper, Circuit City, and Prudential Financial. Xchanging
and Exult set a high standard for HRO by reducing client costs, increas-
ing clients’ HR services, and earning a profit for investors within a few
years of start-up.

Given Exult’s success and rapid growth rate (five-year growth of
11,929%), Hewitt bought them in 2003. Since buying Exult for US$690
million in stock in October of that year, Hewitt became the number one
HRO supplier, closing almost US$1 billion in deals with ten companies
including Marriott, Pepsico, and Sun Microsystems during the first seven
months of fiscal 2005. Hewitt now holds 21 percent of all HRO deals
worldwide, with competitors Accenture and Fidelity running second and
third, respectively, according to an April 2005 report by Everest Research
Institute.> Other top HRO suppliers include ACS, AON, Cap Gemini,
Convergys, EDS, and IBM. What is particularly noteworthy is the move
from the IT outsourcing market to BPO by both EDS and IBM (see
Table 6.1).

Table 6.1 Sample of HRO suppliers and HRO customers

HRO supplier Major customers Number of client employees
supported
Xchanging BAE Systems, Spirit Group Supports ~ 80,000 employees
IBM Procter & Gamble, Dana Supports ~ 300,000 employees
Corporation, Oracle, Synergy
Fidelity BASF, ABB, Hughes Electronics Supports ~ 400,000 employees
Exult (now PepsiCo, Bank of America, British Supports ~ 700,000 employees
Hewitt) Petroleum, Johnson & Johnson,
Unisys
EDS Towers Perrin Supports ~400,000 employees
CPS Human Transportation & Security Supports ~40,000 employees
Resource Administration
Services
Convergys Texas Health & Human Services; Supports ~ 400,000 employees
Home Depot
ACS Delta Airlines Supports ~ 500,000 employees
Accenture British Telecom; British Petroleum,  Supports ~ 500,000 employees

Citrix,

Sources: Table comprised from various sources, including supplier websites, Kessner (2005), Everest Research.
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Promised savings from transformational HRO

Large companies have a lot of fat in their back offices, particularly since
most have grown through mergers and acquisitions. After M&A (mergers
and acquisitions), front offices are often integrated and streamlined, but
back offices like HR are often neglected. This neglect results in over-
staffed, idiosyncratic, duplicate, and incompatible back offices across
business units. David Andrews estimates that the fat in back offices in the
top 500 companies in the world is in the trillions.%

Rather than invest the necessary resources to create shared services and
reduce duplication, large companies may engage BPO suppliers to elimi-
nate the fat. According to a recent study by the Yankee Group, the average
running cost for HRO providers is between US$1500 and $2000 per
employee per year, saving customers up to 21 percent (see Figure 6.1
below).

But against these promised savings, it should be noted that HRO
success is not guaranteed. A number of customers have prematurely
terminated their HRO deals, including the 2000 British Telecom/
Accenture deal, called e-peopleserve. Part of the problem was that while

Big savings
The financial impact of outsourcing HR
v $ % v

2000 22
1900 20
1800 18
1700 16
1600 | | | | | 14

10,000- 15,001- 20,001- 25,001- 30,001- 50,000+
15,000 20,000 25,000 30,000 50,000
# of employees

Average annual HRO cost per employee, $
mm Average annual % reduction in total HR costs

Figure 6.1 Yankee Group estimate of HRO cost savings

Source: Kersner, J.(2005),"People movers,” CFO Magazine, June.
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Accenture was focused on growing the business, BT was focused on HR
cost reductions. It proved difficult to maintain a focus on service delivery
to one partner at the same time as the venture was seeking to develop new
business. Accenture took over the venture and transformed it into
Accenture HR Services. BT remained involved in business development
and has incentives to encourage this. The change in e-peopleserve’s own-
ership also had to do with BT’s desire to de-leverage its balance sheet in
the wake of the telecom crash. We will see in the forthcoming case how
BAE Systems and Xchanging primarily focused on BAE’s HR transfor-
mation first, then sought external customers. It should be noted, however,
that Xchanging had, into 2005, continued to experience difficulties in
growing its HR BPO (as opposed to its HR procurement) business beyond
its first client.

BAE Systems/Xchanging: A case study
of transformational HRO

In this chapter, we selected an in-depth case study at BAE Systems
(previously British Aerospace) as a powerful vehicle for disseminating
lessons about successful back office transformation. We have been study-
ing British Aerospace for ten years and have fully explored their ten-year,
£900 million IT outsourcing relationship with Computer Sciences
Corporation. (see Lacity and Willcocks 2001,” for the case study focusing
on IT outsourcing.) In this chapter, we explore how BAE Systems incor-
porated lessons learned from their use of other transformation models
(see Chapter 1 for discussion of back office transformation models), such
as management consultants and fee-for-service relationships, when trans-
forming their human resource function. Specifically, they sought to repli-
cate the good aspects of management consultants (infusion of skills and
expertise, ability to bypass internal resistance) while avoiding the pitfalls
(lack of knowledge transfer, consultants have little accountability or own-
ership of results). BAE Systems sought to replicate the good aspects of
fee-for-service outsourcing (variable budgeting, reduced headcount,
access to global expertise) while avoiding the pitfalls (cost creep, poor
alignment of customer and supplier incentives, and lack of sustainability).
When outsourcing human resource management in 2001, BAE Systems
and their supplier, Xchanging, employed a distinctive enterprise partnership
model in which the parties created a new business, called Xchanging
HR Services (XHRS). BAE Systems is both a customer and an investor
to this new enterprise. By 2005, BAE Systems had already received
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the following benefits:

e Cost savings on baseline services

e Service improvement in many service areas

e New web-based technology capabilities rolled out to over 40,000 users
in BAE Systems

® A new state-of-the art shared service center was built and occupied

® Retained BAE Systems managers now focus on more strategic activities

e Transferred BAE Systems staff have been retrained to make them more
service focused

® Obtained new business, including a £500,000 deal with Spirit Group for
HR services in 2005

e Partnership has earned numerous nominations and awards including UK’s
National Outsourcing Association (2004) and BAE’s HR Excellence
Award (2005).

Of course, such transformation is never painless, and BAE Systems
learned many valuable lessons along the way. By sharing their experi-
ences, we aim to help other senior executives and back office service
directors successfully seek ways to cut back office costs while improving
service.

BAE Systems: The customer context

British Aerospace was formed as a Government owned enterprise in 1978
from a series of independent companies in the United Kingdom (UK)
aerospace industry. It brought together businesses that included military
aircraft, commercial aircraft (through its share holding in Airbus),
Jetstream (commuter aircraft), Dynamics (missiles), and Royal Ordinance
(weapons). Since its inception, British Aerospace fostered the indepen-
dence of its operating divisions by allowing business units to be in charge
of their own profitability and support services, including IT and human
resources (HR). The decentralized culture is required because each
strategic business unit (SBU) operates under drastically different production,
marketing, and legal environments. But the consequence is idiosyncratic,
duplicate, and incompatible back offices.

In the early 1990s, British Aerospace was confronted with loss of sales
due to the end of the cold war and economic recession. In 1992, it reported
losses of £66 million on sales of £10 billion, and its stock prices
plummeted from £7 per share to £1 per share. British Aerospace senior
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management sought to improve profitability by focusing on core
competencies in aircraft, divesting non-core divisions, and refinancing the
company. British Aerospace subsequently sold Rover, Corporate Jets, and
Ballast Nedam. They outsourced some back office functions such as
information technology. British Aerospace reduced headcount by 21,000
employees. As a result, profitability increased to £230 million on £11 billion
in sales in 1994. But from 1997 through to 1999, British Aerospace’s sales
growth stagnated. Clearly, British Aerospace needed to expand their
global markets.

In January of 1999, British Aerospace and GEC proposed a merger
between British Aerospace and GEC’s Marconi Electronic Systems to
create a global aerospace and defense company called BAE Systems:

The proposed merger with Marconi Electronic Systems is an important
step in the consolidation of the industry in Europe and creates a strong
and highly capable business with significant cost benefits. (Sir
Richard Evans, Chairman of the Board, BAE Systems?®)

Investors were promised that the synergies from the merger would result in
annual cost savings in excess of £275 million within three years of
completion of the transaction. While BAE Systems would continue to
invest in their core capabilities in military aircraft, weapon systems,
nuclear submarines, and large commercial aircraft all support functions
were mandated to deliver significant cost savings.

In the area of human resource management, BAE’s Group HR Director,
was charged with delivering a minimum of 15 percent cost savings with a
stretch target of 40 percent on an estimated annual HR internal spend of £25
million while maintaining the same level of service. At that time in 1999,
Group HR was actually a small department, focusing on senior pay and ben-
efits, senior level development, and organizational design. Nearly all of the
HR headcount, some estimated 700 people, were decentralized within the
SBUs. Within the SBUs, the decentralized HR people delivered transactional
activities, such as payroll, benefits administration, recruiting, and training as
well as professional services such as training design, industrial relations, and
HR procurement (see Figure 6.2). According to benchmarking standards,
BAE’s HR function was at least 40 percent inefficient, with one HR person for
every 70 employees, compared to a 1 to 200 ratio for best in class firms.
BAE’s Group HR Director believed the only way he could deliver the man-
dated cost savings was to centralize much of HR into shared services.

He assembled a team to investigate the shared services concept. The
team had in mind that 80 percent of HR was probably transactional

151



152

Mary Lacity, David Feeny, and Leslie Willcocks

From | Head Office |

Decentralized \

SBU SBU SBU SBU SBU Grou
i Managin Managin i i P
Managing Inaging inaging | | Managing | [Managing HR
Director Director Director Director Director
i ] t f i
SBU HR| |SBUHR| |SBUHR SBU HR SBU HR
Director Director Director Director Director
Transactional | | Transactional/|| Transactional/|| Transactional/ || Transactional/
activity/ professional professional || professional | professional
professional
services | HeadOffice |
To shared \
services
SBU SBU SBU SBU SBU Group
Managing| | Managing| | Managing| | Managing| | Managing HR
Director Director Director Director Director

1 1 1 1 t

SBUHR| [SBUHR| [SBUHR| [SBUHR| [SBU HR| [Transactional
Director Director Director Director Director p?gftévslgi/c/)nal
L] ] t L services

Figure 6.2 BAE Systems vision for transforming human resources

activity and only 20 percent of HR was strategic or core. Thus the team
proposed a design of HR shared services that entailed a significant cen-
tralization of HR headcount and resources, leaving only HR directors and
small HR teams in the SBUs.

Rejecting traditional transformation choices

Initially, the HR team considered three possibilities for implementation of
shared services: do it themselves, hire a management consultancy to help
with the transition, or outsource HR entirely. The pros and cons of these
options were seriously debated (see Table 6.2).

Rejection of “do-it-ourselves”

The major benefit of doing it themselves was obviously that BAE Systems
would directly benefit from the savings without sharing them with a third
party. For this reason, many business unit managers preferred this option to



Outsourcing human resources

Table 6.2 BAE Systems’assessment of transformation options

Implementation Pros Risks
option
Do-it-yourself @ Realize all the cost @ Senior management will not make

benefits internally technology investment required to
implement shared service
o Most politically Internal resistance from business
acceptable units to centralize services
o Lack of empowerment and skills of
internal HR to make the quantum
changes required

Management o Infusion of external energy e Large, expensive project which will
consultancy and skills likely cost escalate once consultancy
e Ability of outsiders to bypass is on site

internal political resistance Consultancy has no ultimate
o Clear mandate from senior accountability or ownership of outcome

management that project @ Lack of skills and knowledge transfer
will be done @ Lack of sustainability
Fee-for-service o Infusion of external energy and @ Escalating costs
outsourcing Skills
o Ability of outsiders to bypass @ Lack of sustainability
internal political resistance
o Clear mandate from senior o Customer and supplier incentives are
management that project Misaligned
will be done
® One-time savings achieved upfront
o Supplier accountability for results ® Power asymmetries develop in favor of
Supplier
Enterprise e Infusion of external energy and e Start-up company, may subsequently go
partnership Skills out of business
e Ability of outsiders to bypass
internal political resistance ® Business model may be overly

o Clear mandate from senior dependent on revenues from external
management that project customers which do not materialize
will be done

® One-time savings achieved
upfront

and continued cost savings
guaranteed for five years

o Supplier accountability for results

Upfront technology investment

made by supplier

o Customer and supplier incentives
aligned

@ Joint Board of Directors insures
customer participation and oversight

hiring outsiders: “My initial feeling was, why the hell can’t we do this
ourselves? If we can do it ourselves, it might be a better proposition because
we are not giving half of the savings away” (previously BAE Finance
Director, then CFO of XHRS).

However, there were three major impediments to doing it themselves.
First, the creation of shared services would require a significant investment
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in facilities and web-based technology, known as eHR. Given senior
management’s penchant for cost cuts, as well as their preference for investing
only in core businesses, the HR team knew a request for HR capital funding
would probably be rejected. Second, the business unit managers would resist
giving up resource control: “The barons have been used to having the
resource under their control” (Customer Enterprise Relationship Director,
BAE Systems).

Third, senior management perceived that the internal HR staff lacked
the power, enthusiasm, skills, and mentality to drive forth such a drastic
change. This was not a reflection on the HR individuals themselves, just a
recognition that most HR personnel historically were treated, and thus
subsequently behaved, as “9:00 to 5:00” back office staff: “I was pretty
clear that the organization would never make the degree of change that was
necessary to get to a slick shared services organization. So long as it was
part of BAE Systems, it would never have been a high priority” (Previous
HR Director, then Head of Resources for XHRS).

Clearly an infusion of external energy, experience, and skills was needed.

Rejection of management consultants

The HR team considered whether to hire an outside management consul-
tancy to manage a one-time, big-bang implementation project. The
benefits of this option were the necessary infusion of energy and skills and
the ability of external managers to bypass internal politics by having a
direct conduit to senior BAE Systems management. Furthermore, by
bringing in prestigious consultants, senior management would signal to
the organization that they had committed to the project. But the HR team
identified these major risks that they previously experienced with consul-
tants: high costs, lack of accountability for and sustainability of results,
and lack of skills transfer: “I don’t think you can bring in consultants and
expect them to do the same job because they won’t” (previously BAE
Finance Director, then CFO of XHRS).

Rejection of traditional outsourcing

The HR team seriously considered a traditional, fee-for-service outsourc-
ing option, the model they had previously used with IT outsourcing. With
fee-for-service outsourcing, a supplier would take over their HR assets and
people and deliver services back to BAE Systems through a long-term
contract. The benefits of this option included the same as the management
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consultancy: an external infusion of energy and skills, the ability to bypass
internal politics, and the clear message that services would be centralized.
Furthermore, the outsourcing supplier would be accountable for results
because they would both implement and operate the shared services.

But BAE Systems was aware of three major negative consequences
with fee-for-service outsourcing: escalating costs due to unbridled
demand, lack of sustainability of cost savings and service levels, and
power asymmetries developing in favor of the supplier. With some prior
outsourcing deals, BAE Systems found that once central control of the
budget is gone, demand for services — and thus costs — ran amuck. For
example, BAE Systems used to provide chauffeur services in-house with a
fleet of four cars. Now that chauffeurs are outsourced, there is no con-
straint on demand, such as “you can’t have a car because they are all
booked.” The supplier has recently increased the fleet to 24 new Omegas
to meet the unwatched demand.

BAE Systems management also feared the possible lack of sustainability
with fee-for-service outsourcing. While BAE Systems enjoyed an initial one-
time, upfront savings with many of their outsourcing deals, over time, it found
that some suppliers lacked incentives to sustain innovation, to improve ser-
vice, or to share additional cost savings with BAE Systems. Although lengthy
contract negotiations upfront were designed to prevent such deterioration, the
fact remained that customer and supplier incentives were never adequately
aligned with fee-for-service outsourcing. Supplier margins were based on
squeezing as much profit as they could from baseline service definitions while
encouraging significant contract additions from decentralized users.

The final negative consequence BAE Systems experienced with
fee-for-service outsourcing was power asymmetries developing in favor of
the supplier. It is very difficult to award additions to a contract to an alter-
native supplier.

These three negative consequences of fee-for-service outsourcing all
stem from the poor governance structure. With a fee-for-service outsourc-
ing deal, every dollar from the customer’s pocket is a dollar in the
supplier’s pocket. Because incentives are not aligned, the parties must take
extreme efforts to protect their interests during lengthy contract negotiations.
Global outsourcing contracts can literally occupy 10 legal boxes. Such
contracts are extremely difficult to understand, monitor, and enforce.

In the midst of debating these three options in early 2000, a serendipi-
tous fourth option emerged: “I came across this proposition which David
Andrews (Founder and CEO of Xchanging) happened to land on my desk
at exactly the right time. It was a different model, a partnership model”
(Customer Enterprise Relationship Director, BAE Systems).
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Choosing the enterprise partnership

David Andrews proposed that BAE Systems and Xchanging should form a
50/50 jointly owned enterprise. The enterprise would be operated as a
strategic business unit within Xchanging, giving Xchanging the responsi-
bility and accountability for implementation and subsequent operations.
But both BAE Systems and Xchanging would sit on the Board of Directors
to ensure continued customer involvement and oversight. The enterprise
would initially behave as a traditional outsourcer by transferring BAE
Systems HR assets and personnel to the enterprise governed by a ten-year
contract. The enterprise, in turn, would implement the shared services con-
cept and deliver HR services back to BAE Systems. But in the long run,
the enterprise would further leverage the HR assets and personnel to
attract external HR customers, of which profits would be shared 50/50
with BAE Systems. In addition:

e Xchanging would transfer top talent to the enterprise to ensure the nec-
essary infusion of experience, energy, and competency.

® Xchanging would deliver guaranteed minimum cost savings for five
years to BAE Systems in the form of a rebate.

e Xchanging would make an upfront invest of technology worth US$25
million, primarily to implement eHR.

® Xchanging would grant warrants in Xchanging, which could be very
valuable if and when Xchanging went public.

In concept, this option offered significantly more benefits over the
previous three options, while mitigating their negative consequences (see
Table 6.2). But there was an obvious risk: as a start-up company, with no
existing revenue stream, the potential of Xchanging experiencing financial
difficulties in its first few years seemed very high. However, the HR team
was impressed by Xchanging’s executives and finances. Concerning exec-
utives, they concluded Xchanging’s talent was world class:

The main reason was probably to do with the individuals, what
seemed to be a very high caliber of people from Xchanging. (Previous
HR Director, then Head of Resources for XHRS)

Are these people winners or losers? You just couldn’t form any view
other than these people are going to be winners. (Previously BAE
Finance Director, then CFO of XHRS)

Concerning finances, they knew that General Atlantic Partners had pro-
vided £60 million in venture capital to Xchanging. Clearly Xchanging had
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cash to develop their business. The enterprise partnership was deemed the
best model.

In June of 2002, a Letter of Intent was signed. Negotiations proved long
and difficult because divisional managers within BAE Systems argued to
de-scope the deal by retaining more than the targeted 20 percent of HR
staff. A final agreement was signed on February 22, 2001, to be effective
May 1, 2001.

Contract overview

The BAE Systems—Xchanging HR contract is worth at least £250 million
and endures for ten years. From a BAE Systems perspective, all cost sav-
ings would be shared 50/50 in line with the ownership structure. However
a proportion of these savings would be guaranteed with only Xchanging at
risk. The cost savings would be delivered through a rebate mechanism.
Thus, if BAE System’s transferred costs were £25 million in a year,
Xchanging would rebate BAE the agreed upon percentage of savings at
year-end. After five years, BAE Systems and Xchanging will re-base the
price using a cost-plus model for the remainder of the ten-year contract.

Much of the contract specifies how the parties will govern the enter-
prise, including the identification of three boards: the Board of Directors,
the Service Review Board, and the Technology Review Board. The Board
of Directors comprises Xchanging executives as well as BAE Systems
HR Executives and non-HR Managing Directors. BAE Systems insisted
on the latter as Board members to ensure that the enterprise is run as a
business, not just an HR function. Xchanging has a majority of the Board
to ensure operational control. The Board of Directors meets quarterly to do
an overall business review. The Service Review Board is a committee,
with equal BAE and Xchanging membership, charged with ensuring
excellent HR service by monitoring service delivery and quickly remedy-
ing service problems. A service problem escalated to the Service Review
Board requires an action plan to remedy the situation within a maximum
three-month period. The Service Review Board is given teeth through pro-
vision for price reductions for inferior service or no charges for extremely
poor service, but both parties would consider it a failure if these options
were ever exercised. The ultimate sanction is the Board’s ability to oust the
Enterprise Partnership CEO for continuing poor performance. The
Technology Review Board, also jointly populated by Xchanging and
BAE Systems, was created to ensure that Xchanging’s makes the promised
US$25 million investment.
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Implementing the enterprise partnership:
May 2001-December 2002

In this time period, Xchanging successfully transferred and reoriented
BAE Systems employees, defined and gained approval of 400 service lev-
els, delivered web-based eHR, reorganized the HR function to realize the
shared services vision, built and occupied a new XHRS facility, and began
redesigning service processes. Each of these activities is explained in more
detail.

Employee reorientation

In May 2001, 462 BAE Systems employees formally transferred into the
Enterprise Partnership. The supplier celebrated their arrival with a major
launch event, which included a video by the CEO of XHRS. In the video,
he talks about the exciting things that the transferees will experience, how
they will be more involved in the business, and how they are no longer a
cost center but a profit center. The CEO also told them that all this would
happen gradually over six months, but in the meantime, transferees should
just conduct business as usual:

The CEO was saying, it’s business as usual today guys because we
don’t want to upset the service. We are not going to go around now to
BAE and say, “I’'m not doing that for you any more Mr. Customer
because it’s not in the service definition yet.” We have a philosophy
that says if he wants you to do something, you just do it. If there is a
commercial consequence of that we will worry about it later and talk
to your Line Manager but it is a yes to the customer, not a no. (Previously
with BAE Systems, then Head of New Business Development
for XHRS)

The transferred employees all attended a three-day induction session,
where the supplier’s management team addressed the staff. But the induc-
tion sessions were not only about creating a welcoming environment, but
also about explaining the realities of a commercial enterprise:

We started up by saying “these are the cost reduction commitments,”
I said “we’d have to double productivity in five years,” I said “in so far
as we can off-set that through third party revenues by effectively using
spare capacity to deliver services to third parties we will, but that’s
what we are going to do.” (CEO of XHRS)
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In addition to induction training, targeted employees were intensely
retrained for their new roles in process redesign, the Service 1st method,
and leadership.

Defining over 400 service levels

In parallel with the employee reorientation, Xchanging implemented its
service delivery plan, facilitated by a program called Servicelst.
Servicelst is a web-enabled approach to define Xchanging’s mission for
BAE Systems, to identify baseline services, to identify the recipients of
services, and to agree to the services in terms of standards, volume, and
price. Within six months, Xchanging created 400 service levels for eight
service classes:

. Reward and recognition

. Learning and development

. Resource management

. Employee documentation

. HR information services

. International resources

. Pension management

. Advisory and support service

0NN LN A~ W

The completed Service Definition was ratified by the Service Review
Board in October 2001. The Service Review Board also ratified a proce-
dure for changing service definitions caused by large changes in volume or
changing business requirements without having to renegotiate the
contract. From that point on, the Service Definition has been available live
on the Internet-based version of Servicelst.

Having established a trusted baseline of service definition, it serves
going forward as the basis for both customers and providers to measure
performance, and as the start point for any discussion of changes to
requirements in the service itself or the process by which it is delivered. It
was critical to Xchanging’s ability to re-organize the partnership around
Service Lines. And it is then the start point to help move transferees from
a “back office” to a “front office” mindset:

It is very much a relational role. Service has to make sure that we are
constantly meeting our customers’ expectations. And when I talk ser-
vice I mean everything — it is how we are viewed, what impression we
give, how the phone is answered, what does the office look like when
people come into it. (Head of Service, Xchanging)
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From the BAE Systems Perspective, the HR service dramatically
improved:

I do think that the service from a process, control point of view has
improved extraordinarily. I think Xchanging really does have the right
processes in place, they really know what they are doing on that. Some
of the transformation that I have seen in some of the people that are in
XHRS, especially the customer relationship managers, one or two of
them, they never would have interacted with the business in the way
that are doing now, they have become a lot more professional. They
are a lot more understanding of what drives a business, understanding
of cost base and how you actually get value out of a business, so that’s
been quite a nice surprise to see that happen and to see that happen so
quickly. (HR Director, BAE Systems)

Managing £80 million in indirect HR spending

During the measurement exercise, BAE Systems and Xchanging
recognized that HR spent much more than the direct cost to BAE Systems
of £25 millions/annum; HR was also the agent for no less than £80 millions/
annum of indirect procurement. This was a highly decentralized and frag-
mented spend for items such as cars, health care, and non-technical con-
tract labor such as clerical staff and cleaners from an estimated 200
suppliers. BAE Systems had begun to more closely manage this spend
themselves, but both parties saw huge opportunities for improvement by
consolidating the buying power across BAE Systems’ SBUs and across
Xchanging’s other customers (which now included large clients like
Lloyd’s of London for Policy Administration). Given the scale and scope
of this HR procurement, BAE Systems and Xchanging felt it needed the
attention of a separate enterprise partnership. This led to the establishment
in November 2001 of Xchanging Procurement Services, a partnership deal
worth £800 millions over ten years. This deal became a major story in its
own right and is the subject of the next chapter.

Delivering eHR

Xchanging had committed to launch the first version of eHR, called peo-
pleportal, within six months of signing the contract. Xchanging’s CEO
believed this date was realistic because Xchanging Practice Director for
Technology already had a detailed technology blueprint based on reusable
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components. He had adopted the learning his CEO had absorbed from a
previous assignment:

I think we took it to a new level with the distinctiveness of the component-
based architecture. Because typically people say you need to define
functionality first, you can’t build a system until you define function-
ality. I say you often don’t define functionality for two years. We can’t
wait for two years, so we built a structure with components within six
months, while you are deciding the functionality, we can have it up
and running. And what we did was turn the model upside down.
Whereas in most systems 80% of the code is functionality and 20% is
the technical architecture, if you adopt a component driven approach,
you can put it to 80% components and 20% functionality. Rather like
cars today. They all look different but they are all the same underneath.
So we did that and that enabled them to very quickly turn on function-
ality when they sorted out their arguments. (David Andrews, CEO of
Xchanging)

At first, the Practice Director for Technology thought he could hire suppli-
ers to actually build his design, but that quickly proved too expensive and
too risky because the suppliers would retain all the knowledge of the
source code. Clearly, Xchanging had to rapidly build in-house technology
capability and went on a recruiting rampage. His team grew to 19 full-time
technology managers, architects, and specialists supplemented by six
contractor workers hired through mid-2002. The impact was profound in
BAE Systems when Xchanging successfully launched the first version of
peopleportal on October 4, 2001:

I think they were absolutely astonished that we delivered on that,
I don’t think they expected it for one minute. (CEO, Xchanging HR
Services)

1 think the peopleportal has been the first sign from within the business
that something has changed, something has actually happened. ... We
had a lot of very good feedback, it was very good, the technology was
great, it was web-based. (HR Director, BAE Systems)

Since the initial launch, Xchanging has constantly updated and integrated
technology such as Oracle HR, Bond Adapt recruitment software, Talisma
CRM, Consensus delegation management software, and Authoria’s
administration software. In 2005, BAE Systems made Andy Whelan of
XHRS their Grand Finalist in their HR Excellence Award for e-enabling

161



162

Mary Lacity, David Feeny, and Leslie Willcocks

HR services.!® He was in charge of a successful project that migrated
25 HR legacy systems into one web-enabled database.

Reorganizing into shared service streams

On January 1, 2002, Xchanging HR Services was reorganized along
service streams. Overall, there are seven Service Stream Heads and
initially 40 service stream team leaders now in charge of cross-business
services. Each service stream now operates as its own mini-business, with
the same Service Heads understanding that they are responsible for further
cost reductions and further streamlining. Where possible, productivity
improvement should come from leveraging resources to deliver external
business, but during the first year of operations, there were only a few
instances in which productivity improvements were delivered from increased
revenues. For example, Xchanging increased the revenue stream in the
training business by £500,000 to cover the required unit cost savings.

In reality, most of the savings have come from downsizing staff.
The HR staff, already reduced to 411 by April 2002, was reduced to 311
people by year-end 2002. The cost reductions have been accompanied by
another round of town meetings to explain to the staff “this is what we said
we were going to do at the induction, and this is what we did do.”

Building and occupying a state-of-the-art, front-office facility

To house these centralized teams, David Andrews built a state-of-the-art
shared service facility for Xchanging HR services. He built the facility in
Preston, the center of BAE Systems’ activity in North West England. This
facility serves as a beacon of branding for Xchanging HR Services, com-
plete with Xchanging’s color scheme (blue and orange) and logos as the
focal point of its interior design. (see Figures 6.3 and 6.4.) The new facil-
ity has also had a major impact on people’s morale and perception of
XHRS as a viable business:

Space has a big impact on people’s morale and the perception of their
value, this is where our environmental capability comes in and the ser-
vice center in Preston will be a show piece. (Head of Implementation,
Xchanging)

The main focus around that building was really to put a bit of branding
out in terms of we are now Xchanging HR Services so now let’s start
thinking about Xchanging HR Services rather than about BAE
Systems HR function. (Previously with BAE Systems, then Head of
New Business Development for XHRS)
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Figure 6.3 New XHRS facilities in Preston

Figure 6.4 New XHRS facilities in Preston
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Redesigning business processes

Xchanging uses their own version of the Six Sigma methodology!! to
redesign business processes. The Six Sigma methodology is a strategy for
satisfying the customer’s needs profitably, primarily by reducing the
number of defects in processes.

From a governance stand point, Xchanging implemented Six Sigma
with three-tiered teams, called Master Black Belts, Black Belts, and Green
Belts. Master Black Belts select the projects and mentor the Black Belts.
Black Belts are employees devoted full time to the Six Sigma process,
which requires an extensive training program and subsequent certification.
Green Belts are part-time Black Belts who continue to work in their
functional areas. Green Belts assist Black Belts with projects and integrate
Six Sigma methods and tools in their daily work.

The senior leader peer review process for 640 people serves as an example
of a business process redesign. Traditionally, peer review involved an
extremely inefficient process of an HR person sitting down with a senior
leader to fill out paperwork. Instead, Xchanging redesigned the process based
more on self-service and enabled the process via the peopleportal: “What
would have happened before, thirty people would have happily expanded a
task to fill three months and as it is now, eight people have been busy for a
month — bang! Done” (Head of Implementation, Xchanging HR Services).

Attracting new customers

Xchanging completed the HR transformation by the end of 2002, 20 months
after start-up. After the transition, one of the goals of XHRS was to attract
more external customers. While Xchanging was indeed expanding its
business to other large clients such as Lloyd’s of London, and Deutsche
Bank, XHRS had not captured much additional business until 2005. In May
of that year, Xchanging signed a three-year, £500,000 deal to integrate and
host the payroll systems of Spirit Group, an independent managed pub
company. When Spirit Group merged with pub group Scottish and
Newcastle Retail last year, it boosted staff to 40,000 employees but
the merger meant two separate payroll systems. Xchanging is in charge of
the integration, standardization, and hosting of Spirit’s Unipay system.

Case discussion and lessons on
back office transformation

In this section, we describe our preliminary lessons on the effectiveness of
using an enterprise partnership as a vehicle for back office transformation.
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The enterprise partnership versus do-it-yourself

In their initial analysis, the BAE Systems” HR team believed that there
were three impediments to trying to create a shared set of services them-
selves:

® Senior management will not make technology and resource investment
required to implement shared service

¢ Internal cultural resistance from business units to centralize services

e Lack of empowerment and skills of internal HR to make the quantum
changes required

The evidence suggests that the enterprise partnership model successfully
solved these problems for the customer:

e Xchanging made the technology investment on behalf of the customer.
Xchanging delivered the first eHR application within six months and
has since released three further versions of the technology.

® Xchanging successfully centralized shared services within a year of
operations, enabled by a new organizational structure and a new service
center.

® Xchanging delivered a highly skilled implementation team and tool kit
to kick start the change.

e Xchanging successfully empowered transferred employees by induct-
ing them into a new culture.

This last bullet warrants further elaboration. In the over 100 outsourcing
cases we previously studied,!? customers nearly always sought a supplier
with a similar culture to their own. But is this approach flawed? Certainly
the BAE Systems—Xchanging partnership challenges the conventional
wisdom of cultural homogeneity:

Lesson 1: The enterprise partnership model creates a clash of cul-
tures, but cultural incompatibility may be just what you need. Nearly
every person interviewed for this case — from both the customer and sup-
plier sides — noted the cultural differences between BAE Systems and
Xchanging. BAE Systems was systematically described as “risk averse,”
“detailed,” and “cautious.” This is precisely the culture BAE Systems
needs to ensure safety and quality in their core products such as aircraft,
submarines, and weapons. But such a culture is not helpful if the task is
trying to radically transform a back office function like HR. In contrast,
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the Xchanging people have been consistently described as “aggressive,”
“winners,” and “impressive.” This culture is needed for a start-up company
seeking to establish their reputation: “What was obvious to me, the
Xchanging people were part of a small company desperate to succeed, and
that desire to succeed just didn’t exist in the BAE Systems HR culture”
(previously BAE Finance Director, then CFO of XHRS).

Xchanging’s culture demands results even if it means Xchanging
bypasses a customer’s bureaucracy or if it means that Xchanging has to
swallow higher costs. For example, although BAE Systems was contractu-
ally required to pay an IT supplier for some IT services associated with the
peopleportal, Xchanging paid the supplier to expedite the implementation
process.

Xchanging’s results-oriented culture was taught to the transferees
through launch events, training sessions, videos, and town meetings. Lest
the induction process appear oversimplified, we do note that we heard
many stories about how long it took people to change. For example, one
employee said it took three months to change:

If you left work at half past six, you were having a late night at
BAE. I mean, that is the BAE culture. I was in at ten to seven this
morning and I’ll be here at nine o’clock tonight and that is the
Xchanging culture. The Xchanging guys I just could associate with
very, very, very easily. From day one I felt much, much more com-
fortable. The hard thing was it was a damned sight harder work,
much more disciplined environment, much more focused environ-
ment. It still took me a little while to make that leap — probably two
or three months.

Overall, BAE Systems embraces the culture shock imputed on its
transferees:

Yes, as a business, Xchanging has placed a lot more pressure on the
people in terms of responsiveness and acting in a service environment.
We could never have gotten our people to do that because we couldn’t
have got the culture that would have taken, I don’t think it would have
happened. (HR Director, BAE Systems)

It’s one thing to hear about the culture from senior managers, but what
do the transferred employees have to say? In 2005, Professor Anthony
Hesketh'? from Lancaster University published quantitative measures on
the perceptions of transferred BAE Systems employees, who are now
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Xchanging employees. Specifically, he measured transferred employees:

1. perceptions of their capability,

2. their focus and importance on Xchanging’s seven transformation levels
(people reorientation, process redesign, service 1st, technology enable-
ment, better sourcing (through XPS), new environment, and implemen-
tation processes), and

3. their performance.

Although Hesketh described himself as “an outsourcing skeptic,” the high
marks from the survey led him to conclude:

Immediately apparent from the results is the evidence that Xchanging
practices what it preaches. The strong performance goes a long way
toward shattering the popular myth that back office staff are treated
poorly by outsourcers. Xchanging’s investment in their people is
clearly paying off with high levels of employee engagement.

Management consultancy versus enterprise partnership

In their initial analysis, the BAE Systems’ HR team believed that there
were four impediments to trying to create a shared set of services by hiring
a management consultancy:

e (Consultants would identify a large, expensive project which would be
likely to cost escalate once they were on site

e Consultants have no accountability or ownership of outcome

® [ ack of skills and knowledge transfer

® [ack of sustainability

Concerning project size and cost, the perceived problem with management
consultants, amongst our interviewees, is that they are clearly incented to
identify large, complex problems:

Two things that really got my goat in consulting, how many times do
you have to get paid to select the same system? And how many times
do people have to consolidate before they get it right? OK, I've got
immense respect for the consulting firm I used to work for, they are an
outstanding organization and the ability to take literally people
straight out of university. Really good people, but I didn’t like that
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there was some misalignment of objectives. (Practice Director for
Xchanging who previously worked for a major consulting company)

In contrast, Xchanging’s partnership model subscribes to our experience
of best practice:

Lesson 2: Multiple short-term implementation phases can yield faster
results and pose less risk than a single, large-scale project. Our prior
research has consistently found that several small projects are more
productive than one large project because there can be insight and clarity
each step of the way, and fewer resources spent on non-value-adding tasks
such as coordination and administration."* The enterprise partnership
model, as enacted by Xchanging, has this same view of project size:

Innovation doesn’t need to be a big idea, it can be lots of little things. ...
What we like doing is introducing a bit of change every three months
because it has much more immediate impact rather than building a
great big filthy system. (David Andrews, CEO of Xchanging)

If you don’t do it within three to six months then you don’t do it.
(Head of Implementation, XHRS)

For example, Xchanging implemented the first version of peopleportal
within six months, and released three more value added versions within a
year of operation.

One of the reasons management consultancies often identify large
projects is because they view technology infrastructure as the solution to
business problems. For example, consultants often view large, integrated
IT systems as a client’s solution for enterprise resource planning, customer
relationship management, or e-business. This leads us to our next lesson.

Lesson 3: View technology not as a solution, but rather as an enabler.
One of the important distinctions between Xchanging and many consultan-
cies is their view of technology. Xchanging’s executives do not view tech-
nology 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 care-
ful 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
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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 technol-
ogy on top of a broken process. (Technology Practice Director,
Xchanging)

Specifically, Xchanging aims to process 80 percent 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” (Head of Implementation, XHRS).

Fee-for-service outsourcing versus the enterprise
partnership model

In their initial analysis, the BAE Systems HR team rejected fee-for-service
outsourcing for the following reasons:

® Escalating costs

e Customer and supplier incentives are misaligned
® Power asymmetries develop in favor of supplier
® Lack of sustainability

Senior executives naturally fret the most over the first bullet point. Costs
may escalate for many reasons: the supplier has too much power and
charges too much money; demand may no longer be harnessed, so the vol-
ume of services increases (thus increasing costs); and/or disaggregated
spends are finally aggregated, leading to uncomfortable surprises. The
enterprise partnership model discourages the first behavior through their
aligned incentives, shared governance boards, and open book accounting.
But the enterprise partnership model, like fee-for-service outsourcing, will
experience the other two sources of cost escalation. The key is to ensure
that additional demand is valid, that is, that users are demanding value
adding services that the customer deems worth more than the price. And
by aggregating dispersed budgets, customers finally have an opportunity
to better control and manage it. These lessons are further explored in the
two following lessons:

Lesson 4: When employing fee-for-service outsourcing or an enterprise
partnership model, be sure to manage user demand. Prior to the part-
nership model, demand at BAE Systems was constrained by the number of
HR staff in the SBUs. If a managing director in an SBU only wanted to
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hire a staff of 25 people, his unit could only demand enough HR services
to occupy these 25 people. A decentralized user community of 40,000 can
now demand HR resources:

We are seeing some evidence of increased demand with Xchanging
HR Services...But demand for service before XHRS was always
restricted because as an HR Director, you only have the number of
people that you could get your MD to agree to, so that effectively
capped it. Of course, we have taken that away now and people can
demand ever more and more. (Previous HR Director, then Head of
Resources for XHRS)

The solution for both the fee-for-service outsourcing and enterprise part-
nership models is a customer liaison role that collects, prioritizes, and
approves service demands (see Chapter 3 for more on this core capability).
The function of this role is to ensure that additional demand adds more
value than the additional costs it triggers. Although a liaison role adds to
the bureaucracy and thus slows down customer service, it is vital to
prevent unreasonable cost escalation. At BAE Systems, they have imple-
mented this liaison role through their Service Review Board:

If it’s a new service or an additional higher volume of service, it will
go through the service review board. The board asks what’s the speci-
fication and the cost of doing it? What it doesn’t do is set the strategy
for what the service should be because the business sets that. Each
individual business will set the strategy, if they want a new service,
they will set that direction. (HR Director, BAE Systems)

Lesson 5: Both fee-for-service outsourcing and the enterprise partner-
ship model can help customers pro-actively manage spend previously
hidden in decentralized budgets. In our study of over 100 fee-for-service
outsourcing cases, we found that customers typically did receive unit
cost reductions on their baseline services, but that visible overall costs
went up because hidden spend became illuminated after outsourcing. This
illumination offers customers the opportunity to finally manage the true
spend.

Certainly, BAE Systems can expect enormous benefit by consolidating
the dispersed £80 million annual HR spend on miscellaneous items such
as healthcare and clerical staff, now managed by a separate enterprise part-
nership called Xchanging Procurement Services (see Chapter 7). Within a
year of operation, indirect procurement costs dropped by 12 percent, with
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more savings anticipated when existing procurement contacts expire and
can be renegotiated.

But even removing the procurement spend from the equation, HR costs
at BAE Systems appear to have risen, as more hidden HR costs are found
and transferred to Xchanging HR Services, such as IT spend on HR
systems and spend on temporary HR staft:

The cost has increased quite substantially. In reality it probably isn’t
going up because of Xchanging. It just means that we need to proba-
bly transfer budget over that hasn’t traditionally sat within the HR
team, so that it’s all as one and recharged against that, that total mass,
rather than part left within the business. (HR Director, BAE Systems)

The difference between when and how fee-for-service outsourcers and an
enterprise partnership deal with the phenomenon of hidden costs leads us
to our next finding.

Lesson 6: Delaying due diligence until after the contract is in effect
can speed the negotiation process and more fairly distribute the
burden of newly discovered costs. With fee-for-service outsourcing, the
supplier typically verifies the customer’s claims on baseline costs,
services, and resources prior to signing a contract. This due diligence
process ensures that the supplier understands their commitments and can
still generate a profit on those commitments. But due diligence slows
down the negotiation process and almost never uncovers all the costs to
which the supplier inadvertently commits:

One thing in this business you cannot underestimate is, no matter how
long from the outside in you try to do due diligence, you will always
get it wrong. It’s only when you actually go in there and start running
it that you find out what’s going on and the sooner you do that the
better for everyone. (CEO, XHRS)

This immediately puts the customer and supplier in an adversarial
position. The customer claims, “You are responsible for this, you contracted
for this, it’s not our fault you didn’t do your homework.” The supplier
counters, “I am getting ripped off, I have to earn a reasonable profit, you
hid these costs from us.”

In contrast, the enterprise partnership model delays detailed due dili-
gence until after the contract is signed. The customer and supplier do not
need to verify all the costs beforehand because they do not contract a flat
fee. Instead, the partners agree to provide a percentage of savings on the
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total costs transferred, including hidden costs as they become illuminated.
Delaying the due diligence process under this model protects both the
customer and supplier. Consider some of what Xchanging discovered after
the contract was signed: An additional 15 percent of costs were uncovered,
including 35 temporary HR staff, wrong salaries reported, and wrong
pensions reported:

The quality of the data about the HR function in terms of not just what
salaries people were on but just who was there, how many to within
10%. Really, really surprising and if anything that experience, if [ ever
needed drilling home about why BAE needed to do the deal, that did
it. If you can’t tell how many people are in your own function within
10% to 20% what chance have you got of providing value added HR
for a business? It was just shocking. (Previously BAE Finance
Director, then CFO of XHRS)

At Xchanging, these costs were added to the baseline, and BAE Systems
would get their agreed upon percentage of savings.

Lesson 7: The enterprise partnership model aligns incentives better
than fee-for-service outsourcing. In terms of alignment, the enterprise
partnership model is clearly superior to traditional outsourcing. The 50/50
shared profits and the Joint Board of Directors ensures that the parties both
participate and make mutually beneficial decisions:

It’s brilliant because you have rules like the Board of Directors have to
turn up for meetings. Could I get the sponsors to turn up for meetings
on my previous outsourcing deals? Well, maybe, but it was hard work.
When you have a Board meeting, you have to be there. You have cer-
tain 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)

The customer certainly agrees that the enterprise partnership more closely
aligns the parties:

So if it was a traditional customer/supplier relationship, you would get
the instance that the customer would blame the supplier for not deliv-
ering a service. For me, the partnership means that the accountability
for delivering the service into the business is mine. I have to make sure
that it delivers a seamless service so that myself and my other HR
directors in this business will not say “the reason this went wrong was
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because Xchanging did this.” If something goes wrong it’s because we
did it. It’s very much a partner type relationship. (HR Director, BAE
Systems)

The supplier concurs that the relationship is going well, partly because of
the alignment:

I think we have exceptionally good relationships with BAE Systems
which have been maintained and built over this period, as opposed to
any acrimony coming in. I think this is due to the approach we take.
(CEO, XHRS)

However, one caveat is warranted here:

Lesson 8: Beware that the enterprise partnership model does not
perfectly align incentives. In the previous chapters, we discussed how
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?) While this
schizophrenia has not so far been a big issue at BAE Systems, it does
exist:

I think third party business will be of great benefit financially to the
partnership. It also brings in new ideas and different ways of doing
things and gives the people who are doing the transactional side a
different experience and perhaps different ways of doing things. But
I guess one of the concerns from people in the business, if
Xchanging goes out and wins more third party business, is that going
to affect the service? The concern within the business will always be
if that happens will the level of service drop. With all the measures
that are in place I would find it would be difficult, you would spot
the service dropping immediately and the contractual measures
would be there to actually rein that back. (HR Director, BAE
Systems)

Lesson 9: Selecting a supplier with generic business competencies
rather than domain-specific knowledge may yield better results.
Moving in a completely different direction, what fascinated us most about
BAE Systems’ selection of Xchanging is that it ignored a number of
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“conventional wisdoms’’:

® Xchanging had no track record — BAE Systems would be the first
customer!

e Xchanging had no industry-specific knowledge, that is, no aerospace
knowledge.

e Xchanging had little domain-specific knowledge, that is, little human
resource management expertise!

Nearly every fee-for-service outsourcer positions their core capabilities
in the functions they are taking over. But Xchanging claims no pre-existing
competency in human resources. Instead, Xchanging believes that the tal-
ent needed to transform back offices to front offices requires six powerful
cross-functional, cross-industry competencies, which they group together
in the Xcellence platform:

service excellence,

process improvement,
people development,
technology enablement,

slick physical facilities,
efficient third-party sourcing,

And most importantly, the wisdom to know when and how to deploy these
six through the seventh competency of implementation. Xchanging’s
enterprise partnership model absorbs the domain-specific knowledge — in
this case HR knowledge — through employee transfers. Some executives
from BAE Systems actually saw this lack of HR knowledge as a plus:

I always say the best HR people are people who haven’t been in the
HR function all their lives. You need a different view. So the
Xchanging team, although they are not HR professionals, it works
probably better that they are not because if they go in understanding
all the pitfalls that there may be, then they’ll never make any changes,
so sometimes it is better. (HR Director, BAE Systems)

Enterprise partnership model versus joint ventures

Although BAE Systems did not consider a joint venture, there are many
similarities in terms of governance. We noted that joint ventures often
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failed because the suppliers were unable to leverage the customer
investor’s assets with external sales. With enterprise partnerships, the pri-
marily focus is on transforming the customer’s back office; external sales
come later. But the following lesson applies:

Lesson 10: The economics of the enterprise partnership approach need
to work for both parties without over-relying on third-party revenues.
BAE Systems understood this lesson and will receive the guaranteed cost
savings over a five-year period regardless of whether Xchanging can
attract external customers to the venture. This contract item proved to be a
savvy move:

The business development in year one was almost zero because the
focus was, “Let’s get our act together in delivering this to BAE
Systems first, before we all turn into sales people and go out and start
selling ourselves.” (Head of New Business Development, XHRS)

That said, if the supplier cannot earn a profit on the deal, the customer’s
service will invariably deteriorate. Thus, this lesson also extends to suppli-
ers: make sure you can earn a profit on the deal even if you cannot attract
external customers.

In the case of Xchanging and BAE Systems, XHRS’ CEO reports that
Xchanging did a make a modest profit during the first few years. Indeed,
Xchanging executives note that the centralization, standardization, and
downsizing reap significant savings, so generating profit is do-able with
this model:

If I only look at XHRS, we have to really work hard not to make this
business work. It is pretty easy to make this business make money, the
hard bit is the time scale and the growth. So you concentrate resources
and put the management in place, you remove the weak people over
time and you put in good technology. You really have to work to not
make that add up to a significantly better position than you were in
before. (CFO, XHRS)

Thus, Xchanging can earn a profit even if XRHS does not attract another
customer. (But that is clearly not the goal!)

Lesson 11: Consider the enterprise model if you fit the ideal customer
profile. The enterprise partnership model may work best for a customer
with the following profile:

® The customer seeks substantial improvement in back office performance
in costs and service.
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® The customer has a substantial back office spend to make the deal large
enough to attract a competent external supplier.

® The customer’s back office operations are highly decentralized, allow-
ing the opportunity for significant cost reductions from centralization
and standardization.

® The customer’s back office operations have not received high manage-
ment attention historically, allowing the opportunity for significant cost
savings and service improvement from better management.

® The customer’s organization would resist centralizing and standardiz-
ing themselves due to internal political resistance, unwillingness of
senior management to make the required upfront investment, or
lack of skills and experience of back office staff to make the
transformation.

® The customer sees the potential for sustainable, long-term development
of a new business.

Conclusion: Which transformation model is best?

Because BAE Systems had a high potential for improving performance
and developing HR into a sustainable business, they were looking for a
long-term solution with a governance mechanism capable of aligning
incentives and adapting to changes. It is very clear from the BAE Systems
story and lessons that the enterprise partnership was certainly a better
model than do-it-yourself, management consultancy, or fee-for-service
outsourcing for this context. But BAE Systems, like many companies, use
all transformation models in their organization.

To help senior executives weigh the relative advantage of these options,
we have developed a matrix, which assesses the potential for performance
transformation and the potential for sustainable development (see
Figure 6.5). Management consultants have a proven track record of
helping clients implement big-bang transformations such as reorganizing
organizational structures, integrating a number of disparate existing
systems, or building new systems. The focus here is on significantly
improving performance, while allowing the customer to manage the ongo-
ing result. Here one looks to the market to supply an infusion of energy
and new skills not otherwise available, an ability to bypass internal politi-
cal resistance, and to deliver on a clear mandate from senior management.
However, our research experience has been that costs may escalate, and
making the changes stick — getting them accepted, institutionalized and
developed further — can be problematic.'®
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Figure 6.5 Options for “back office” performance improvement

Fee-for-service outsourcing is often targeted at incremental improve-
ments, such as delivering the same set and level of services at a reduced
cost. This model is very effective when customers can articulate require-
ments and wish to obtain a fair market price and competent service. Our
experience has been that one-time savings are frequently achieved
up-front, but there is little sustained continuous improvement, let alone
transformation of performance. !

On the other hand, “do-it-yourself” can develop new capabilities and
sustain their application, but frequently internal inertia and politics, and
under-investment in the resources required often makes it a poor choice
when seeking the initial performance transformation.!” Applied to back
offices, as we have seen, an all too typical scenario is lack of prioritization
of management attention, financial and technical resources to make things
happen.

In practice, all these models, carefully selected, focused and managed,
remain viable weapons in a senior executive’s arsenal. As the do-it-yourself,
management consultant, and fee-for-service outsourcing models have
been extensively studied, the enterprise partnership model warrants further
study. By sharing BAE Systems story it is our aim to help senior execu-
tives most effectively transform their back office functions.
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Introduction: Transformational
procurement outsourcing

The previous chapter explored the use of outsourcing to transform human
resources. The opportunities for cost savings are vast because HR is a
labor intensive activity. Thus, the creation of technology-enabled shared
services allows dramatic reductions in headcount. This chapter explores in
depth the use of outsourcing to transform indirect procurement.
(Procurement of direct materials and services is still considered strategic
and kept in-house by most firms). This is a very different transformational
model because procurement is not a labor intensive activity, but the dollars
transacted are enormous. A handful of purchasing agents may transact
US$100 million worth of indirect goods and services. Typically, a pur-
chasing agent may be responsible for dozens of categories of indirect
spend, and thus cannot gain deep expertise in each category. Thus, savings
from indirect procurement outsourcing come from the supplier’s deep cat-
egory expertise, as well as rigorous sourcing methods, tools, consolidated
buying power, and the ability to attract and retain good suppliers. Studies
have shown that customers have experienced significant cost savings from
outsourcing indirect procurement. Aberdeen Group, for example, found
that 83 percent of 720 senior executives reported achieving significant
price reductions after outsourcing procurement.!

L.P. Willcocks et al., Global Sourcing of Business and IT Services
© Palgrave Macmillan, a division of Macmillan Publishers Limited 2006
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Size of the procurement outsourcing market

IDC estimated that procurement outsourcing was a US$5.9 billion market
in 2002, and was expected to increase to US$12 billion by 2007.2 Most of
the outsourcing market comprises indirect procurement spend on items
such as office supplies, travel services, furniture, car fleets, and contract
labor. This represents 60 to 80 percent of a typical company’s purchasing
transactions. Research firms project ambitious growth estimates for indi-
rect procurement outsourcing. For example, TaylorHall forecasts that the
procurement outsourcing market will triple by 2008.3 Accenture claims
procurement is the fastest growing BPO sector, with a survey showing that
20 percent of 220 U.S. and European companies outsourced procurement
in 2003 and 50 percent plan to outsource procurement by 2006.*

BAE Systems and transformational
indirect procurement outsourcing

Of course, transformational outsourcing of any back office poses significant
challenges. All sorts of surprising issues arise when indirect spend is finally
managed, such as the extent to which suppliers are inadvertently mis-paid, the
shocking amount of money wasted on specific categories, duplicate orders,
etc. Only by delving deeper, will senior executives be able to appraise the via-
bility of transforming their own back office spend. For this reason, we present
a case study on transformation on indirect spend in more detail. We chose the
BAE and Xchanging joint enterprise called Xchanging Procurement Services
(XPS) for a case study because it is one of the first enterprises to successfully
tackle procurement. Enough time has elapsed since its inception in 2001 to
access the outcome, unlike other large procurement outsourcing deals that
were still in the early stages at time of writing, such as the seven-year deal
between Accenture and Deutsche Bank signed in 2004.

As of 2005, XPS had delivered the following benefits to BAE Systems:

e An overall 12 percent reduction across all categories of spend transacted

e Improved service, including user desktop ordering from a newly devel-
oped sourcing web portal

® Profit sharing in XPS

Concerning the last point, XPS’s external customers as at 2006 included
Boots, United Biscuits, Novar, Carlson Wagonlit, Heywood Williams,
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AMS, Compass, and Kingfisher Group. As of 2005, XPS managed £4 billion
worth of spend, including:

10,000 fleet cars

10,000 engineers

700 tonnes of aluminium
5500 tonnes of Steel

100 million passenger miles
120,000 car rentals

100,000 hotel bookings

There is also significant evidence that XPS has attracted better suppli-
ers and improved existing supplier relationships. As XPS renegotiated
long-term contracts with suppliers, established online ordering and paid
suppliers on time, suppliers increasingly report better operational effi-
ciency. For example, the rental car giant Hertz claims that XPS has
reduced their transaction costs by ten dollars per car rental by replacing
telephone and fax orders with online booking. BAE Systems is suffi-
ciently pleased with XPS to continue to transfer more categories of
spend. In late 2004, BAE Systems signed a £490 million add-on for tech-
nical contract labor. This brought the total value of the deal from an
initial £800 million in 2001 to £1.54 billion by late 2004.

Again, radical transformation is never painless. Throughout this case,
we discuss the challenges that arose and how the partners coped with
them. Specifically,

® We identify competencies needed to transform indirect spend: category
expertise, sourcing methods, sourcing tools, consolidated buying
power, ability to attract and retain great suppliers, and overall strategic
governance.

® We discuss the benefits and limitations of five different transformation
implementation options, including do-it-yourself, purchasing consul-
tants, consortiums, e-procurement outsourcing, and enterprise partner-
ships.

® We assess the enterprise partnership’s ability to deliver the transforma-
tion competencies as enacted at BAE Systems.

® We profile the ideal customer for the enterprise partnership model and
identify four important lessons.
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Six competencies needed to harness
indirect procurement spend

Six competencies are needed to transform indirect spend: category expertise,
sourcing methods, sourcing tools, consolidated buying power, ability to
attract and retain great suppliers, and overall strategic governance.

Sourcing tools are the most visible competency needed to harness indirect
spend because they are embedded in software applications customers use
to analyze, source, and procure materials and services. Sourcing tools
should facilitate the complete supply chain process from capturing and
approving demand, translating demand into request for proposals (RFPs),
soliciting suppliers, negotiating and awarding contracts, tracking receipts,
and payments. Full service sourcing tools should also track customer and
supplier services, including complaints, problem tracking and problem
resolution. Readers will most likely be familiar with the popular sourcing
tools provided by Ariba, CommerceOne, and ERP (enterprise resource
planning) suppliers such as SAP and PeopleSoft. Customers may license
these integrated applications, or alternatively, customers may build their
own procurement applications. But simply purchasing or building tools
will do nothing to reduce spend unless they are orchestrated with the other
five capabilities.

Category expertise is probably the most important competency and thus
is listed first in Table 7.1. Individuals who understand specific spend cate-
gories are in the best position to negotiate with suppliers. Category experts
understand the value and costs of components and services and can there-
fore articulate demand and negotiate better prices with suppliers. In addi-
tion to understanding the specific product or service line, category experts
understand the environmental context, including legal and regulatory
requirements. For indirect procurement items, few companies can afford
to develop in-house expertise for the breadth of materials and services
required. This is why many customers seek to supplement in-house agents
with outside expertise.

Sourcing methods are the procedures category experts use to define,
benchmark, research, analyze, negotiate, and manage indirect spend.
These methods lay out the rules of engagement for category experts and
for users demanding material and services. Methods should be automated
or enabled by sourcing tools.

Buying power is the ability to leverage deals from suppliers by
consolidating indirect spend within a company and more importantly,
consolidating indirect spend across companies.
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Table 7.1 Competencies needed to transform indirect spend

1.Category expertise

2.Sourcing methods

3.Sourcing tools

4.Buying power

5.Supplier appeal

6.Governance

“Indirect” spend is a core capability
Full time experts devoted to indirect spend categories

Ability to baseline indirect spend and costs
Ability to decompose indirect spend and
costs into commoditized units
Ability to statistically analyze indirect spend and costs
Ability to negotiate mutually favorable deals
Ability to service deals, including controlling
price and scope creep

Ability to maintain correct supplier data

Ability to create demand templates

Ability to transform demand into RFPs

Ability to facilitate user ordering, such as web portals
Ability to facilitate auctions

Ability to track and validate orders

Ability to track and validate receipts

Ability to track and pay invoices

Ability to monitor service levels

Ability to track and manage supplier complaints
Ability to track and manage user complaints

Ability to aggregate spend across units
within a company
Ability to aggregate spend across companies

Ability to offer large volumes

Ability to offer long-term deals

Ability to lower supplier transaction costs
Ability to facilitate user orders

Ability to pay supplier on time

Ability to align indirect spend agents’

incentives with company interests

Ability to reap cost cutting rewards from indirect
spend transformation

Ability to keep demand variable (i.e., not
having to commit to huge volumes for a long
period of time to reap rewards)

Ability to retain strategic decision making
over procurement

Supplier appeal is the ability to attract excellent suppliers, primarily by
improving the supplier’s sales or profitability. This is usually achieved
through increased buying power by offering the supplier a bigger deal, but
can also include reducing a supplier’s transaction costs through efficient
processes and more timely and accurate supplier payments.

Governance is the ability to govern indirect spend, to control the strategy,
and to reap the financial benefits of savings. Governance becomes a major
issue when outsourcing indirect procurement spend.
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Table 7.1 provides a comprehensive decomposition of these capabilities.
The table can be used as tool to assess a company’s current sourcing
competencies.

Options for transforming indirect spend

Large organizations have at least five viable options for obtaining the six
transformative competencies: (1) do-it-yourself (DIY), (2) hire a purchasing
consultant, (3) join a consortium exchange, (4) outsource to an e-procure-
ment company, or (5) create an enterprise partnership. Because these
approaches were discussed in previous chapters, the discussion focuses on
applying these approaches specifically to indirect procurement.

Do-it-yourself. Of the six capabilities listed in Table 7.1, DIY generally
would score highest on governance. In particular, if companies are able to
better manage indirect spend themselves, the major benefit of DIY is that
the savings are not shared with a third party. DIY would also enable the
company to retain strategic decision making and to align the purchasing
agents’ incentives with company interests. But on the downside, the DI'Y
option would often score lowest on developing and retaining category
expertise. Frequently occurring impediments include:

¢ In-house purchasing agents lack interest in indirect spend categories.

e Attracting world-class experts in indirect spend is difficult because they
will never have the same status or career satisfaction as direct spend
agents.

® Developing in-house expertise takes too long.

e Senior management unwilling to make upfront investment required for
transformation.

DIY would also be limited in terms of buying power; while spend could
be aggregated within the company, it would be difficult to aggregate spend
across other companies.

Purchasing consultants. This approach shares three major benefits with
the other approaches that draw from outside the company. One, it brings
in external energy and expertise. According to some research, customers
rate large established consulting companies such as Accenture, IBM
Global Services, and Cap Gemini Ernst & Young as having high caliber
supply chain consultants. “The average experience levels are in the ten to
fifteen year range rather than the ten to fifteen month range of years
past.””> Two, management gives a clear signal of commitment to the
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transformation by bringing in outsiders. Three, that commitment reduces
political resistance.

But this transformation approach does have several major limitations.
Consultants eventually vacate. Thus, their knowledge and expertise may
not be transferred or institutionalized at the customer site, resulting in a
lack of sustainability of results. Consultants’ contracts are usually based
on time and materials, resulting in a lessened sense of accountability and a
lack of alignment between the parties. Many customers also experience
cost escalation as procurement projects experience scope creep and delays.

Consortium exchanges. The main advantage of a consortium is the ability to
increase the customer’s buying power by consolidating spend across many
organizations. But consortiums require a significant investment in enterprise
development, including management and technology. Thus, the most power-
ful consortiums have typically been in direct spend categories. Some research
has found that buyers face two risks when joining a consortium: replacing
trusted suppliers with unreliable new sources and loss in customer service
quality. Also, suppliers often perceive that consortiums primarily benefit
customers. But the real limitation is the lack of consortiums with a compre-
hensive suite of indirect procurement spend categories.’

Outsource to e-procurement suppliers. Outsourcing e-procurement can
be anything from accessing procurement software applications hosted by
a supplier, outsourcing the contract monitoring and compliance of existing
contracts, or outsourcing the entire procurement cycle for certain cate-
gories of spend. The outsourcing option is very complex. A major advan-
tage of e-procurement suppliers operating in this space is that most have
invested heavily in sourcing tools. The market, however, is still immature.
Most start-ups are still light on category expertise, offer little opportunities
to aggregate spend, and customers only engage, on average, thirty suppli-
ers through e-sourcing. Also, if customers limit their risks by selectively
sourcing different categories of spend to different suppliers, they can
increase costs associated with redundant and non-standardized processes
and systems.” Another limitation of outsourcing is that the customer and
e-procurement partner rarely have aligned incentives because the customer
typically pays based on number or volume of transactions. The supplier
has no incentive to help reduce procurement costs but rather is incented to
increase procurement volumes.

Enterprise partnership. The enterprise partnership model, as enacted by
Xchanging, takes a customer’s baseline indirect spend, transforms the
spend using category expertise, spend aggregation, and better tools and
methods to negotiate lower prices with suppliers and to improve both
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customer and supplier service. The savings are shared between the cus-
tomer and Xchanging.

The enterprise partnership model is distinct from the other options.
Compared to the do-it-yourself and purchasing consultant options,
Xchanging claims that the enterprise partnership will yield better service
and faster results. Figure 7.1 maps the timing and sustained value of the
DIY, consulting, and enterprise partnership options. Xchanging argues
that DIY would require a twelve-to-eighteen-month project to redesign
three categories of spend. Management consultants would require six to
twelve months to redesign up to five categories of spend. The enterprise
partnership can re-engineer up to ten categories of spend within four
months.

Compared to purchasing consultants, the enterprise partnership’s
biggest distinction is accountability and sustainability of results.
Xchanging will only make money if it can lower prices for the customer,
thus incentives are highly aligned with this governance mechanism.
Readers will immediately question, “won’t this incent Xchanging to cut
corners to boost its own profits?”” The customer is protected by detailed
service guarantees that are reviewed monthly. Compared to the e-procurement

XPS % of
4-6 month cycle addressable
7-10 categories sourced spend

Outsourced service
Long-term relationship

Value Sustained value Consulting project
. 6—12months cycle
sustained '—Q 3-5 categories sourced
Fee based

Value declines once

7 project ends

/ || In-house project
Cost i 12—-18 months cycle
' 2-3 categories sourced

Time

Figure 7.1 D-I-Y management consultants, and enterprise partnerships
Copyright © Xchanging
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outsourcing, the enterprise model differs because of the focus on content
and because technology is merely an enabler, not the solution in itself:

We didn’t want to be a dot.com. We were astute enough to see that
these companies lacked content, where you only have a service and a
bit of technology on the web, how do you dress that up? (CEO, XPS)

There are, however, some obvious risks, such as the supplier going out of
business. But in the case of XPS, business is booming.

BAE Systems: The customer context

Of course understanding the six sourcing competencies and five transfor-
mation options at a high level does not reveal the complexities and chal-
lenges of truly transforming indirect spend. In particular, the challenges of
implementing an enterprise partnership for indirect procurement warrant a
detailed case study. Our research is based on 18 interviews with managers
from BAE Systems and Xchanging. By interviewing multiple stakehold-
ers, having participants verify claims, and gathering substantial documen-
tation, the research approach objectively portrays the partnership.

The story of BAE Systems transformation began in the HR department
(see Chapter 6). In the area of human resource management, HR agents,
dispersed across 70 sites, were responsible for about £80 million in indirect
procurement spend for travel, car fleets, contract labor, training, and station-
ary. Initially, BAE Systems sought to reduce indirect procurement spend by
doing it themselves. They initially made good progress by consolidating
some spending and re-negotiating contracts. One example is the three-year
contract BAE Systems had negotiated for non-engineering contract labor.
But when Xchanging took over much of BAE’s HR, it became clear that
there were many opportunities to further reduce indirect procurement spend.

In theory, BAE Systems, like all large organizations, had at least five
viable options for further reducing indirect procurement spend: continue
to do it themselves, hire a consultant, join a consortium exchange, out-
source to an e-procurement company, or create an enterprise partnership.
For BAE Systems, the options were clearly biased towards the enterprise
partnership choice because a lot of the spend was highly integrated with
the Xchanging HR Services Deal: “60% of HR services we were responsible
for were delivered by external providers, so how can we not manage those
as well?” (CEO, XPS).
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The enterprise partnership

Given the level of success with the existing enterprise partnership with
Xchanging for HR services, BAE Systems opted to use another enterprise
partnership to transform indirect spend.

BAE Systems and Xchanging signed a ten-year contract for the
enterprise partnership, Xchanging Procurement Services (XPS), on
November 1, 2001. The initial scope of the contract covered seven categories
of indirect spend:

1. Fleets (estimated to be about £25 million per year or US$46 million)

2. Non-technical contract labor (~ £25 million per year or US$46 million)
3. Learning and development (~ £25 million or US$46 million)

4. Health care (~ £5 million per year or US$9 million)

5. Permanent recruitment (~ £2 million per year or US$3.7 million)

6. Remuneration and benefits

7. Stationery

Xchanging has exclusive procurement rights in these categories. Thus,
BAE Systems is obligated to purchase these items through Xchanging for
the duration of the contract. BAE Systems can only go elsewhere if
Xchanging fails:

If we do not perform, there are criteria where they can go elsewhere.
We have a baseline with index® and if we perform below that, then
they have the right to go on and do market testing and if we don’t put
it right within a certain period of time, a couple of months, then they
have the right to drop the exclusivity on that category but effectively,
provided we don’t screw up, we are there for ten years. (CEO, XPS)

Savings are shared 50/50 between BAE Systems and Xchanging on the
baseline spend in the seven categories. In addition, as Xchanging attracts
external customers to XPS besides BAE Systems, Xchanging shares
35 percent of the profits with BAE Systems. As BAE Systems transfers
more spend to the enterprise, they reap 65 percent of the cost savings.

The governance of the contract entails two important joint boards: the
Management Board and the Service Review Board. The Management
Board’s role is to oversee the relationship and to ensure success in terms of
commercial benefit and delivery. The Service Review Board ensures that
the service commitments are implemented and achieved.
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Existing BAE Systems contracts were novated to Xchanging for
ongoing management. Xchanging got a small fee to administer existing
contracts. Real savings occurred after XPS renegotiated expired
contracts.

The enterprise partnership deal doesn’t guarantee a certain amount of
savings because the customer does not have to guarantee a certain amount
of spend. One of the main advantages to BAE Systems is that they did not
have to guarantee Xchanging that their indirect spend would remain
around the £80 million a year mark. Instead, BAE Systems benefits from
the complete flexibility of variable indirect spend:

We have a subtler model because people’s requirements for these non
core categories that they are purchasing can fluctuate or can even
disappear, particularly in the area of resourcing — people might
say, “we are on hard times next year, we are not going to have
any temps next year, we are going to have a recruitment freeze or we
are going to downgrade everyone’s car or we are going to reel in the
training budgets. We are not going to spend any money on any other
deal. We are going to use it to prop up the profit and loss somewhere
else” — all very regular scenarios happening in business. (Category
Director, XPS)

We will see that this last contracting clause proved to be potentially devas-
tating to XPS because they were expecting at least £80 million for the
seven categories of spend to make the economics work, when only
£35 million (US$65 million) was transferred initially.

XPS organization

XPS is set up to be an independent enterprise with P&L responsibility.
XPS senior management includes the CEO, CFO, Head of Service, Head
of Process, Head of Legal, Sales Director, Head of Implementation, and
three Category Directors. This structure is the major governance mecha-
nism, along with the contract, to ensure that the customer’s and supplier’s
incentives are aligned, that both parties reap the rewards from indirect
spend transformation, and that BAE Systems retains considerable control
over strategy. The independence of XPS also helps to prevent internal
political sabotage as BAE Systems’ users are required to use XPS for
agreed upon categories of spend.
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Transition phase: November 2001 to November 2002

The XPS contract went into effect November 1, 2001. The deal was struc-
tured so that XPS, at first, only earned an administration fee. XPS did not earn
real profits until spend was officially transferred. In order for spending to be
transferred from BAE Systems to XPS, the baseline spend had to be mea-
sured and approved, existing legal contracts novated, or new legal contracts
made to allow XPS to purchase on behalf of BAE Systems. XPS estimated
that the initial benchmarking and approval activities would only take two
months. Like all major outsourcing endeavors, the transition period was
much longer than anticipated by the parties. It sometimes took eight months
to transfer a category of spend to XPS. Two factors caused major delays:

1. XPS had to coordinate and gain approval from a large number of BAE
Systems’ managers.

2. The parties overestimated the amount of spend that would be transferred
from the seven categories.

These two issues are explored in detail. The key learning point is that the par-
ties did everything they could to resolve issues in the spirit of a partnership.

1. XPS had to coordinate and gain approval from a tremendous num-
ber of BAE Systems’ managers. In order for XPS to transfer a category
of spend, XPS had to visit up to 30 BAE Systems sites, converse with up
to 50 people, and seek as many as 12 signatures from BAE Systems
managers. For example, Learning and Development was a particularly
challenging benchmarking area because the spend was highly decentralized
and distributed to hundreds of suppliers. Just gathering the existing data
was a Herculean task, and it took nearly six months to benchmark.

To complicate matters, many of the retained BAE Systems procurement
managers were not fully informed of the contract, thus they did not place
a high priority on meeting with XPS. Some retained procurement man-
agers resented that procurement was being centralized, and furthermore
they resented being outsourced:

So that was a difficulty, and obviously internally some people still not
believing that it was the right thing to do. It is a difficult thing to sell
with some of our procurement people as well. It is almost like we are
outsourcing it because you haven’t done a good enough job, that could
be the perception if you are not careful. (Supplier and Development
Manager, BAE Systems)
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Because XPS would not earn a profit until the baselines were approved, it
became increasingly aggressive in seeking BAE Systems’ cooperation.
This XPS “task-master” approach caused friction early in the relationship.
To remedy this problem, BAE Systems actually devoted more resources in
terms of relationship managers to manage the XPS/BAE Systems inter-
face. XPS learned from this experience, and now appoint dedicated rela-
tionship managers for each client.

2. The parties overestimated the amount of spend that would be trans-
ferred from the seven categories. Recall that the contract called for
approximately £80 million spend to be transferred to XPS in seven
categories. By the middle of the year 2002, only £30 million in spend had
been transferred in these categories. For example, the partners initially
thought that £25 million in learning and development was going to be
transferred, but the actual number was only about 30 percent of the esti-
mate. This underestimation threatened XPS’ ability to meet their projected
profitability targets.

Solving issues as partners

BAE Systems and Xchanging’s executives held many strategic planning
sessions to address the shortfall. The partners agreed that it was in both of
their interests to transfer over the intended critical mass of spend to XPS.
This would be achieved by adding eight more categories of spend, bring-
ing the XPS controlled spend to nearly £100 million by year-end 2002.
Some of the new categories included:

1. Travel (approximately £40 million; US$75 million)

2. Printing (£3 million; US$5.5 million)

3. Office furniture (£2 million; US$3.7 million)

4. Computer consumables (£1.3 million; US$2.4 million)
5. Mobile Phones

Of course, procuring fifteen smaller categories rather than seven large
ones increased XPS’ transaction and administration costs. The second
effect was that XPS had less negotiating leverage with suppliers since the
value of the deals was smaller. But the good news is that both parties have
reduced the benchmarking cycle times significantly. As new categories of
spend are added to scope, XPS is able to benchmark within a few months
rather than eight months. And despite the added transaction and adminis-
tration costs, XPS has been able to earn margins on all categories of spend,
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which range from a low of 5 percent to a high of 45 percent, depending on
the category.

Gaining new business: 2003 to 2005

During the last few years, XPS has focused on replicating its success with
BAE Systems to other customers. Some of the biggest deals include:

® aseven-year contract in 2004 with Boots for travel, marketing, resourc-
ing, facilities management, and workplace services, worth about £400
million

® a five-year contract in 2004 with United Biscuits worth £600 million

® 3 £490 million add-on to the BAE Systems contract in 2004

The remainder of the story focuses on how XPS unleashes its six
competencies: category expertise, methods, tools, buying power, supplier
relationships, and governance to deliver benefits to BAE (and other cus-
tomers) and their suppliers.

Competency 1: Obtaining category expertise. For BAE Systems, the
enterprise partnership model was a better way to access category expertise
than continuing to do-it-themselves. The investment to expertise and
training was something BAE Systems could not see as a major priority,
though inroads into indirect procurement management were still rapidly
being made just before the deal setting up XPS. Thus, one of the first
benefits of the XPS partnership was the development of significant category
expertise.

At the start of the venture, Xchanging already had world-class sourcing
experts in senior management positions. For example, consider the accom-
plishments of Xchanging’s first Sourcing Practice Director, David
Rich-Jones. David previously removed 40 percent of spend from a
£100 million procurement budget and added 25 percent profits to a global
building products company. Other Xchanging employees with illustrious
careers in procurement include John Doherty, who delivered £54 million
in savings as a senior category manager with two years at one prior site.
The initial idea was that such leadership would be used to motivate, men-
tor, and empower the 40 targeted BAE Systems employees. But when XPS
went live in November 2001, only eight of the targeted 40 people trans-
ferred from BAE Systems. BAE Systems couldn’t transfer more people
because there simply weren’t enough experts in indirect spend, and BAE
Systems wanted to retain some of those precious few experts on-site.
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Xchanging was forced immediately to recruit category experts. Such
specialists are extremely expensive and can have base pays as high as
£130,000 with a 50 percent bonus plan. To supplement these quite expen-
sive procurement experts, Xchanging hired nearly 30 people and trained
them to become full-time category experts. Xchanging partners these new
hires with existing category experts. It actually views this as a better model
than hiring only existing category experts because “too many chefs might
spoil the stew”:

We want to put the expert alongside a very bright, strategic thinker
because the expert in our view is the solution and the problem. They
will tell you very articulately why you can’t do something it but if you
turn that positively, they can help you actually do it. (CEO, XPS)

The strategy results in a highly effective team of category experts. In 2005,
for example, XPS has four travel specialists who manage £50 million per
year in spend on behalf of BAE and four other external customers. The
staff has niche specialties in car, hotel, and air booking. Few companies
have in-house experts who can specialize to this degree.

Competency 2: Applying sourcing excellence methods. Xchanging has
many sophisticated methods for reducing a customer’s costs and increas-
ing their service levels. While a full discussion of their methods is beyond
the scope of this chapter, we point to three representative examples.
Portfolio management serves as an example of a strategic method, baselin-
ing and unitizing category spend serves as an example of a tactical
method, and the enactment models serve as examples of the operational
method.

Strategic method: Portfolio management

Because Xchanging’s incentives are aligned with the customers, XPS
executives are highly motivated to focus on the indirect spend categories
that will reap the greatest rewards. This essentially means that XPS exec-
utives focus on the big-ticket items, tempered against the supply market
characteristics. As such, XPS executives assess a customer’s entire spend
portfolio, and target different methods to maximize effective sourcing.
Figure 7.2 provides a high-level view of the strategic portfolio analysis.
Along the X-axis, XPS partners assess the level of customer business
impact, including the level of spend, percentage of total spend, price
volatility, impact on profitability, and relationship of product to the
customer’s core business. Along the Y-axis, XPS partners assess the level
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Figure 7.2 XPS portfolio analysis

of supplier risk and complexity, including the level of supplier concentration,
threat of substitution, threat of new supplier entrants, buyer leverage, sup-
plier market share, time sensitivity, and technical risk. Considering both
these dimensions, four strategies for managing spend emerge:

1.

Strategic: As the most difficult and important categories, spending is
managed through strategic alliances with key suppliers, focusing on
close integration between the supplier and customer.

. Critical: In these categories, the customer has less leverage because the

spend is smaller and the supplier environment is complex. The strategies
include developing critical relationships, engaging in long-term contracts,
engineering out — and, as one participant put it “at times, groveling.”

. Acquisition: The customer business impact is low and supplier envi-

ronment is not complex. The strategies here focus on reducing transac-
tion costs, including automation, delegation, and simplification.

. Leverage: In these categories, the customer has the advantage. The

sourcing strategies include adding competitors and negotiate multiple
short-term contracts to procure lowest prices.

Tactical method: Baselining and unitizing category spend

We have addressed the political issues of baselining, but not the actual
method itself. Obviously, the parties need a precise baseline to later calcu-
late and distribute the savings XPS generates. But the real power of
baselining is the decomposition of indirect spend to its component parts so
XPS can negotiate better deals on these unbundled goods and services (see
Figure 7.3). To illustrate the method and benefits of unitization, two
categories of indirect spend serve as examples: car fleets and recruitment.
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Figure 7.3 Xchanging’s baselining and gainsharing method

1. Car fleets. Prior to Xchanging, BAE Systems managed car leases
in the typical manner: it created a request for quote, invited multiple
leasing companies to submit bids, and selected the best bid in terms of cost
and service. The leasing companies all submitted bundled bids that
were very similar. XPS decomposed the costs of car leasing into its com-
ponent parts then asked suppliers to bid on these subunits, such as car
purchase price, maintenance price, roadside recovery price, and financing
prices:

We went to the manufacturers separately and said no, no we don’t
want you to provide your standard list price, we will negotiate a price
with you which we will take to you and apply your financing costs so
service maintenance and repair. Disaggregating that chain is a pro-
curement technique that you use on core materials but again, we are
applying it to a non-core area where typically no one has got the time
or the energy. (Category Director, XPS)

XPS has been highly successful at reducing unit costs of fleet. As of
2005, Xchanging manages one of the largest car fleets in Europe — over
10,000 vehicles.
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2. Recruitment. The recruiting category was estimated to be worth about
£2 million a year, but in reality, only £1 million was transferred to XPS.
Despite the shortfall, XPS was able to generate significant savings by
reducing the number of suppliers from 100 to 15. Besides reducing the
transaction costs by limiting the number of suppliers, XPS was able to
negotiate much better deals because the 15 suppliers now had significantly
larger deals. But again, radical chance is never easy. When XPS central-
ized recruitment, there was significant resistance from the BAE Systems
strategic business units (SBUs).

Recruitment was an area where we hadn’t done as Group.
Procurement hadn’t been involved in it historically, so when they went
to engage and they engaged with suppliers they suddenly found some
senior stakeholders in the organization weren’t happy. There were
some difficulties there. That whole stakeholder management piece, 1
guess, is something that at the beginning we didn’t do well. (Supplier
and Development Manager, BAE Systems)

But the BAE Systems users were delighted with the savings as well as the
improved processes for recruiting:

Recently in recruitment I had one of the businesses saying what an
excellent job Xchanging did, helped them with some difficult recruit-
ment that needed to be done. They really praised them. (Supplier and
Development Manager, BAE Systems)

From our point of the view, the recruitment process that they have
employed has been successful. If I then look at some other achieve-
ments, I think the benefits that they are driving out, the signs are very
good, so we have got a level of confidence that some of the benefits
built into the original business model will be achieved. (Procurement
Director, BAE Systems)

Operational method: Enactment models

Xchanging designed processes for contract enactment so stakeholders
could easily make orders, receive goods or services, verify invoices, and
make payments. Rather than a “one size fits all” model, Xchanging devel-
oped three enactment models: (1) transactional, (2) a mid-level, and
(3) thick. These enactment models aim to minimize transaction costs by
matching the most efficient process to the attributes of the category of
spend. Each model is explained below.
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1. Transactional model. For commodity types of indirect spend, such as
stationery, Xchanging uses a transactional model in which the users place
orders directly with suppliers from their desktop portal (see Figure 7.4).
The supplier delivers goods and invoices directly to the users. The users
pay the supplier and the supplier pays Xchanging a commission. This
model was deemed the most efficient way to facilitate customer—supplier
interactions and to distribute the gain shares.

Xchanging designed this model to avoid upsetting users in years to
come. An alternative design would have been that the supplier invoice the
user for the goods and Xchanging invoice the user for its share of savings.
The financial results would be the same, but the users over time may ques-
tion why they are paying Xchanging:

You would irritate your customer, or risk irritating them by every month
invoicing them for your share of the gain. So psychologically — and
psychology plays a huge amount in what we do — if you were paying
one hundred, far better for us to send you a new invoice for ninety than
to have you pay eighty and then invoice you for ten. (CEO, XPS)

2. Mid-level model. For more complex types of indirect spend, such as car
fleets, Xchanging uses a mid-level model (see Figure 7.5). In this model,

Xchanging
Procurement
Services

Purchase order 2
Goods /
BAE Systems Supplier
user Payment g

Figure 7.4 Transaction model for commodity products

Xchanging
Procurement
Services

Figure 7.5 Mid-level model
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the BAE Systems user again sends the order directly to the selected sup-
plier, and the supplier delivers the goods directly to the user. Xchanging
invoices the user for price of the goods plus their share of the savings. The
supplier invoices Xchanging and Xchanging pays the supplier.

3. Thick model. For very complex services, such as contract labor,
Xchanging designed the thick model. This model is used to aggregate buy-
ing power across all XPS customers (see Figure 7.6). In this model, BAE
Systems user and external clients send the purchase order to Xchanging.
Xchanging aggregates the orders and negotiates a favorable deal with sup-
pliers. Xchanging invoices users and external customers for the price and
both the customer’s and Xchanging’s share of savings. The customer
receives a dividend at the end of the specified time period for its share of
the savings.

Competency 3: Delivering sourcing excellence tools. Xchanging com-
mitted to invest over £7 million in new technology over the first five years.
Technology is another one of Xchanging’s major transformation capabili-
ties. At XPS, the major technologies implemented the first year were the
Sourcing Workroom to help procurement managers define, benchmark,
research, analyze, negotiate, and manage categories of spend and the
Sourcing Portal which enables users to order resources direct from their
desktops.

XPS’ Sourcing Workroom is a web-based online repository of methods
and supply market knowledge. The Workroom links category experts to
the market interfaces, baselining tools, supplier management tools, strategic
sourcing plan, consortium engine, analytical tools, and supplier market

BAE
Systems
'\vidend
Xchanging
. Procurement
S22 Services P
O\ 40\0 (‘\\ A ?L
\(\ &Q’ /)// /&@
) %, %
% S
BAE Systems Goods Suopli
user and/or upplier

external customers

Figure 7.6 Thick model
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data. The CEO describes how the Sourcing Workroom is used:

We have a trading platform which allows us to operate the thin or the
thick model depending on what we put into it and whether we just do
the accounts payable or take the ordering requirements ... the soft-
ware supports data capture, analysis and strategic thinking templates.
There is hard data capture because otherwise it’s quite a tedious task
of actually going round and discovering these things, it takes time.
And then it is the analysis of it and it’s then the strategic thinking tem-
plates that say once you have got an analysis and unitization of it, you
can then say how am I going to take this to the market. (CEO, XPS)

In addition to the Workroom, XPS launched their first version of sourcing
portal on June 30, 2002. This enables users dispersed throughout BAE
Systems to directly request resources from their desktop. For example,
users now use the sourcing portal for recruiting. The Sourcing Portal is
seen as a key enabler of scalability in that Xchanging can easily replicate
the technology for its other customers:

Instead of going into a new customer and having a number of business
development meetings, we actually go in and say we will apply our
technology so on every desk we will put the capability for you to order
your contract labour under a portal called Xchanging Procurement
Services, come back to us and you get the benefit of our behind the
scenes aggregation. (CEO, XPS)

Competency 4: Increasing buying power. The two main ways to increase
buying power are (1) to aggregate spend within a company and (2) to
aggregate spend across companies. Xchanging has increased BAE
Systems’ buying power on both these dimensions. Concerning the first
dimension, BAE Systems could have aggregated all the spend by them-
selves, but it would have taken a major effort to enforce centralized
procurement, both politically and from a resource point of view. In con-
trast, the enterprise partnership model immediately created a centralized
procurement function for indirect spend.

To ensure this increased buying power potential from consolidation,
BAE Systems had to guarantee Xchanging exclusive procurement rights.
But even though this is a contractual requirement, BAE Systems will
never be in 100 percent compliance because no one can track users dis-
persed across 70 sites. However, XPS and BAE Systems senior executives
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realistically know that bullying the few offenders will alienate users:

I am surprised in some of these areas how little leakage there is, given
that we are so new. Now I would say that we know that we will never
have 100 percent compliance and frankly probably if we try and strive
for that we will just drive ourselves into the ground. ... All you do is
alienate people. (Procurement Director, BAE Systems)

Concerning the ability to aggregate spend across companies, XPS has
exceeded expectations by contracting with other external customers
including, Heywood Williams, Lloyd’s of London, Boots, United Biscuits,
Novar, Carlson Wagonlit, Heywood Williams, AMS, Compass, and
Kingfisher. In 2005, XPS controlled in excess of £3 billion in spend
beyond BAE Systems. Clearly, BAE Systems could not or would not
achieve such buying power on their own:

So the real attraction for us with Xchanging was we could use the base
that we, BAE, had established and the volume that we bought to actu-
ally go and get the third party revenue, because it was that third party
revenue that demonstrated the great potential, by other customers that
was of interest to us, because if we could make a success of this,
clearly then the volume to this business would be much higher than
BAE Systems could be alone, and if we could get a leverage ratio of
three or four to one, then that would potentially give us a much better
business opportunity that just driving around activity internally.
(Procurement Director, BAE Systems)

Competency 5: Supplier relationships. The ability to attract and retain
good supplier relationships is a capability required for indirect procure-
ment transformation. After all, what good are the experts, methods, and
tools if they cannot be leveraged to negotiate lower prices? The key here is to
offer significant benefits to suppliers by offering larger volumes, long-term
deals, lower supplier transaction costs, facilitation of user orders, and
prompt supplier payment.

Our model has to work both for clients for suppliers, otherwise why
are they going to deal with us? (Category Director, XPS)

At the beginning of the venture, XPS managers were frustrated because
they were not allowed to directly talk to BAE Systems suppliers. This
impediment was eventually overcome as soon as the legal contracts were
novated over to Xchanging. Once XPS had control of a category spend,
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they were able to effectively develop supplier relationships. Suppliers
were very interested in working with Xchanging because of their exclusive
procurement rights:

That’s very, very powerful for us as a launch pad because it means that
when we talk to the car manufacturers or leasing companies or the
contract labor, we are here for ten years so you get a better deal with
them one way or another, they know we won’t go away in a year.
(CEO, XPS)

Offering suppliers long-term deals also fosters good relationships:

And the ten year exclusive works for suppliers because they think, “well
hang on a minute, if [ want to deal with BAE and I have to deal with you
but I know you have got a ten year deal, a ten year contract, so if I keep
you on the side then I should be OK.” So that’s helped too. I mean, it’s a
threat and an opportunity for them. (Category Director, XPS)

In many instances, Xchanging really helped existing suppliers. For exam-
ple, Xchanging discovered instances where suppliers were not being paid —
to the tune of £12 million in one case. Xchanging analyzed the problem
and discovered that the sheer size of BAE Systems was causing invoices to
get lost in the decentralized organization. With the enterprise partnership,
suppliers have one interface, easier user ordering through web-enabled
portals, and timely and accurate payments.

Hertz claims that working through XPS has dramatically improved their
efficiency. Prior to XPS, BAE employees booked car rentals using tele-
phones and faxes. After XPS, employees book rental cars online through
XPS’s portal. Hertz executives report that XPS’s online booking saves
them up to ten dollars in processing costs per rental. Booking Service
International, another supplier, claim that XPS’s online booking increases
their cost efficiencies by 30 percent.’

Competency 6: Governance. Many of the governance issues have been
addressed in the context of the other competencies. Most important, we
believe, is that the governance model of the enterprise partnership aligns
incentives much more powerfully than a traditional outsourcing or consul-
tancy model. In particular, XPS only generates a profit when they deliver
the cost savings, thus they are highly motivated and accountable for
results. To temper this highly aligned incentive for shared finances, the
parties also included governance mechanisms to protect and even improve
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service levels. In particular, the joint Service Review Board has been an
effective mechanism in this regard.

But we note that the enterprise partnership does not perfectly align
incentives, as BAE Systems was motivated to reduce costs prior to trans-
ferring spend to XPS. This way, BAE Systems could reap benefits of the
savings they could achieve on their own. XPS was subsequently handed a
smaller piece of the pie:

What we are finding, in fact, in a lot of the categories BAE Systems
have taken a lot of the cost out. For example in stationary they have
already taken twenty percent out before we have got to it, in contract
labour, they had halved the margin that the contract labour suppliers
were getting before we got to it. Recruitment they didn’t but in a lot of
the categories they had taken it out, so it is tough. (David Rich Jones,
CEO, XPS)

From the customer perspective, the enterprise partnership offered the
best of both worlds by extracting the easy savings themselves and passing
the more difficult challenges over to the supplier. From the supplier per-
spective, gross deviations from their assumptions can truly hinder their
ability to deliver their business plans. Clearly, the parties have to find fair
ways to adapt to extreme changes in assumptions.

Conclusion

No matter what the level of current indirect procurement spend, managing
spend is not optional. All senior level executives must create an enterprise
spend management program to meet the needs of the organization while
keeping costs low. We believe that real transformation of indirect spend
requires politically difficult actions. While it is easy to prescribe consoli-
dating spend across business units, for example, it is entirely a different
matter to have enough muscle to implement it. This is why radical trans-
formation must be initiated at top levels of an organization.

Ideal customer profile for procurement outsourcing. Our assessment is
that enterprise partnership model is most suited for customers from large,
global organizations with the following profile:

e Category spend is managed by multiple, decentralized budget holders,
allowing the opportunity for significant savings from spend aggregation.
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e The customer has a large back office spend of at least US$45 million per
year in a few high volume categories, making the deal large enough to
attract a competent external supplier.

® The customer’s category procurement spend is such that further oppor-
tunities for significant savings and service improvement from better
management are available.

® The customer’s centralized procurement is not interested in indirect
spend because they have more exciting challenges in core spend.

® The customer does not have the inclination or resources to corral other
customers to create a stronger buying power on their own.

® The customer’s organization would resist centralizing and standardizing
themselves due to internal political resistance, unwillingness of senior
management to make the required upfront investment, or lack of skills
and experience of existing staff to make the transformation.

This profile of back office complexity, dispersion, and relative neglect can
be seen as typical within companies which have grown to be large global
corporations. It arises because the customer organization simply and pur-
posefully wants to focus on core parts of their business. But in order for an
enterprise partnership to work, the customer and supplier must be willing to
truly act in the spirit and trust of a partnership. The BAE Systems/
Xchanging transition offers some powerful lessons for customers:

1. The customer must be willing to aggressively communicate and dis-
seminate the meaning of the partnership to all budget holders and
users in the customer organization. Large deals are negotiated by top
management, but contracts are enacted in a large user community —
potentially to all employees of the customer company. These decentralized
users must understand the overall effects of the partnership or else they
only see how a miniscule portion of the deal affects their budgets.

2. The customer must be willing to help the partner traverse through
the political and bureaucratic terrain of the customer organization. As
a corollary to the previous lesson, it is not just a matter of educating the
user community, but actively managing the interface. The important thing
was that once the parties recognized this lapse in communication and
coordination, they devoted more people to manage the XPS/BAE Systems
interfaces. These additional people helped to foster the relationship during
the transition, but moved to XPS once the user community had fully
adapted to the new way of sourcing.

3. The customer must be willing to adapt flexibly to discoveries during
due diligence. Transitions are difficult. The main activities during the
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transition included the immense legal work to novate existing supplier
contracts and the baselining of current spend. The biggest testimony to the
partnership was the way the parties adapted to the discovery that only £35
million was transferred in the seven contractual categories of spend. Both
parties found a way to inject the partnership with a critical mass of spend
by adding eight additional categories. A more distant customer—supplier
relationship, such as a traditional fee-for-service deal, would not likely
foster such adaptability.

4. The customer and supplier align objectives with the enterprise
partnership contract, but the parties must realize there is no such
thing as an instant partnership. Trust is not instantaneous, but evolves
over time. We have consistently found in all of our research that the largest
trust-building factor is operational delivery. Clearly, as XPS delivered the
cost savings and improved service levels, the trust levels of the parties
increased. Further evidence of the trust is found in both parties as BAE
Systems transferred more indirect spend categories to the partnership.

Time is a test for the marriage. If we continue to conform to each other
we will have a good relationship. This will have to happen over a
period of time. (CEO, XPS)!°
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labor-intensive resources. BAE Systems has put some general indexes
of allowable price increases each year, such as 3 percent on some types
of contract labor.
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Introduction

While outsourcing is currently one of the biggest business trends (and
highest growth sectors),! it is surprising that its knowledge management
implications have received so little attention. What actually happens to
knowledge when clients outsource? Our research shows that most clients
lack the means and experience to assign value to the knowledge they are
transferring and receiving. Furthermore, most clients have no real under-
standing of how new knowledge can be created in outsourcing situations, let
alone exploited. Nor are they inclined to assign that much importance to
knowledge management because the outsourced activities are considered
“non-core.” But whatever the cause, managing knowledge when an organi-
zation outsources is a serious gap in practice. We address this gap by
describing intellectual capital, and how it can be developed by harnessing
social capital. We then apply these ideas to three outsourcing arrangements
to show how intellectual, or knowledge, capital can either be a missed
opportunity, or can be developed and leveraged to organizational advantage.

Understanding knowledge and
intellectual capital

Most students and practitioners in knowledge management are familiar
with the formulation adopted by Stewart? and others to describe the essential
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elements of intellectual capital:

o Structural capital, representing “the codified bodies of semi-permanent
knowledge that can be transferred” and “the tools that augment the body
of knowledge by bringing relevant data or expertise to people”

® Human capital, or “the capabilities of the individuals required to provide
solutions to customers”

® Customer capital, or “the value of an organisation’s relationships with
the people with whom it does business — shared knowledge”

While there are specific investments and activities that can strengthen
each of these elements, Stewart argues that creating intellectual capital is
more complicated than simply hiring bright people or buying a KM
(knowledge management) software program: “intellectual capital is not
created from discrete wads of human, structural, and customer capital,
but from the interplay among them.” How, then, can organizations create
the conditions, structures, and policies that encourage “interplay?” What
specific actions can they take to maximize knowledge exchange and com-
bination? We suggest there are intentional ways of creating a fourth kind
of capital — social capital — which facilitates the development of trusted
knowledge paths.

From a sociologist’s perspective, social capital is the value of the social
network individuals belong to and their inclination to do things for each
other because of that network. Somewhat more simply, it is the value sug-
gested by the motto from the US situation comedy Cheers, “where every-
body knows your name.” It is the value represented by trust, loyalty, and
reciprocity within a community. Nahapiet and Goshal have examined the
catalyst role of social capital in developing intellectual capital.* They iden-
tify three specific dimensions of social capital that facilitate the “interplay”
that Stewart speaks of:

o the structural dimension, which involves the network ties and configu-
ration and “appropriable” organization that facilitate access to people
and resources, thus promoting the combining and exchange of intellectual
capital

® the cognitive dimension, which involves the shared “cultural” context of
the organization — the language, codes, and narratives that provide ways
of knowing and create meaning

® the relational dimension, which involves trust and group identity
(norms, obligations, identification), creating a sense of common
motivation, purpose, and benefit.
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Figure 8.1 Social capital, intellectual capital, and organizational advantage
Source: Nahapiet et al., 1998 (adapted).

Their research then maps the requirements for productive “interplay” — the
ingredients for successful knowledge combination and exchange — against
these three dimensions (see Figure 8.1). In practice, if we bring the work
of Stewart and Nahapiet and Ghoshal together, this suggests a more fun-
damental framework for understanding types of intellectual capital and
their roles in securing organizational advantage. In Figure 8.2 we show the
four forms of intellectual capital. Here social capital forms the glue that
brings together other forms of capital and facilitates their interplay. We
also show four types of business activity ranging from relatively simple
transactions, to providing more complex product solutions, offering
whole business solutions, to integrated partnering activity. In practice dif-
ferent sectors will have a distinctive mix and balance amongst pursuing
these activities. For example, back office check processing can be high on
structural capital and low on human, customer, and social capital. In the
London Insurance market we found social capital substituting for struc-
tural capital in highly complex negotiations over one-off insurance
arrangements. The knowledge argument is that, while under certain
conditions, the type of intellectual capital can substitute for each other, the
further we move up the value chain to more complex activities then the more
knowledge-intensive, and human-centerd work becomes, and the more an
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Figure 8.2 Framework for understanding intellectual capital

Source: Hindle and Willcocks from various sources.

organization needs to draw upon more and more of all four sources of
intellectual capital and their interplay.

However, these conditions are difficult, if not impossible, to achieve in
pure market transactions. Therefore Nahapiet and Goshal argue that orga-
nizations have a special advantage over markets in creating new intellec-
tual capital. Moreover, they argue, the process of what Stewart calls
“interplay” is recursive: social capital facilitates the development of new
intellectual capital, which in turn strengthens social capital. So we face an
apparent conundrum: if membership in the organization conveys such a
powerful advantage in creating intellectual capital, how can outsourcing,
which involves the externalization of huge swathes of people, systems, and
institutional knowledge, possibly create greater advantage? Let us
examine the knowledge implications of the options.

Knowledge issues in five sourcing approaches

In this section we review our research base of over 450 case studies of
back office initiatives* covering five different options used in practice
(see Figure 8.3). These were discussed also in Chapter 1 but what we are
much more interested in here are the knowledge implications. All five
make considerable assumptions about what will happen to knowledge —
assumptions that are often belied by what happens in practice. Our main
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focus below will be on outsourcing but let us look briefly at the “DIY” and
“management consultancy” options.

Knowledge management: DIY and consultancy

On DIY, many case studies show that, in principle, this should be a strong
option from a knowledge perspective.’ In theory social capital should be
strong, while structural, human, and customer capital may be more
variable, depending on past knowledge management practices and size of
organization. However, the initiative, if set up well, offers large scope for
knowledge assimilation and creation, with a view to subsequent exploita-
tion. In practice, especially with back office initiatives, we found legacy
systems, processes and culture, and political issues often creating barriers,
or a lower level ambition on improvement, and on knowledge creation.
Moreover, back office improvement often did not attract prioritization
on skills, sustained focus, and the necessary technical and financial
investments.

As a result, many organizations we studied got attracted into the
“management consultancy” route, looking for an infusion of human capi-
tal in the form of new skills, energy, and knowledge, and structural capital
in the form of knowledge bases and best practices that could be offered as
a result of the scales and specialist expertise consultancy firms. While in
many cases this approach paid off, the risks often materializing were that
skills and knowledge — structural and human capital — were not transferred
to the client, change did not stick, and there was little internal learning or
ownership of outcomes. Such initiatives lacked the glue or knowledge
transfer vehicle of social capital. New knowledge was rarely created for
and internalized by the client, who rarely leveraged subsequently the
intellectual capital inherent in the initiative.

Knowledge and IT outsourcing

If we move to the third option, the promise from IT outsourcing is to
leverage the supplier’s superior management practices (structural capital)
and skills (human capital), as well as plug into its scale economies arising
from using a specialist I'T service provider. But our own research into IT
outsourcing would suggest that prospects have been disappointing for
meaningful knowledge management and value creation from there.®
Most clients report their frustration with endless cost—service debates, and
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significant loss of control over their IT destiny and knowledge base. Most
suppliers find it difficult to deliver on their promises of innovation and
value added, not least hampered by their lack of knowledge about the
client’s long-term business strategy.’

The outsourcing promise is regularly made of superior technical
know-how, superior management practices, economies of scale and,
increasingly, access to strategic and business advice enabling the client to
refocus on strategic, core capability, and knowledge areas. More typically,
our research has shown that the supplier offers technical know-how for
routine solutions, with high performers in short supply. There is little
influx of new technical/managerial talent, and disappointing access to the
supplier’s global capability and knowledge bases. Meanwhile the client
does not think through thoroughly the issues of core capability and
retained knowledge. As a result the client spends much time firefighting,
and experiences little value-added or technical/business innovation. Over
time, the client loses control over its IT or business process destiny as
knowledge asymmetries develop in favor of the supplier.®

Like the “phantom limb sensation” that affects amputees, the loss of
information and knowledge can be traumatic for both outsourcing par-
ties unless specific and purposeful steps are undertaken to develop and
sustain new information pathways and mechanisms. One route we have
advocated is the retention of nine core capabilities as detailed in Chapter 3.°
These ensure the elicitation and delivery of business requirements, the
development of technical/business architecture, the managing of exter-
nal supply, and the coordination and governance of these tasks. In prac-
tice, we have found all too many client organizations inadequately
making these critical, initial, knowledge investments (see Chapter 3 for
examples). In fact we found a more frequent pattern of focusing on con-
tract monitoring and management, and of understaffing business facing
and technology facing activities. In particular, the belief was that “tech-
nical architecture” and “making technology work™ were prime outsourc-
ing targets. Client organizations also routinely underestimate the degree
of high performing “technical doing” capability they need to retain to
deal with idiosyncratic business systems, non-routine problems, and the
historically derived complexities of the technical infrastructure — all
areas where suppliers do not play from a position of knowledge strength.
Typically, in managing external suppliers, client organizations also
under-invest initially in the knowledge areas of informed buying and
supplier development. They also inadequately secure ways in which to
build shared knowledge from relationships and interchanges back into
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the business — through relationship building and business systems think-
ing capabilities.

We find, as Chapter 3 demonstrates, that, in failing to make these
knowledge investments, client organizations invariably run into a range of
problems, which, together with a rising awareness of over-dependence on
the supplier, leads to belated re-insourcing of these capabilities. One of the
most obvious candidates we have seen here is the “technical doing” capa-
bility associated with applications development. The alternative is increas-
ing problems as the client organization loses knowledge, control over its
IT destiny, and the ability to leverage IT for business value. If these ten-
dencies can be seen in the cases discussed in Chapter 3, then consider also
Commonwealth Bank Australia.

IT outsourcing: Commonwealth Bank
Australia (CBA)

In 1997 CBA signed a 10-year preferred supplier, sole source contract
with EDS for improving the I'T contribution to the business. The con-
tract was worth about Au$ 700 million a year. The supplier provided
knowledge capital in the form of technical expertise. Also new man-
agement processes were provided as well as business advisory and
consulting skills. CBA also took a minority share (35%) interest in
EDS Australia to bind client and supplier closer together and create
mutual interest in pursuing a strategic relationship. From 1997-2001
CBA achieved its objectives in relation to I'T cost reduction as a pro-
portion of the bank’s overall non-interest expense, while IT services
were maintained largely to agreed service levels.

However, by 2000-01 CBA felt that knowledge and capability
asymmetries had developed in favor of the supplier, and that the bank
was losing control of its IT destiny. Nor did it always feel that it was
getting the knowledge influx it required from the supplier, though it
was not always in the best position to make such judgments. As a
result, over the next 18 months, under its CIO Bob McKinnon, the IT
function went about building up its internal capabilities, especially in
the areas of technical architecture, service delivery, planning, contract
monitoring, informed buying, and governance. In knowledge terms
these were attempts to build the necessary structural, human, and cus-
tomer capital (the customers being CBA business units) needed to
leverage supplier and IT performance. Late into this process, the IT
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function also added business thinking and relationship building
capabilities to align with business requirements and help business
units identify and deliver on the potential business value of IT (see
Chapter 3 for descriptions of these capabilities). Through all this the
CIO emphasized the need to operate in a teaming manner both within
the IT function, as well as in relationships with user staff in the busi-
ness units. In this respect, this was creating social capital by which
knowledge could be transferred between the parties, created, and
exploited. By 2003 business units, central strategy group and the IT
function were actively designing new governance mechanisms for
planning for and exploiting IT. It can be seen here that a knowledge
capital strategy has been put in place, but it largely treats the supplier
as a bought resource, assuming little knowledge interchange, or
mutual knowledge creation. By 2005, however, CBA had rebuilt its
internal function from 32 to 126 people and had begun the process of
redeveloping its sourcing strategy, given that the EDS contract termi-
nated in 2006/07.

Knowledge in business process
outsourcing: An IT replay?

But this approach to outsourcing restricts creation and leveraging of
knowledge only to one specialist area — I'T operations. Much bigger gains
can arise if whole functions or processes that include IT are outsourced.
This is the premise of the dramatic growth in business process outsourc-
ing (BPO) from 2001. BPO suppliers come in many forms — as pure plays
(e.g., Xchanging, Exult (acquired by Hewitt in 2003), specialist providers
(e.g., in logistics Ryder, UPS; in customer care Convergys; in finance and
accounting Core3), as IT outsourcers extending their range (e.g., EDS,
CSC), consultants moving further into the market (e.g., Accenture),
vertical specialists (e.g., McKesson in Healthcare) business service
providers (e.g., Employease in HR) software providers (e.g., Genesys) or
offshore providers (e.g., Wipro, Infosys). Most of these services are
offered on a fee-for-service basis. The knowledge contract is to outsource
non-core, (though often critical), largely back office commodities to
suppliers with superior structural and human capital in the areas of
business process and specific expertise. Some deals recognize the need
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also for closer partnering in order to get closer to the customer (to create
and leverage customer capital to both parties’ advantage, and also create
and leverage social capital across client and service provider.

In practice, while BPO is often handled much like classic fee-for-service
IT outsourcing, such deals lie much closer to the business and the knowl-
edge implications are even greater, though, in our experience, just as
neglected. One fear is that the emergent BPO market players and their
clients will repeat many of the knowledge and capability mistakes made
during the early 1990s IT outsourcing boom years. The potential dangers
we notice here are loss of internal business process know-how, need to
create requisite capability to manage the supplier, and the questions
whether the supplier will be sufficiently motivated to invest knowledge and
innovate in a sustained way, or if there will be only one-off gains, additional
service charges, and interminable cost—service wrangles, basically over the
price of knowledge and capability supplied. That said, these knowledge
effects may well be disguised for a time by real cost and service improve-
ments, simply because so many back office business processes inherited by
suppliers are, in our experience, so inefficient. Let us look at the knowledge
issues in one recent deal signed by Bank of America.

Business process outsourcing:
Bank of America

In late 2000, Bank of America (BoA) outsourced its commodity human
resource processes and services to Exult on a 10-year US$1.7 billion
contract. Expected benefits included guaranteed cost savings (plus
10 percent on process, plus 40 percent for systems integration and HR
self-service investment) and qualitative improvements such as speed of
error rectification. Exult’s job was to manage the HR back office to Six
Sigma standards, and improve the shared HR service organization’s
performance and headcount by applying Exult’s scale, expertise, and
volume. Over 600 employees transferred to Exult, representing a con-
siderable knowledge transfer. Exult took over the bank’s service center
in Charlotte, North Carolina in exchange for Exult stock worth US$50
million. The bank and Exult were also web portal partners, with bank
employees using portal to handle HR issues, while the plan is for the
bank to become the preferred provider of financial services and bank-

ing products to employees of other Exult clients. Another aspect of
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closer partnering is that the bank stood to gain a 3—10 percent share of
revenues from third-party use of the HR service run by Exult for BoA.

Classically, as for IT, the client outsourced commodity activities to
enable the IT to focus on core competencies in HR and the rest of the
business. There was a large knowledge transfer of employees to
Exult. Exult brought their superior knowledge and skills in the HR
area, their process expertise, and their superior web-based technolo-
gies to reduce the need for the bank to make future technology and
infrastructure investments. The promise was that their HR scale and
specialization would reduce HR costs by over 10 percent per annum
while driving innovation and improvements in HR service. By late
2003, the bank reported being very satisfied with progress on all its
goals as a result of outsourcing.

The risks, however, do remain as for the earlier large-scale, mainly
fee-for-service IT outsourcing deals recorded above. From a knowledge
perspective, the bank could see an erosion of its ability to understand, have
an informed dialogue with, and manage the supplier over HR activities and
processes. Lack of in-house structural and human capital in this area could
be risky, given that HR processes touch every employee. It is also not clear
whether the partnering mechanisms go deep and far enough to create the
social capital which will really prompt knowledge transfer, creation, and
exploitation across the two organizations. Also will Exult staff, now Hewitt
employees, continue to build customer capital and leverage this to make
improvements in the customer’s experience, or will improvements be
restricted to what has been contracted for only? The client also becomes
very reliant on the supplier’s willingness over a long time period to provide
its best managers, knowledge bases, and practices to the account. On the
other hand, if, as we find in many other cases, the Bank of America HR ser-
vices were not particularly efficient before they were outsourced, it may well
be the case that cost reduction and improvements in HR service can be made
for quite some time without much new knowledge being created or applied.

Enterprise partnering as a knowledge benchmark?

A fifth option we have researched is that of establishing a risk—reward part-
nership between the client and supplier (see Chapters 6 and 7). This can
be applied to both IT and business process operations and improvement.
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So far we have seen few of such deals in operation. The ones we have
researched suggest the promise of significant cost and quality gains and
technology investment as in the Exult—-Bank of America deal. Additionally
there is a stronger emphasis on continuous improvement through the
application of generic rather than specialist competencies on the part of
the supplier. Even more significant (and distinctive) is the risk-reward and
joint ownership arrangement that lies at the center of such a deal, and the
implications these features have for how knowledge is applied, created,
and exploited. Let us look at one such deal from a more knowledge-
focused perspective.

Enterprise partnering revisited: London Insurance
Market outsourcing

We already looked at enterprise partnering in Chapters 6 and 7. Here,
using a different case, we highlight the knowledge issues arising from
the use of this governance mode. In May 2001 Lloyds of London/
Insurance Underwriters’ Association (IUA) outsourced the back office
policy and claims settlement systems for the London insurance mar-
kets to Xchanging. Learning from outsourcing history, the Xchanging
approach introduces three key innovations. First, the Enterprise
Partnership business model, which we met in Chapter 6. Xchanging
Insurance Services (XIS) was set up to serve as the Lloyd’s of London
and IUA back office. Xchanging created a new service-providing
organization that is jointly owned by client and supplier, who both
share in its cost savings and profits. By assuming full responsibility
for all transferred employees, moreover, Xchanging preserves trans-
ferred knowledge, service, and relationships, and establishes an orga-
nization capable of delivering service seamlessly on an “as-is” basis.

The Enterprise Partnership model entails multiple joint governance
bodies: a Board of Directors, a Service Review Board, and a
Technology Review Board. These governance mechanisms formally
engage both client and supplier in a continuous process of joint plan-
ning and decision making, ensuring that business strategies are under-
stood and decisions taken with full knowledge, in the best interests of
the enterprise partnership rather than for the sole or lopsided benefit of
one or the other party. A side benefit of this knowledge-sharing gover-
nance system is the creation of trust and mutual obligation, which rein-
forces the institutional relationship.
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In Stewart’s terms one can see clearly elements of “customer capi-
tal” being created here. But in the deeper context of Nahapiet and
Goshal’s social capital research, the Enterprise Partnership business
model creates a robust structural dimension, with a formal gover-
nance network and a jointly held organization that can be “appropri-
ated” to develop new intellectual capital and value. It also creates the
necessary anticipation of value that can arise from joining
Xchanging’s transformational expertise with the domain-specific
knowledge being transferred.

The second innovation is an Xcellence Competency model which
defines seven knowledge-based capabilities used to transform the
legacy back office into a profitable Enterprise Partnership: Service,
People, Process, Technology, Environment, Sourcing, and
Implementation (for details of the generic model see Chapter 6). Each
competency is headed by a highly experienced Practice Director (an
example of Stewart’s “human capital”), who is responsible for estab-
lishing and maintaining the competency’s explicit knowledge capital
in the form of a detailed competency manual, representing, in
Stewart’s terms, “structural capital.” Further, the Practice Director is
responsible for establishing the competency in each Enterprise
Partnership using mainly transferred staff. This requirement ultimately
builds a community of practice at the Xchanging level across all the
Enterprise Partnerships, thus promoting development and sharing of
tacit knowledge and its conversion to explicit knowledge. These prac-
tice communities meet regularly, communicate online, and network
with other practitioners inside and outside their organizations.

In the context of Nahapiet and Goshal’s social capital model, the
Xcellence competencies establish a shared cognitive dimension. They
employ distinctive languages and “codes” that facilitate business
transformation and knowledge exchange — the practice communities
are rich environments for shared narratives. Further, the Xcellence
platform facilitates access amongst practitioners, reinforces their
expectation that they create value by sharing knowledge, and offers
the ability to combine accumulated knowledge from across all the
Enterprises.

The final key element of the Xchanging approach that creates sig-
nificant social capital is its four-phased Implementation model:
Preparation, Realignment, Streamlining, and Continuous Improvement
(see Chapter 6 for more details). The purpose of the implementation
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model is to synchronize the significant changes that take place within
the former employee population and the now-client community, and to
establish and manage expectations between the partners.

This innovation contributes significantly to creating the relational
dimension of social capital. Recognizing that staff will initially feel
powerless and resentful in an outsourcing situation, and that it
takes considerable time for them to re-orient themselves to new cir-
cumstances, Xchanging’s implementation approach carefully stages
business transformation activity to their readiness to accept and
support it.

As mentioned earlier, all employees are transferred to the
Enterprise Partnership on day one, and go through an intensive
change program that lasts up to two years. Led by the People
Competency, the process focuses on the Tuckman developmental
cycle of Mourning, Forming, Storming, Norming, and Performing.
The net result is the deliberate creation of a new culture — that of a
dynamic, profitable business — to supplant the previous cost-centered
mindset. The process is not without cost, both direct cost in creating
time for employees to make the transition, and indirect cost in defer-
ring gains until staff are fully prepared. But this effort to build group
identity and trust, establish norms of behavior and performance, and
instill a sense of mutual obligation yields enormous benefits in the
exchange and combination of knowledge.

As at beginning of 2006 the Lloyds of London/IUA/XIS deal was
well into its fifth year and was adjudged relatively successful by most
participants. XIS was achieving substantial performance improve-
ments and cost reductions for the back office of the London Insurance
markets. Partly this was because it had so many major generic com-
petencies to apply to the cause of continuous improvement. The par-
ties were making good profits, not least because XIS was regularly
securing additional clients, and in 2003 Xchanging also won an inno-
vator of the year award for its work at Lloyds of London and for the
IUA. At the same time some risks should be noted. Internal success
does not guarantee competitiveness in the open market, nor additional
external customers. Conflicts can arise between maximizing the
enterprise partnership’s profits, and minimizing the client’s costs. The
governance structure does rely on both sides investing the necessary
effort and resources in long-term joint customer and supplier partici-
pation, decision making, and participation.
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Conclusion: Competing on knowledge

Our judgment is that increasingly, under rising pressure to cut costs,
compete, and deliver, both clients and suppliers need to become much
more aware of the role of knowledge assimilation, creation, and applica-
tion in achieving back office improvements. As such the focus will
increasingly need to move to understanding in a more fine-grained way
what knowledge needs to be retained, and how to guarantee a supplier will
posses, create, and leverage the structural, human, and customer capital
needed to deliver on ambitious outsourcing objectives and claims. The fur-
ther development suggested by the Xchanging example, compared to the
Commonwealth Bank and Bank of America cases, is the advantages in
creating social capital as the glue that converts intellectual capital into
transferred and applied knowledge for business improvement.

A knowledge-based perspective does reveal that if undertaking
fee-for-service outsourcing, there are limits to what can be achieved. Our
prescriptions for fee-for-service outsourcing deals have been arrived at
through exhaustive research. The advice remains:

write complete, detailed contracts;

carry out due diligence ahead of signing the contract;

retain core in-house capabilities;

ensure that you and the supplier have a cultural fit;

be sure the supplier has sector and domain knowledge and experience;
don’t outsource a “mess’’; and

write short-term (3-5 year) contracts because the circumstances and
technologies will change fast.

Knowledge can be created and leveraged following this advice, but, we
would contend, only to a limited extent. Both sides still bring to the party
an unnecessarily constrained focus on knowledge.

But these prescriptions partly arise because knowledge assumptions
and contracts between customer and supplier are often flawed, and
because all too often this inhibits investment in requisite supplier and client
knowledge capabilities. Changing the business, governance, and
implementation models allows knowledge strategy a more central, lever-
aging role in outsourcing. Xchanging’s innovations are interesting
because they support development of intellectual and social capital
essential to the sharing, creation, and exploitation of new knowledge.
Instead of false signals and misdirected energy, the model actively
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incents and supports the creation and exploitation of new intellectual
property.

At the same time, adopting something like an Xchanging enterprise
partnership framework does require a new, different set of assumptions,
for example,

sign short, incomplete contracts for five years or more,

carry out diligence after contract signing,

let the supplier clean up your back office mess,

create a clash of cultures if you want to see real back office improve-
ment, and

® hire a supplier with generic rather than domain-specific competencies.

Given the history of outsourcing these modes of operating may well feel
too counter-intuitive. Many may well see adopting these assumptions as
too big a cultural step and too risky. At the same time, these changes in
management practice on the part of both client and supplier may well be
the only real way to release the knowledge potential inherent in the
practice of IT and business process outsourcing. And in an ever
commoditizing outsourcing market, with ever more demanding cus-
tomers, it may well be that competing on knowledge becomes the new
game in town.
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Offshoring IT work: 29 practices
Joseph Rottman and Mary Lacity

Introduction

Some management consulting firms claim clients can save 50 percent off
total costs by offshoring work.! But in a widely cited research report,> IT
consulting firm Gartner estimated a 50 percent failure rate for offshore
outsourcing initiatives. Despite this dismal news, IT consulting firm Meta
Group forecasted that the annual growth rate of offshore outsourcing will
continue to grow at 20 percent reaching US$10 billion in 2005. How can
executives manage risks while successfully exploiting the benefits available
in remote locations such as India and China?

This chapter identifies the best, worst, and emerging practices for
offshore sourcing, particularly for IT, and compares these practices with
outsourcing to domestic suppliers. The practices were derived from inter-
views with 132 people, including customers, suppliers, and key intermediary
consulting and legal firms with substantial offshore outsourcing practices
(see Table 9.1). We asked participants to share their lessons on the following
offshore challenges:

® How can organizations develop and implement a global sourcing
portfolio?

® How can organizations mitigate risks?

® How can organizations effectively work with offshore suppliers?

® How can organizations ensure cost savings while protecting quality?

We uncovered twenty-nine proven practices for addressing offshore
challenges and compared these with domestic outsourcing practices (see
Table 9.2).

Six practices are equally important to domestic and offshore. Some
practices for managing domestic outsourcing do indeed apply to offshore
sourcing. In particular, six best practices are equally important for both
domestic and offshore outsourcing: escalate the strategic importance of

L.P. Willcocks et al., Global Sourcing of Business and IT Services
© Palgrave Macmillan, a division of Macmillan Publishers Limited 2006
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Table 9.1 The research base: 132 people interviewed from 32 companies

Customer Number of Supplier/Intermediary Number of
organization participants organization pseudonym participants
pseudonym interviewed interviewed
Aerospace 3 Large Indian supplier 1 16
Biotech 36 Large Indian supplier 2 1
Financial Services 1 Large global supplier 1 1
Financial Services 2 Large global supplier 2 7

4
1
Financial Services 3 1 Large global supplier 3 1
Financial Services 4 1 Small Indian supplier 1 3
Financial Services 5 1 Small Indian supplier 2 4
Financial Services 6 1 Intermediary consulting 1 1
Financial Services 7 1 Intermediary consulting 2 3
Financial Services 8 1 7 Legal firms 9
Insurance 1
Manufacturer 1 3
Manufacturer 2 3
Retail 7
Telecommunications 1
Transportation 1
Table 9.2 Proven offshore management practices
Sourcing Practices to overcome the challenge Equally More Unique to
challenge important important offshore
for both for
domestic  offshore
and
offshore
How can we 1. Escalate the strategic importance X
develop and of new sourcing options after
implement a conquering the learning curve
global 2. Select an offshore sourcing X
sourcing destination based on business
portfolio? objectives
3. Select an offshore sourcing model X
that balances costs and risks
4. Create a centralized program X
management office to consolidate
management
5. Hire an intermediary consulting X
firm to serve as a broker and guide
6. Diversify the supplier portfolio to X
minimize risk and maximize
competition
How can we 7. Use pilot projects to mitigate X
mitigate risks? business risks

Continued
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Sourcing
challenge

Practices to overcome the challenge

Equally
important
for both
domestic
and
offshore

More
important
for
offshore

Unique to
offshore

How can we
effectively
work with
suppliers?

How can we
ensure cost
savings while
protecting
quality?

10.

11.

12.

13.

14.

15.

16.

17.
18.

19.

20.

21.

22.

23.

Give customers a choice of
sourcing location to mitigate
business risks

Hire a legal expert to mitigate
legal risks

Unitize projects into segments

to protect intellectual property
Openly communicate the sourcing
strategy to all stakeholders to
mitigate political risks

Use secure information links or
redundant lines to mitigate
infrastructure risks

Use fixed-priced contracts to
mitigate workforce risks

Design effective organizational
interfaces

Elevate your own organization’s
CMM certification to close the
process gap between you and
your supplier

Bring in a CMM expert with no
domain expertise to flush out
ambiguities in requirements
Negotiate “Flexible CMM”
Tactfully cross-examine, or replace,
the supplier’'s employees to
overcome cultural communication
barriers

Require supplier to submit

daily status reports

Let the project team members
meet face-to-face to foster
camaraderie

Consider innovative techniques,
such as real-time dashboards, to
improve workflow verification,
synchronization,and management
Manage bottlenecks to relieve

the substantial time zone
differences

Consider both transaction

and production costs to realistically
calculate overall savings

Size projects large enough to
receive total cost savings

Continued
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Table 9.2 Continued

Sourcing Practices to overcome the challenge Equally More Unique to
challenge important important offshore
for both for
domestic  offshore
and
offshore
25. Establish the ideal in-house/ X

onsite/offshore ratio only after
the relationship has stabilized
26. Give offshore suppliers domain X
specific training to protect
quality and lower development costs
27. Overlap onshore presence to X
facilitate supplier-to-supplier
knowledge transfer
28. Develop meaningful career X
paths for subject matter experts,
project managers, governance
experts, and technical experts

to help ensure quality
29. Create balanced scorecard metrics X

new sourcing options (like offshore) after conquering the learning curve,
create a centralized program management office, diversify the supplier
portfolio, use pilot projects to mitigate business risks, develop meaningful
career paths for in-house staff, and create balanced scorecard metrics.

Fourteen practices apply to both, but are more important in offshoring.
These fourteen are more important to offshore because the risks and
transaction costs are greater, and the delivery teams are more remote and
culturally diverse. Practices that become more important in offshoring
include: select a sourcing model to balance costs and risks, openly com-
municate the sourcing strategy to minimize domestic worker backlash, use
real-time dashboards to verify, synchronize, and manage work flows, and
hire an intermediary consulting firm to serve as broker and guide to foreign
countries, cultures, and suppliers.

Nine practices are unique to offshoring. One intriguing offshore prac-
tice is giving customers a choice between domestic and offshore sourcing.
Program management offices can publish rates for sourcing locales and
allow business unit managers to assess the trade-offs between lower costs
and greater risks. Other practices unique to offshore sourcing address the
rigid Capability Maturity Model (CMM) requirements used by offshore IT
suppliers, bottlenecks caused by substantial time zone differences, and
establishing the ideal in-house/on-site/offshore ratio.
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Practices for developing and implementing
a global sourcing portfolio

Most of our customer participants are veterans of domestic outsourcing.
They ventured offshore primarily to seek lower costs on short-term
projects, such as dealing with the impending Y2K problem in the late
1990s. Early adopters faced several challenges, and practices discussed in
this section can help senior executives quickly ramp up to create a global
sourcing portfolio.

Lesson 1. Escalate the strategic importance of
offshore after conquering the learning curve

As discussed in Chapter 1, few organizations we studied approach
offshore sourcing from a strategic perspective at the outset. Most organi-
zations initially engage in offshore sourcing for tactical reasons, such as
seeking lower labor rates for staff augmentation on specific projects.
During this early adopter phase, offshore sourcing program management
offices are often erected as separate entities from domestic outsourcing
offices to test the concept. It is not until after pilot tests are complete, sup-
plier relationships are established, and viability proven, that organizations
seek more strategic uses of offshore resources.? This incremental approach
may be wise because organizations may first need to gain experience with
new sourcing options at an operational level before seeking more strategic
objectives. Three examples will illustrate the evolutionary nature of strategic
offshore exploitation.

Successful offshoring of strategic product development occurred only
after several false starts. Manufacturer 1 is a Fortune 100 manufacturer of
industrial equipment with over 75,000 employees spread across 20 countries.
Their competitive advantage is based on innovative products with intelligent
embedded software. Their business requires rapid response to changes in
requirements from customers, environmental protection agencies, and
other stakeholders. Manufacturer 1 has a lean headcount and could not
always respond quickly to changes. Senior executives solved the problem
with offshore outsourcing. They now engage three Indian suppliers to
develop embedded software for their key products. The suppliers do it
faster and better than the overworked in-house staff.

But success took years. The first forays offshore failed to produce any
of the deliverables outlined in the statement of work. Projects were ulti-
mately pulled back in-house and completed well behind schedule and over
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budget. Despite the failures, Manufacturer 1 saw promise in some aspects
of the original offshore engagements. For example, as the offshore
employees become more experienced with embedded software, the quality
of code improved and turn-around time shortened. In addition, they
learned how Manufacturer 1 interacted with business units to solicit
requirements, schedules, and approvals. These improvements, coupled
with the staff’s increased confidence in their own abilities to manage
remote employees, prompted Manufacturer 1 to try again. After imple-
menting many of the practices discussed in this chapter, they finally suc-
ceeded in offshoring strategic product development. Today, Manufacturer 1
is an exemplar of how to create nimble networks of global IT workers.

Agility, which is enabled by offshore sourcing, is a key strategy for com-
panies that operate in cyclical business environments. Through creative
sourcing arrangements that permit speedy commitment to and divestiture
of human capital, business agility allows organizations to enable flexible
staffing while continuing to nurture business innovation.* Financial
Services 1, for example, uses offshore resources primarily to enable strate-
gic agility. For the past 15 years, it has developed captive centers in Manila
and Mumbai, and various joint ventures and fee-for-service relationships
with 14 Indian suppliers. During the refinancing boom, the company was
able to beat competitors by quickly meeting the immense surge in demand
for IT and business process services. As the refinancing boom burst, the
company was able to immediately scale back resources.

Financing new product development, which is enabled by offshore, is a
key strategy for small companies trying to compete with the deep pockets
of larger players. A small US-based healthcare services organization
wanted to develop a software product to provide information for quick
response to biological terrorism. Because the organization is short on
funds, it used an offshore supplier to finance the development of the new
system. Under this agreement, the supplier owns the intellectual property
rights but the customer organization will market the application. Both parties
will share software-licensing revenues when the product goes to market.

Lesson 2.Select an offshore sourcing
destination based on business objectives

Most of the literature suggests that senior executives select offshore desti-
nations by focusing solely on relative country advantage in terms of costs
and risks. Consulting firms are a major source of information for senior
executives, providing comparative analyses of offshore destinations based
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on relative advantage of government support, labor pool characteristics,
cultural compatibility, etc. We looked at several consulting firms’ data, and
by any set of criteria, they rank India as a top locale because of government
support, tax free technology parks, existence of an excellent labor pool (by
2005 India had an IT workforce of over half a million and growing), low
hourly wages (but rising), and high English proficiency. But several of our
participants were concerned about India’s rapid growth. Some participants
believed India was becoming saturated (in particular, Bangalore), salaries
would continue to rise and thus erode savings, and that the immense
turnover among Indian firms, particularly for workers with 2-5 years
experience, would remain high.

Because cost drivers can rapidly shift, a better way to select destinations
is to use a broader set of business criteria by considering the company’s
strategic objectives and overall commitment to certain destinations. For
example, one aerospace company selected Malaysia as their IT offshore
destination because they hope to sell planes in that country. The Malaysian
government required that some of the manufacturing be done in Malaysia,
and the IT presence would certainly help to meet that requirement. Another
hardware company selected China because they hope to sell computers
there. Other participants selected offshore locations where they have exist-
ing manufacturing or R&D facilities. The existing facilities serve as a launch
pad, with current employees serving as guides to the country, suppliers, and
culture. One US customer chose Canada because it wanted suppliers in close
physical proximity to their end customers for rapid deployment.

Lesson 3.Select an offshore sourcing
model that balances costs and risks

Organizations need to access the various models for leveraging offshore
resources. The four most prevalent offshore sourcing models are Captive,
Joint Venture, Build-Operate-Transfer (BOT), and Fee-for-service (see
Table 9.3).

With the captive model, the customer builds, owns, staffs, and operates its
own offshore facility. Captive centers provide the greatest amount of con-
trol but at the price of the greatest amount of risk. For this reason, senior
executives only select the captive model if they have a substantial commit-
ment to a country in terms of a large volume of work over a long period of
time. EDS, Accenture, Dell, Intel, and IBM Global Services all have cap-
tive centers. Accenture, for example, is rapidly increasing their offshore
headcount. In 2005, Accenture had nearly 20,000 of its 115,000 employees
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Table 9.3 Offshore sourcing models

Captive Joint venture Build, operate, Fee-for-service
transfer
Description Customer builds, Customer and Supplier owns, Customer signs a
owns, staffs,and  supplier share builds, staffs, and contract for
operates offshore ownership in operates the facility services in
facility offshore on behalf of the exchange for
operations customer; paying the
ownership supplier a fee
and employees
transfer to the
customer after
completion
Set-up cost, Highest High Medium Low
financial risk,
operational risk
Ability to Highest Depends on Medium Low
control amount of
ownership
Example Accenture TRW-Satyam PeopleSoft Financial
Services 3

offshore. By 2008, it has plans for up to 30,000 new employees in China,
India, and the Philippines.

With joint ventures, the customer and supplier share ownership in the
offshore facility. Customers, such as MasterCard, CSC, Perot Systems, and
TRW chose this model over the captive model because they wanted to sac-
rifice some control in exchange for the supplier bearing most of the risk.

TRW, one of the world’s largest automotive suppliers to Original
Equipment Manufacturers, created a joint venture with India-based Satyam in
2000 called Satyam Manufacturing Technology. TRW owns 24 percent’ in the
venture. Satyam created offshore solution centers in Hyderabad (2001) and
Chennai (2003) to initially provide ERP, CAD/CAM, supply chain manage-
ment, and e-business applications to TRW before attracting additional external
customers.® TRW benefited by avoiding the risks of a fully owned captive
center while ensuring more control than a fee-for-service relationship.

With the build-operate-transfer model, the supplier owns, builds, staffs,
and operates the facility on behalf of the customer. Upon completion, the sup-
plier transfers ownership and staff to the customer. From the US perspective,
this model helps by-pass legal obstacles because it is easier for a supplier to
create a new facility in its own country than it is for a US organization to invest
directly. Also, this model enables the US organization to benefit from the
supplier’s local expertise on construction, utilities, and employment.
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PeopleSoft signed a three-year BOT deal with Covansys and Hexaware.
The suppliers would build PeopleSoft’s India Services Center and India
Development Center and hire and train the employees. After three years,
PeopleSoft will pay book value for the facilities and transfer the employees
to PeopleSoft at no additional fee.

According to the CEO of an intermediary offshore consulting firm,
however, none of his US customers actually went through with the transfer
phase of the BOT model. By then, his customers were comfortable with
the supplier and did not want to take over the facilities. One participant
said the reason he backed out of the transfer was, “I don’t know whom to
call when the lights go out, and they do!”

With fee-for-service offshoring sourcing, the customer signs a contract
with a service provider that has facilities and staff located offshore. The
supplier owns the facilities, employs its own staff, and has its own infrastruc-
ture. Contracts are typically fixed-price or based on time and materials. By
far, this is the most popular offshore outsourcing model because it poses the
least amount of risk. US organizations can readily alter the volume of work
sent offshore to match fluctuating demand onshore. For example, Financial
Services 3 has been using Wipro since 2001 for staff augmentation (time and
materials) and delivery of select projects (fixed-price). Although the Wipro
relationship only represents about 5 percent of Financial Services 3’s external
IT spend, it has allowed Financial Services 3 to quickly ramp up or scale
down without affecting the employment of in-house IT staff.

Many companies use multiple models. Some US organizations use
multiple models, as illustrated by Financial Services 1. They use captive
centers, joint ventures, and fee-for-service relationships with 14 Indian
suppliers. Other organizations switch models after conquering the learning
curve. One of our participants from Financial Services 6 began with a fee-
for-service model. But as volume of work increased to 3000 full time
equivalents, the customer is considering a move to a captive center.
According to the Vice President of Technologies at Financial Services 6,
“Once I have a very good feeling about how the Indian market is
progressing, I plan to move to a captive center and recoup the margin my
vendor is currently gaining.”

Lesson 4.Create a centralized offshore program
management office to consolidate management

Program Management Offices (PMOs) set up preferred supplier relation-
ships, negotiate contracts, assess overall performance, define best practices,
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and disseminate learning. This best practice is not unique to offshore
sourcing. The issue here is whether senior executives should create a
separate program management office for offshore or whether to integrate
offshore into an existing PMO. Participants suggest that senior executives
should create a separate office if the offshore initiative represents a signif-
icant departure from domestic outsourcing practices or they intend to
create a captive center or joint partnership that will require dedicated man-
agement. Senior executives should create an integrated PMO if they want
business requirements to drive the supplier selection and if they want
the onshore and offshore suppliers to aggressively compete. Retail, a Fortune
100 company, used competition managed by the integrated PMO to cut the
domestic supplier rates by 10 to 50 percent. When Retail decided to
integrate their offshore PMO into their existing vendor management system,
the results were immediate and dramatic. Prior to exploring offshore ven-
dors as a solution to Retail’s considerable Y2K issues, they were actively
engaged with 35 domestic contractors. The addition of offshore providers to
the supplier portfolio caused the domestic providers to lower their costs:

We were paying about $100 for commodity type coding (with domestic
suppliers). The domestic suppliers saw the writing on the wall. We put
out a bid to the approved list of domestic contractors and the current
director of the PMO made it very clear that we were not going to pay
those kind of prices anymore. Our domestic prices dropped from about
$100 per hour to $80 and some of the rates even dropped into the $50 range
for some services. (Director of Contract Management, Retail)

This integration also allowed a variety of vendors to compete head to head
on capabilities and project schedule in addition to cost. This allowed Retail
to compare the various value propositions from the domestic contractors
with the offshore contractors and expand their understanding of the
offshore market.

Lesson 5. Hire an intermediary consulting firm to serve
as offshore guide to the country, suppliers, and culture

The intermediary consulting market is certainly growing fast, with players
such as NeolT, SourceQuest, Soft Access, Cincom, TPI, and Providio
Technology Group. Some experts estimated that by 2005, 64 percent of
offshore contracts were brokered by intermediaries.” One of our biotech-
nology companies certainly found value in hiring an intermediary: “I think
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it absolutely engaged us more quickly with respect to them informing the
offshore vendors of our situation and setting up the arrangements. We
would have just had to spend a lot more of our own time with all of that.
So I think it streamlined the initial process” (Global Leadership Team
member).

The intermediary consulting firms are also moving up the value chain
by offering offshore project management training to US customers, training
joint teams on cultural compatibility, creating transition plans, and devel-
oping project metrics.

Lesson 6. Diversify the supplier portfolio to
minimize risk and maximize competition

Concerning offshore suppliers, there are many choices. Some senior
executives move offshore via one of their domestic suppliers such as EDS,
IBM, and Accenture. These established suppliers manage the offshore
resources so the customer doesn’t have to navigate through legal issues.
Other customers, such as Financial Services 3, prefer to select Tier 1 off-
shore suppliers such as Wipro because of their maturity and stability.
Other customers look for smaller niche suppliers with domain expertise.
Still others select suppliers like Globalign that help customers find and
engage offshore resources via large staff augmentation firms like
Manpower.

The questions here are: which suppliers and how many suppliers? In
Chapter 4, we covered the topic of which suppliers with the 12 supplier
capabilities model. This model is particularly useful for customers if they
have little familiarity with offshore supplier options. The model is robust
enough to compare the strengths and weaknesses of large domestic suppliers,
Tier 1 offshore suppliers, and offshore boutique suppliers.

Concerning the number of suppliers, most customers found that at least
two offshore suppliers were needed to motivate continued supplier perfor-
mance. In contrast, reliance on a single supplier presents significant oper-
ational and strategic risks including loss of market pressure on rates and a
high concentration of intellectual property in one supplier. While main-
taining engagements with multiple suppliers does entail additional trans-
action costs and management overhead, the use of multiple suppliers
successfully mitigates many risks associated with outsourcing.?®

Manufacturer 1 uses multi-sourcing to mitigate some of the risks asso-
ciated with offshore outsourcing. It has active engagements with two large
Indian firms and one small, boutique firm that specializes in embedded
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software development. The three suppliers compete for additional work:

We don’t want to manage a whole bunch of vendors. However we
need the market pressure to make sure we are getting good prices. By
letting the two large vendors and the small one bid on projects, and
having the preferred list, we let them [the vendors] know that we are
interested in enlarging the engagement but we are also watchful of the
costs. (Director of Software Center of Excellence)

Retail successfully used one large Indian supplier for years, yet recently
added three other suppliers. According to the Vice President and Director
of Corporate Systems:

Don’t get me wrong. I’'ve been extremely happy with [the large Indian
supplier]. Every project they have done has been basically on time and
on budget and their quality is good. I just think we need to use
competition to keep the vendors honest and keep rates competitive.

Practices to mitigate offshore risks

All CIOs are aware of the risks associated with offshore sourcing including
business, legal, political, infrastructure, workforce, social, and logistical risks
(see Table 9.4). We asked participants to provide specific examples of suc-
cessful risk mitigation practices.” They identified common, but important,
best practices such as using pilot projects, hiring legal experts, and openly
communicating the offshore initiative to assuage fear. Some identified more
unique and intriguing practices, such as giving the customer a choice.

Lesson 7. Use pilot projects to mitigate business risks

Business risks such as poor quality, no cost savings, or late deliverables
can stem from poor supplier selection, sending the wrong types of activities
offshore, or the customer’s inability to manage the supplier relationship.
To help mitigate these risks, customers should consider a comprehensive
pilot program to test both customer and supplier capabilities at managing
offshore engagements. In addition, false starts, mistakes, and other nega-
tive occurrences can serve as valuable learning experiences to gradually
build these capabilities.

Biotech brought the concept of piloting to reduce risk to a new level.
Biotech chose 17 pilot projects that were mostly small in size, required
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Table 9.4 Offshore outsourcing risks

Risk category Sample risks
Business No overall cost savings
Poor quality

Late deliverables

Legal Inefficient or ineffective judicial system at offshore locale
Intellectual property rights infringement
Export restrictions
Inflexible labor laws
Difficulty obtaining visas
Changes in tax laws could significantly erode savings
Inflexible contracts
Breech in security or privacy

Political Backlash from internal IT staff
Perceived as unpatriotic
Politicians threaten to tax US
companies that source offshore
Political instability within offshore country
Political instability between United States
and offshore country

Workforce Supplier employee turnover
Supplier employee burnout
Inexperienced supplier employees
Poor communication skills of supplier employees

Social Cultural differences
Holiday and religious calendar differences
Logistical Time zone challenges

Managing remote teams
Coordinating travel

frequent delivery of milestones, and gave pieces of the same project to two
suppliers. For example, before Biotech decided to commit to one supplier
for a Peoplesoft to SAP conversion, they gave two large Indian suppliers
small pieces of the conversion. Biotech experienced much better project
leadership from one of the suppliers in terms of on-site coordination, pro-
ject status reporting, technical fit with Biotech, and superior daily com-
munications. Biotech selected this supplier to complete the entire
conversion. Three months later, when Biotech went live with SAP, the
Indian supplier was granted an ongoing maintenance contract for seven
full time equivalent employees (FTEs).

Pilot projects must be large enough to extract learning and metrics, but
small enough to minimize risk. But experts do not agree on the ideal size.
According to a Gartner Group Senior Researcher, an ideal pilot size is ten
to fifteen people for six months. According to the CEO of an intermediary
consulting firm, pilot projects should be sized at two man-years, representing
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a project cost between US$50,000 and US$100,000. According to
Biotech, the ideal project size is four full time equivalents for four months.

Lesson 8. Give customers a choice of
sourcing location to mitigate business risks

When a customer calls E-Loan, she is given a choice to process a loan
within one day using an Indian-based supplier or to process the loan within
two days using a US-based supplier. Such choice allows the customer to
determine the priority between speed and location.

The CIO of Financial Services 4 allows strategic business units a choice
for application development. The strategic business units (SBUs) can
source IT from three preferred offshore suppliers managed through the
offshore management program office or from domestic suppliers through
the domestic office. Rates are lower with the offshore suppliers, but risks
are lower with the domestic suppliers. The CIO believes the business unit
managers should be the ones assessing the trade-offs.

Lesson 9. Hire a legal expert to mitigate legal risks

Hiring a legal expert for domestic outsourcing has been a standard best
practice for 15 years. Many legal firms specialize in outsourcing, such as
Shaw Pittman and Milbank Tweed. The need for legal expertise with
offshore sourcing is even more pronounced because customers must abide
by different legal systems and more regulatory requirements.

In conjunction with our research, we have spoken with nine different
lawyers specializing in offshore sourcing. Lawyers help customers with
tax implications, protection of intellectual property, business continuity,
regulatory compliance, visa formalities, dispute resolution, and governing
law. Concerning dispute resolution, all the participants focused on the goal
of reducing the risks of conflicts that could lead to litigation, and for good
reason. Litigation in the Indian court system is frequently a 15-year
process. Also, Indian courts do not enforce legal judgments or awards
made in the United States. In contrast, India will enforce arbitration, so
that has become the standard clause for resolving customer/supplier disputes.
Concerning tax implications, one participant said he helped a customer set
up operations in Mauritius because it is a tax free zone. He also determined
the amount of ownership in a joint venture required for favorable taxation
and negotiated how parties would bear the costs of any tax law changes.
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Concerning the protection of intellectual property (IP) rights, legal experts
help by writing further assurance clauses or by establishing a chain of title
from employees to the supplier to the customer.

Lesson 10. Unitize projects into segments
to protect intellectual property

By 2005, several reports of sensitive data being stolen or purchased from
Indian BPO suppliers had caused increased concern about the security of
offshore data. In addition to legal preventions mentioned in the previous
lesson, there are a number of practices customers and suppliers use to pro-
tect IP. Biotech, for example, required the offshore supplier to use Biotech’s
secure R&D facilities in Bangalore for sensitive data access and updates.'©
Many Indian suppliers create special security areas, which require special
badges and a work-related need to gain access. Suppliers also create “clean
desk” policies, which control what documents or screens can be viewed.
While these practices are quite common, Manufacturer 1 had a unique
strategy for protecting IP.

Managers from Manufacturer 1 are very concerned about protection of
IP because they outsource the development of strategic embedded
software products. To mitigate this risk, they disperse work between three
suppliers (two large and one boutique) to effectively distribute the intel-
lectual property. They view their IP as a puzzle. By distributing small
pieces among three suppliers, no one supplier can assemble the puzzle on
their own. According to the manager of engineering:

We keep a very tight rein on where our IP (intellectual property) is and
who has it. We never let any one development team or any one vendor
see too much at one time. We feel it would be impossible for our IP to
be lost through offshore sourcing.

Utilizing multiple suppliers also helps Manufacturer 1 to limit the risk of a
dependence on one supplier or losing the advantages of a competitive
environment (lesson 6).

Lesson 11.0penly communicate the sourcing
strategy to all stakeholders to mitigate political risks'

At Financial Services 1, senior management viewed offshore sourcing as a
potential way to decrease the immense application backlog caused by the
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refinancing boom. But senior management chose to keep the pilot project
“low key rather than panic the IT staff while we were simply testing the
waters.” One day, the domestic IT staff showed up for work to find 11 people
from India working in cubicles. The domestic IT staff began to panic and
question the future of their careers. The Indian workers were isolated and
treated with suspicion, if not contempt. The IT staff found frequent rea-
sons for complaining about the offshore sourcing projects. Eventually, the
CTO held a town meeting and told the staff that there would be no layoffs
caused by offshore sourcing. However, he would replace fewer in-house
IT staff lost through natural attrition.

In contrast, Biotech was very open about the offshore pilots and told
the internal IT staff that offshore sourcing was about “doing more with a
flat budget” and that no internal IT workers would be fired as a result of
offshore sourcing. Even with open communications, there was some
backlash. When dealing with the internal IT staff, a Biotech team leader
noted that it is important to separate the emotional issues from the real
issues:

Different people perceive offshore outsourcing in different ways. And
I guarantee, we have the full spectrum. We were aware of that and
wanted to be sure that it did not impact our workforce in a negative
way. So we spent a great deal of time to keep the communications as
transparent as possible without trying to needlessly scare people. So
it’s a tricky balance. I understand that there are some companies that
have approached this and they’ve said we’re just going to replace
everybody this way. And they tell all of their people that and then they
say, now help us make it happen. It’s a really bad way to do things.
(Global Leadership Team member)

Lesson 12. Use secure information links or
redundant lines to mitigate infrastructure risks

Early articles on offshore sourcing focused on poor infrastructure quality
in low cost countries as a major risk factor. Our participants reported only
minor problems — mostly with teleconferencing capabilities — because in
India, at least, the infrastructure has improved. First, many clients — such
as Financial Services 3 — use secure communications links between the
customer and offshore supplier to enable easy and secure access. Second,
many US customers opt for redundant lines so that downtime is not an
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issue. Third, the Indian government has replaced the telecommunications
monopoly with competition. According to the former President of MCI,
India is in the process of laying fiber optic cables in 100,000 Indian
buildings — as compared to 30,000 building wired in the United States. All
of these initiatives will serve to increase telecommunications service quality
and reduce costs.

The more common problem US customers experienced was mobilizing
in-house resources to create the infrastructure, such as setting up a VPN,
cubicles, computers, access cards, logonIDs, and access to systems. There
was some level of managerial disconnect between the US project man-
agers and their systems administrators. In one company, offshore workers
who arrived in the United States could not begin work for two weeks while
the US project manager scrambled to establish the infrastructure. In best
practice organizations, Program Management Offices bridge the gap by
anticipating infrastructure needs.

Lesson 13. Use fixed-price contracts,
when possible, to mitigate workforce risks

Several participants complained that some of the suppliers’ employees
were inexperienced, overworked, and frequently turned over. As one
Biotech participant noted, “CMM certification is no substitute for expe-
rience.” The customer is most affected by workforce risks when using a
time and materials contract. Because the customer is billed hourly, the
customer subsidizes a new supplier employee’s learning curve. Also,
supplier employees who are unproductive take more hours to complete
tasks, again reflected in the customer’s bill. Some customers try to miti-
gate this risk by demanding to see resumes of supplier employees or by
setting minimum years of experience. These practices place the cus-
tomer in the business of managing the supplier’s resources, which can
increase transaction costs and create animosity between customer and
supplier. A better practice is to incent the supplier by using a fixed-price
contract with clearly defined deliverables. The supplier can best decide
how to staff the project to meet their contractual obligations while max-
imizing their own profit margin. The supplier is incented to put their
most productive people on the project to increase their margin, or the
supplier may make a strategic decision to finance their own employees’
learning curves.
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The practices to mitigate social and logistical risks are covered in the
following section.

Practices to work effectively with offshore suppliers

Managing remote teams with project members from different countries,
cultures, time zones, and who speak different languages is one of the most
difficult challenges of offshore sourcing. Fortunately, there are many prac-
tices that can help customers work effectively with offshore suppliers.'?

Lesson 14.Design effective organizational interfaces

Our research has uncovered three models of organizational interfaces,
each with its own set of benefits and costs. The funnel design, shown in
Figure 9.1, is used by both Retail and Manufacturer 1 and provides the
greatest constriction of the communication pathways between the cus-
tomer and their supplier. Since communication from local business units
and technical staff is funneled through the project managers and then to
the on-site engagement manager, this model places a high degree of
importance on the vendor’s selection for an on-site engagement manager.
This reliance on a specific individual does pose risk to both the parties.
Retail, for example, experienced one major failure with a large Indian
firm because the engagement manager originally chosen to lead the
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Figure 9.1 The funnel design
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engagement did not possess the skills or experience to work with a Fortune
100 company. Once the shortcomings were brought to the attention of the
vendor, action was quickly taken and a new, more senior engagement man-
ager was put in place. However, time and confidence in the vendor were
lost. Despite the risks associated with this model, the benefits include bet-
ter control over the engagement, and a single point of contact, which will
help to mitigate the cultural, time zone and communication risks. This
model also requires the engagement to be large enough to warrant a dedi-
cated on-site employee from the vendor.

The network design (shown in Figure 9.2) offers much greater pathways
of communication between the vendor and the supplier. The network design,
used by Biotech, shows communication taking place between all stakehold-
ers at both the vendor and the supplier. Particularly interesting is the direct
link between local business units and the supplier. This linkage offered mixed
results for Biotech. One project that allowed local business units to commu-
nicate directly with the supplier to define requirements was successful. The
local business unit in this case was very low on the priority list of the internal
IT staff and felt neglected. Once connected with the offshore delivery team,
their needs were assessed, requirements gathered and the project proceeded
with a greater focus on the user. This project came in on time and under bud-
get and with very high customer satisfaction numbers for the offshore vendor.

One project nearly failed due to this linkage. The post mortem showed
that when the local business unit (whose needs are often boundless) was
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Source: Kaiser and Hawk (2004).

allowed to communicate directly with the supplier (whose promises of
delivery are often boundless), scope, feature, and budget creep proceeded
unchecked. While the project was completed, it was constantly delayed
and finished well over budget.

The third model, which we call the mirror design, was actually studied
and documented by Kaiser and Hawk'? (see Figure 9.3). They reported on an
eight-year relationship between a US financial insurance company and an
India-based supplier that evolved from outsourcing to co-sourcing.
Co-sourcing describes a close vendor/customer relationship in which the
vendor augments or even replaces the customer’s IT competencies. The
supplier even serves as team lead for some types of work. To effectively
manage the supplier’s increased responsibility, the two partners realized
they needed multiple levels of formalized communication. They designed
the Dual Project Management Hierarchy, or the mirror design. This model
has a significant onshore supplier presence, including the supplier’s
systems analysts on the development staff. This increases costs compared
to the previous two models, but is warranted by the higher value work
provided by the vendor.

Lessons 15-17: Addressing CMM challenges

These lessons address the process gap between US customers and their
offshore IT suppliers. Every participant brought up the need to coordinate
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work processes, particularly with suppliers who are committed to the
Software Engineering Institute’s Capability Maturity Model. While Indian
suppliers were all certified at CMM level 4 or 5, the US customers were
usually lower. At higher levels of certification, an immense amount of
documentation is required. US project managers had never before been
through such a rigorous process to define requirements.

At Biotech, for example, requirements definition is an informal process
when done onshore. Project managers speak frequently with users who are
usually located on campus headquarters. The user feedback cycle is quick.
In contrast, project managers working on the offshore pilots had to engage
in many formal and planned communications with suppliers and users to
create the required documents. One Biotech Global Team Member said,
“the overhead costs of documenting some of the projects exceeded the
value of the deliverables.”

So what can be done to more effectively coordinate work with the sup-
plier’s CMM processes? The following practices were used by participants.

Lesson 15. Elevate your own organization’s CMM certification to close
the process gap between you and your supplier. Participants suggested
that the best way to extract value from the supplier’s CMM processes is to
become CMM certified yourself:

A real problem we had was our CMM level 1.5 guys talking to the
vendor’s level 5 guys. So together, we have worked out a plan with our
vendor to help bring our CMM levels up. When we do, it will be a ben-
efit to both of us; our specifications will be better and so they can use
them more efficiently. (Director of Application Development, U.S.
Transportation Company)

The outstanding issue is the level of certification required to effectively
work with suppliers. The Vice President at Financial Services 4 believes
that customers only need to approach level 2 to extract value. The Officer
of IT Services at Financial Services 3 believes customer organizations need
at least a level 3. Still other customer organizations believe higher certifica-
tion levels (at least CMM 4) are required to interact with suppliers.'*

Lesson 16. Bring in a CMM expert with no domain expertise to flush
out ambiguities in requirements. US customers often complain that the
requirements process is long and requires much expensive iteration. This
is usually because the US customer doesn’t understand how the supplier
will interpret the requirements. Some US customers, for example, were
surprised that supplier team members did not understand the concept of a
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mortgage. One US customer was surprised that the suppliers did not allow
female name fields in the software to be altered unless recently married (as
is the rule in India). In another example, the Indian supplier left-justified
numeric data fields, causing the frustrated PMO director to lament: “Is this
how ridiculously detailed my requirements are supposed to be?”” To reduce
the cycles during the requirements definition stage caused by misinterpre-
tations, one Indian supplier sought a unique solution. He brings in a CMM
level 5 expert to the client site who purposefully has no domain knowl-
edge. This enables him to identify ambiguities in the requirements docu-
ments that the offshore delivery team will likely have, thus reducing the
number of iterations.

Lesson 17. Negotiate “flexible CMM.” The project manager at Financial
Services 1 noted, ““You ask for one button to be moved and the supplier has
to first do a twenty page impact analysis — we are paying for all this docu-
mentation we don’t need.” He is negotiating for exactly which documents
Financial Services 1 will and will not pay. This will enable him to only use
the CMM processes he perceives to add significant value. While this prac-
tice is unique, a customized interface with each customer could serve to
increase the supplier’s costs, which may eventually result in higher prices.

Some Indian suppliers are accepting, rather than fighting this practice
by actively marketing the idea of “flexible CMM.” The managing director
of a tier 2 Indian supplier recognized the frustration and reluctance of US
customers to wade through the necessary steps for the supplier to maintain
CMM certification. He says:

My clients are telling me, “You do what you have to do to pass your
audits, but I can’t afford all of this documentation!”” So we have devel-
oped a flexible CMM model which maintains the processes necessary
for high quality but keeps the customer facing documentation and
overhead to a minimum. Our customers have reacted favourably and
our internal processes are still CMM 5.

Lesson 18. Tactfully cross-examine, or
even replace, the supplier’s employees
to overcome cultural communication barriers'

We heard from many participants that Indian employees would not
challenge the customer even if they perceived the customer was making a
mistake. Indian employees will not readily deliver bad news, and will not
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express incomprehension. One frustrated participant said, “The place could
be on fire and they would say, ‘Oh it’s great, a little warm, but it is great!” ”

While being anxious to satisfy a customer is certainly a sought after
supplier quality, it can actually be detrimental to effective communication.
One of Biotech’s Global Leadership Team members offered the following
anecdote:

You can sometimes be talking with someone and across the table they’ll
be nodding their head as if they understand and agree with everything
you’re saying. You find out later that they didn’t understand what you
were talking about. That’s one of the interesting things to learn.
Apparently, the culture does not challenge, so there is a “customer is
always right” sort of a feel to it. So you have to learn, when you’re in the
dialog, to ask the questions that ensure that understanding is happening.

One American who works for a major offshore supplier says he learned to
cross-examine his Indian counterparts to ensure they tell him bad news.
Whereas in America he asks, “How is the project going?” in India he asks
much more pointed questions, to the point where he worries about being
rude. Another participant solved the issue by complaining to the supplier’s
senior management that the supplier’s project manager was evasive about
the project status. The supplier replaced that individual with a woman who
was much more forthcoming.
The next lesson is another strategy to address this issue.

Lesson 19. Require the supplier to submit
daily status reports

At a financial services company, for example, the customer was getting
increasingly frustrated with the supplier’s inability to flag problems or
report delays in the weekly conference calls. The project manager for the
bank designed a status report that would only take the offshore team mem-
bers a few minutes each day to complete. At first, the supplier employees
agreed, but she could not get them to comply. After several iterations with
the supplier’s management team, she discovered the supplier’s delivery
team did not understand how to fill in the report and were afraid to ask her.
Once the instructions were clear, the delivery team members accurately
completed the daily status reports, which now serve as the major tool to
identify and solve problems. Manufacturer 2 had almost an identical story —
supplier team members would not verbally report bad news in weekly
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conference calls, but would report items on a daily online status report.
It is this level of micro-management that sometimes serves to frustrate
US customers. But at the same time, it was the only tool these two cus-
tomers found to overcome cultural communication barriers.

Lesson 20. Let the project team members meet face-to-face

One project manager at Financial Services 1 said he regretted never being
allowed to visit India. He felt he would have been a much more effective
project manager if he could have met the people face-to-face to get a bet-
ter understanding of their work practices. The need for the customer’s pro-
ject manager to visit the supplier site is clearly emerging as a best, albeit
expensive, practice to get past cultural communication barriers. It is much
easier to switch to lower cost media such as teleconferences and email
after meeting people face-to-face. Biotech bore the cost of the team mem-
bers meeting face-to-face: “Once you get good at specking out what you
need face-to-face, then an awful lot of the work happens by e-mail and it’s
just follow up questions and lots of that happens by e-mail” (Global
Leadership Team member).

While this lesson carries considerable expense (a round trip coach ticket
from the United States to Bangalore costs approximately US$2000 and a
business class ticket is US$6500), the benefits are clear and immediate.
After his first trip to see the vendor’s offshore delivery team, the manager
of Manufacturer 1’s Software Center of Excellence reported:

I can’t believe I waited two years to meet the people I have been only
emailing and seeing in video conferences! What a difference this trip
has made. Now I know my team. I should have done this at the very
beginning. I now have faces and more importantly personalities to go
with names and titles. This trip was worth every penny.

Lesson 21. Consider innovative techniques, such as
real-time dashboards, to improve workflow,
synchronization,and management

Project managers noted difficulties with transferring work, keeping track
of programming and database versions, and when and how to verify supplier
work. At Biotech, most pilot projects required transfer of work every
two weeks. At Financial Services 1, the customer takes possession of
programming code every 15 days, but needs to check the database
architecture daily. Sometimes there are discrepancies in the database schemas.
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One possible solution is a real-time dashboard. Dashboards are emerging
tools that allow the customer to glimpse at the supplier’s work in real-time.
Although only one of our participants (Manufacturer 1) has implemented
a dashboard, they all saw a need for better workflow management. This
dashboard allows for real-time governance of the engagement, with all
projects color-coded based on current status.

Lesson 22. Manage bottlenecks to
relieve the substantial time zone differences

Time zone differences are often marketed as a bonus of offshore sourcing
because operations can occur around the clock. While that may be true of
call centers, time zone differences do not typically facilitate IT develop-
ment projects. For concurrent tasks, like telephone conferences, the
US customers have to stay at work very late or the supplier has to get up very
early. For sequential tasks, if US customers don’t stay late to complete
deliverables, the consequence is that the supplier sits idle for an entire day.
For example, the project manager at Financial Services 1 said he doesn’t
have the power to make the database administrator stay late to finish
schemas, resulting in a bottleneck as the supplier waits. At Biotech, the
project managers’ number one complaint about offshore sourcing was the
effect on their work hours. While Biotech’s Global Leadership Team has
the power to enforce “crazy hours,” within the IT department, it is more
difficult to get business unit managers and end users to cooperate. Biotech
learned that a best practice to minimize bottlenecks was to co-locate
people: have some Indian supplier employees on site in the United States
and some Biotech staff on site in India. The Indian supplier S2tech mini-
mized the problem by setting the work hours in Hyderabad from 1:00pm
to 10:00pm to provide a three-hour overlap with US customers. Other
practices include flextime for US employees working on offshore projects,
even if it is formally against company policy, and giving US employees
Indian holidays off to compensate for longer hours worked at other times.

Practices to ensure cost savings
while protecting quality

While participants did not expect to lose money during the pilot-testing
phase, the main objective was testing the proof of concept. Substantial cost
savings can only be achieved after learning has accumulated and the size
of projects increase. In this section, we discuss what participants learned
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about the necessary size of projects and quality assurance practices to
ensure cost savings while protecting quality.

Lesson 23. Consider both transaction
and production costs to realistically
calculate overall savings

For US companies, the initial offshore driver is undoubtedly labor cost
savings, a production cost. In the United States, average labor cost per year
per IT employee were US$63,331 in 2004/05,'® compared to less than
US$12,000 in India. But even production costs can be difficult to assess.
For example, Biotech estimates projects based on an eight-hour workday
but the Indian offshore suppliers bill nine-and-a-half hours per day. The
management challenge is extracting overall cost savings when both trans-
action and production costs are considered. Transaction costs are consid-
erably higher with offshore sourcing. According to studies by the Meta
Group, Gartner Group, and Renedis, transaction costs of offshore sourcing
range from 15 to 57 percent of contract value for vendor selection, transi-
tioning the work, layoffs and retention, lost productivity due to cultural
issues, improving development processes, and managing the contract.!” In
contrast, transaction costs of domestic outsourcing range between 4 and
10 percent of contract value.'

Most CIOs find it very difficult to calculate the transaction costs of
offshore sourcing. At Biotech, the Head of the Offshore Program
Management says:

It is clear that we saved money on a per hour basis, there is no way
to argue about that, but did they [offshore provider] save us money?
Did they do it as fast as we would do it? The other big complaint
came from the project managers: “Managing offshore projects is
really hard ... if I had to count up how hard this is, then we lost
money.”

Lesson 24. Size projects large enough
to receive total cost savings

Clearly, some critical mass must be reached so that the transaction costs do
not swallow all the production cost savings. But how big do engagements
have to be? Our research did not identify a definitive benchmark for the
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size of IT project required to achieve significant savings. Participants had
arange from as low as five FTEs to as high as 1000 FTEs. On the high end,
a telecommunications participant reported that overall cost savings of
40 percent did not occur until the size of their engagements reached
1000 people offshore. On the low end, only suppliers claimed five FTEs
were enough to create total cost savings for their customers. Participants
from Biotech did not achieve total cost savings even when the engage-
ments reach 50 FTEs offshore. However, this was because they divided the
work into too many two or three FTE projects. Biotech learned that larger
sized projects are the key to getting overall cost savings: “We picked pro-
jects that were so small, the overhead crushed any value” (Head of
Offshore Program Management Office).

Beyond our customer participants, we asked a senior researcher at the
Gartner Group how big an I'T software project has to be in order to achieve 15 to
20 percent overall savings. He quoted us between 80 and 100 FTEs, although
he admonished that this number was based on his personal experience.

Lesson 25. Establish the ideal in-house/
on-site/offshore ratio only after the
relationship has stabilized

The CEO of an offshore intermediary firm stated that the ideal ratio is
15 percent of client staff on site to maintain direction, 15 percent supplier
staff on site to serve as liaisons and project managers, and 70 percent of the
supplier staff offshore. While customers are in the experimental phase, the
ratio is likely to be much higher. For example, when Insurance started
offshoring, they had 70 percent people onshore and 30 percent people off-
shore. They aim to reverse this distribution as the relationship stabilizes.

Similarly, when Financial Services 3 started offshore sourcing in 2001,
the onshore/offshore ratio was 50/50. Wipro, the supplier, has a dedicated
staff on site, as well as a dedicated offshore delivery team. Up to 2005, the
relationship was successful in that Wipro delivered 115 projects with an
above average customer rating. As Financial Services 3 conquered the
learning curve and established a good supplier relationship, the Officer of
IT Services aimed to shift the ratio to 30/70.

In other cases, the customer and supplier relationships have stabilized
to such a point that the supplier has no permanent staff on the
customer premises. For example, for some of the projects at Retail and
Manufacturer 2, no on-site supplier presence is needed because the team
members know the context and each other very well.
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Lesson 26. Give offshore suppliers domain
specific training to protect quality and
lower development costs

When managers from Manufacturer 1 began to engage their Indian supplier,
they realized they needed to carefully manage the knowledge transfer
process. The supplier did not initially possess the domain expertise in the
design and maintenance of embedded software, which differs substantially
from traditional software development. To bridge this gap, Manufacturer 1
decided to give the supplier’s delivery team the same new employee
orientation sessions and training that is provided to new internal employees.
The content of this training included tools, methodologies, and technolo-
gies used at Manufacturer 1, as well as more traditional orientation subjects
such as facility tours, introductions to peripheral departments, and human
resource issues. The technology and project training, which was conducted
by the lead architects and project managers, dramatically increases
Manufacturer 1’s transaction costs. However, these upfront transaction
costs were needed to protect quality and lower development costs in the
long run as the supplier became more knowledgeable and productive.

Lesson 27. Overlap onshore
presence to facilitate supplier-to-supplier
knowledge transfer

This lesson is related to several other lessons. Customers need to transfer
domain knowledge (lesson 26) to the supplier primarily by having the
supplier’s key liaisons, leads, and managers on site (lesson 25), which
increases costs (lesson 23). The knowledge transfer process between the
customer and these key on-site supplier leads can take weeks or even
months. Furthermore, it is very difficult for these on-site supplier leads to
manage their remote teams. So some customers, like Insurance, end up
bringing over much of the supplier’s delivery team. This is how on-site/
offshore ratios can swell to a 70/30 percent split.

Manufacturer 1 had a good solution to ensure knowledge transfer with-
out over-inflating the supplier’s on-site presence. They staged assignments
so that the supplier’s next on-site project managers overlapped for three to
six months with the previous supplier’s on-site project managers. This
way, the new on-site project managers were fully prepared to assume
charge when their predecessors left. The predecessor then went back
in India to train and manage the offshore delivery team, thus further
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disseminating knowledge. This overlap and ultimate transfer to offshore
allowed the supplier to center the delivery effort offshore where rates were
typically less than half of the onshore rates. In addition, there were other
benefits according to the engagement manager:

The overlap allows us to help ease the transition. We can share the sto-
ries, and the history at a personal level. For example, there are “inside
jokes” that only the delivery teams would understand. We can transfer
that “soft knowledge” along with technical lessons learned about the
creation of embedded software.

Lesson 28. Develop meaningful career
paths for subject matter experts,
governance, and technical expertise

Participants stressed the need for subject matter experts (SMEs) and good
project managers to define and deliver business requirements and gover-
nance experts to manage external suppliers. But as US organizations
increasingly outsource entry-level positions like programmers, how will
future generations of SMEs, project managers, and governance experts be
groomed?

All of the best project managers I have ever worked with all started as
coders. If all the hardcore coding is being done offshore, where will
we get our good project managers? (Global Leadership Team Member)

At Manufacturer 2, the CIO hopes to swiftly groom future project man-
agers by putting all in-house IT staff through project management training,
even for low-level graphics designers. The Vice President of Technologies
for Financial Services 6 addressed this worry by partnering with local uni-
versities to create Centers of Excellence. The Centers’ mission is to
develop skill sets aimed at “priming the pump” to ensure the talent
pipeline does not dry up. These centers work with Financial Services 6 to
understand the changing landscape of IT work and adapt their curriculum
to create graduates with the necessary combination of business, project
management, and technical skills.

Senior executives looking for an in-depth answer to career paths of
the residual staff may refer to the Core Capabilities Model from
Chapter 3."

251



252

Joseph Rottman and Mary Lacity

Lesson 29. Create balanced scorecard metrics

All participants identified the need for measures that consider costs, qual-
ity, timeliness, and risks, but only participants from one company were
fully satisfied with current assessment measures. Manufacturer 1 tracks in-
house, domestic, and offshore suppliers’ costs, quality, and productivity
using a standardized activity measure. The data is captured by an in-house
dashboard and analyzed monthly by management to monitor real develop-
ment costs and trends. They learned that real savings from offshore do not
occur until after they have invested significant upfront training of every
offshore developer and team leader. They also share this data with vendors
so that all parties understand the total cost trends.

Figure 9.4 shows metrics used by PMO managers to track performance
of offshore work. The strategy and vision is important because it suggests
not only which metrics to track, but suggests the specific targets for those
metrics. For example, consider the metric “percentage of supplier
business,” which measures how much of the supplier’s revenues come
from the client organization. One US client wanted this number to be high,
believing that a high percentage would motivate better service from the
supplier. In another company, the client wants the “percentage of supplier
business” to be low (less than 30%) because they don’t want to be obligated
for the supplier’s failure if they later choose to terminate the relationship.

Utilization rates are very important metrics to one US customer that
uses a retainer model for offshore work. Rather than use time-and-materials
or fee-for-service contracts, this company retains a certain number of the
supplier employees each month for a fixed fee. If, for example, they pay a

Supplier
Management
@ % of supplier business Con;gztr:tlve
@ % supplier of choice
@ Utilization rates @ Onsite/offsite/offshore
Overall ¢ @ Cost per function point
supplier
performance <—>» Vision and strategy
@ % Unfavorable turnover
@ % Delivered on-time t T Comparative
@ Cooperation satisfaction score efficiency

Quality of work @® Employee-to-supplier

& Error rates work ratio
@ Quality of code scores

Figure 9.4 Balanced metrics
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retainer for five employees for a certain month, they seek to utilize at least
90 percent of the time for which they paid.

The comparative efficiency metric assesses the relative productivity
of in-house employees to offshore employees. In most cases, in-house
employees could produce more work (as measured in function points) than
offshore suppliers in a given time period, but the offshore employees were
significantly less expensive. Thus the target metric does not expect equal
performance.

But the politics of measurement cannot be ignored. For example, one
PMO manager said, “When I go ask our internal IT department to give me
an estimate on how long it would take them to do this piece of work they
say ‘X’ but my [offshore] supplier says ‘Y, who do I believe?”

Conclusion

While organizations may initially venture offshore primarily to seek lower
costs on short-term projects, if they stay, they stay for more strategic rea-
sons like quality, speed, and agility. Senior executives we interviewed
eventually used global sourcing to bring products to market faster and
cheaper, financing new product development, accessing new markets, and
creating new businesses. In this Chapter, we presented 29 practices to help
senior executives accelerate the learning curve. Many of these practices
require executives to equip their project managers with the things they
need to be successful, such as program management offices, CMM train-
ing, offshore site visits, and techniques to monitor the supplier’s work. To
help prevent panic among internal employees, senior executives must
openly communicate the objectives of an offshore initiative to assuage
irrational fears. Senior executives also have to rally support from stake-
holders outside of the function, such as business unit managers and end
users, to prevent bottlenecks, scope creep, and poor quality.
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From application service
provision to netsourcing: A risk
mitigation framework

Thomas Kern, Leslie Willcocks,
and Mary Lacity

Introduction: What ever happened to ASP?

Many organizations were initially excited about the value proposition of
renting applications over the Internet, initially called “application service
provision,” “ASP,” or more informally — “apps on tap.” This sourcing
model promised to deliver best-of-breed business applications to customer
desktops for a low monthly fee based on number of users or number of
transactions at the customer site. In addition, business managers were
promised:

e Minimal or no upfront IT infrastructure costs because the supplier hosts
the applications,

® less expensive in-house expertise because the supplier is fully staffed,

® scalable solutions that grow or shrink with the customer’s requirements,

® superior cash flow because there are no upfront, lump-sum software
license fees

¢ rapid implementation in days and weeks rather than months and years.

In 2000, some research groups predicted that the application service
provision market would be US$25 billion by 2005. Clearly, that never
happened. The high estimates for market size in 2004 were under US$4
billion. Many people think ASP failed to meet market projections
because of the dot.com bubble burst. After all, most application service
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providers were start-up companies. But what really happened? We have
been studying this space since 2000, carrying out ten in-depth case studies
and a customer survey of 274 current and potential ASP customers. We
found that the ASP space, as initially defined, was more costly than
anticipated because customers needed expensive hand-holding and
customized services — not simply logon IDs and passwords. More specif-
ically, customers wanted help integrating their home-grown applications
with ISV software, customized services, training, and even the end-to-end
delivery of entire business processes.! In addition, large companies were
not willing to accept the level of risk associated with ASP, such as relia-
bility and security risks of the Internet. Furthermore, many business
managers felt that their business requirements were too idiosyncratic for
canned, “one-to-many” solutions and did not trust outsiders to supply
important systems. Those business managers who did adopt ASP,
learned that Internet delivery is not merely a matter of “apps on tap,” but
like any outsourcing decision, required significant risk mitigation and
management oversight.

What we found is that the ASP space rapidly evolved from a “one-to-many”
model to a blend of customized service offerings. The most successful uses
of “ASP” we studied were actually when ASP was part of a delivery plat-
form for a much more sophisticated customer—supplier relationship. For
example, parts of the Hewitt and Xchanging services discussed in previous
chapters are delivered to customers in an ASP-like manner. But the char-
acteristic one-to-many business model of the initial ASP concept was
blended with one-to-one customization of some aspects of the supplier’s
products and services.

In this chapter, we fully explore the close relationship between one of
Europe’s best “ASP” suppliers, Siennax, and its customer, Abz Insurance.
Abz Insurance (acquired by ADP in 2004) is a conglomeration of several
Dutch insurance companies that created a shared services organization to
reduce the cost of automobile claims processing through standardization
and centralization. Abz Insurance serves as a single point of contact for all
participants involved in automobile insurance claims, including insurance
companies, repair shops, and claimants. Since its inception in 1984, Abz
Insurance relied on traditional, exchange-based IT suppliers to provide
nearly all of its IT needs. By 1999, these cumbersome contracts no longer
met Abz’s customer demands for web-based applications, such as online
car insurance quotes, credit checks, and issuances. Enter Siennax. In 2000,
Siennax became Abz’s primary IT supplier, supplying nearly all aspects of
the “networking service stack” (see Table 10.1), except the business
process delivery, which is Abz’s primary competitive positioning.
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Table 10.1 The netsourcing service stack

Netsourcing Service Example

Business Process Delivery Provides business process delivery for transactions,
reporting, and services within functional domains like
human resources,procurement, accounting, and finance

Customized Application Access Provides access and support to the customers’

and Support homegrown applications or customized software
packages

Standard Application Access Level Provides access and support to independent software
vendor packages

Application Operating Infrastructure Provides middleware for accessing applications from
remote locations

Hosting Infrastructure Provides data center facilities, leases servers,and
manages server performance

Network Services Provides network monitoring and security

Network Connectivity Provides connectivity options which are matched to

customers' bandwidth and data throughput rates

A good way to understand the complexity of the ASP space is to look at
it from a service stack perspective (see Table 10.1). To capture the variety
of service offerings such as those provided by Siennax, we have ceased
to call this space simply “ASP,” but adopted the broader nomenclature
“netsourcing.” Netsourcing is the set of services delivered to customers
over a network. We distinguish “netsourcing” from “web services” in that
we view the web services standards and protocols as the technological
infrastructure that allows netsourcing.?

As we will see in the Siennax/Abz case, most customer—supplier rela-
tionships in netsourcing space are much more complicated than the initial
one-to-many “apps on taps” model. A netsourcing supplier may have pri-
mary accountability to a customer, but the supplier in turn may subcontract
hardware, monitoring, billing, help desk, and support services to many
players. This, of course, poses more risk to the customer as well as the
netsourcing supplier, who remains accountable for products and services
outside their direct control. To help business managers assess and mitigate
netsourcing risks of complex netsourcing arrangements, we provide a risk
analysis framework, which will be illustrated through a case study of Abz
Insurance.

Risk analysis and mitigation framework

In the context of IT outsourcing, customers take risks when they believe
suppliers who may oversell their capabilities, when they negotiate



Application service provision to netsourcing

incomplete contracts, or when they do not properly manage the relation-
ship. The negative outcomes from these risks include excess costs, poor
service, loss of competitiveness, loss of revenues, and loss of customers.

Table 10.2 provides a comprehensive list of IT outsourcing risks and
compares these risks for IT traditional outsourcing and netsourcing. We
adopted Jurison’s recommendation that IT outsourcing risks be qualita-
tively assessed as low, medium, or high because it is unlikely that the
outcomes and their probabilities are known.> As Table 10.2 illustrates,
the risks of traditional outsourcing are the same as for netsourcing, but the
probabilities for occurrence are different.*

Of the fifteen risks found in Table 10.2, nine are greater in the net-
sourcing context. We will focus on these higher risks in our case study. But

Table 10.2 Risks, risk assessment, and risk mitigation in traditional IT
outsourcing and netsourcing

Risk Traditional, Netsourcing Risk mitigation strategies
exchange-based
outsourcing

1. Unrealistic Medium High Align stakeholder expectations through
customer detailed contract negotiations; disseminate
expectations contract highlights to entire user community.

2. Customer’s lack Low/Medium High Source incrementally - start small to gain
of maturity and experience with capabilities required to
experience with successfully outsource.

IT outsourcing

3. Power High/Medium Low Source to multiple suppliers; sign short-
asymmetries term, detailed contracts. (This risk is
favor the supplier greatest for highly customized services

because it is more difficult to switch suppliers.)

4. Treating IT as an High Medium Treat and manage IT as an integrated
undifferentiated portfolio, with careful consideration of
commodity thereby current and future business, economic, and
forgoing strategic technical factors.

IT exploitation

5. Inflexible High Low Negotiate short-term contracts with
contracting mechanisms of change; use performance

based contracting where possible.

6. Oversold supplier ~ Medium/Low High Select suppliers with proven track records;
capability demand customer references illustrating

turnaround cases.

7. Supplier goes Low High Select supplier with sound financial
out of business position, stable customers, and stable

strategic partners; understand if and how
suppliers earn a profit; require notification
of premature termination of contract;
require transfer clause to facilitate
movingthe activity back to customer
or to another supplier.

Continued
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Table 10.2 Continued

Risk Traditional, Netsourcing Risk mitigation strategies
exchange-based
outsourcing

8. Supplierlearns Low Low Include non-compete clauses in contracts.
and exploits
customer expertise

9. Incomplete Medium/Low Very high Detail contracts by including costs,
contracting service levels, penalties for

non—performance.

10. Customers’ High Low/Medium Ensure contract monitoring, coordina-
inability to tion, and user-supplier liaison capabilities.
manage the supplier
relationship(s)

11. Transition High Medium Mitigate risk through transition planning
failure and testing, incremental or parallel

implementation.

12. Supplier Medium/Low High Require full disclosure and customer
subcontracting approval of all subcontractors.
problems

13. Security Medium/Low High Encrypt data; retain access control in-house;
breach consider virtual private networks for highly

sensitive data.

14. Application Low High Negotiate service level guarantees with
unavailability penalties for non-performance for supplier-

caused failures. (Suppliers cannot be held
accountable for Internet failures.)

15. Slow response Low/Medium High Negotiate service level guarantees for
time response time variables within the supplier’s
control; restrict applications to thin-client
versions for Internet delivery.

we also note that five risks are actually lower for netsourcing than for
traditional, exchange-based outsourcing: treating I'T as an undifferentiated
commodity, power asymmetries favoring the supplier, inflexible contracting,
customer’s inability to manage the relationship, and transition failure.
These risks are high when the customer cannot readily switch suppliers
because the assets, capabilities, and services are highly idiosyncratic to a
particular customer. These remain among the greatest risks with tradi-
tional IT outsourcing because the transactions are tailored to a customer.
In contrast, switching suppliers with netsourcing is usually much easier
because customers are typically purchasing standard products and services
offered by many suppliers.

Table 10.2 also includes risk mitigation strategies proven to be useful
by a large number of our case study and survey respondents. However,
business managers will find that best practices cannot be mimicked
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effectively in every situation. Instead, each company must decide for itself
appropriate risk mitigation tactics. The case study of Abz Insurance illustrates
this point beautifully — while Abz Insurance encountered most of the risks
listed in Table 10.2, some of the best practice risk mitigation strategies were
infeasible for its situation. We also chose this case because it encompasses
both traditional IT outsourcing as well as netsourcing, providing examples
of the different levels of risks for each. The case study also illustrates a net-
sourcing deal that encountered significant problems and shows how power
symmetries served to facilitate problem resolution. And finally, the case
shows how close a customer can become to a netsourcing supplier, serving
as a trusted partner in the business.

lllustrative case study of risk
management: Abz Insurance®

Several Dutch insurance companies started Abz Insurance in 1984 to
reduce the cost of automobile claims processing through standardization
and centralization. They created the company to serve as a single point of
contact for all participants involved in automobile insurance claims,
including insurance companies, repair shops, and claimants. Corné
Paalvast, the Operational Director for Abz discusses the history of the
company:

The company basically started 16 years ago as an initiative in the area
of car claims handling. The insurance industry saw that working
together to get the process organized and supported by IT was much
better handled by all insurers together. So Abz was the result and today
that means that every damaged car that is covered by an insurance
company in Holland is handled over our IT systems. We provide appli-
cations to calculate the damage, to process the damage, to record the
damage with photos, etc. So everybody involved in processing the
damage is connected to our system — insurance companies, body
repair shops, expertise companies, spare parts companies, etc.

Since its inception Abz depended heavily on external providers for infor-
mation technology solutions, including Getronics, CMG, and Pink
Roccade. These suppliers developed and operated IT infrastructure for
Abz during the 1980s and early 1990s. The use of multiple suppliers was
intentional, as Abz Insurance wanted to mitigate the risk of power asym-
metries favoring suppliers (risk 3 in Table 10.2) by dividing the contracts
among multiple parties.
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The initial underlying argument for outsourcing was that IT was a
commodity, not core to Abz’s business. In accordance with this view, the
IT outsourcing contracts were focused on daily operations and operational
efficiency. While this initial stance may have been valid early on, by the
mid-1990s Abz Insurance experienced the consequences of treating IT as
an undifferentiated commodity, including the inability to exploit IT for
competitive advantage (risk 4 in Table 10.2). At that time, its growing
customer base and its key shareholders (i.e., the large European insurance
companies) demanded a greater exploitation of IT to enhance existing
services and to define new services. For example, Abz’s customers wanted
Abz to provide functionality that would allow end customers to apply for
car insurance, to give accurate rate quotes based on a customer’s history
and credit rating, and issue car insurance in real-time over the Internet.
Thus, Abz was expected to provide more than standardized claims pro-
cessing; it was expected to also host and manage individual insurer’s
applications and data. This demand was certainly beyond the scope of
Abz’s current in-house IT capabilities, but more troubling, the demand
was beyond the scope of their current IT suppliers’ capabilities. Abz was
becoming increasingly frustrated with their service firms because they
were not keeping Abz abreast of innovations or responding to customer
demands for full-service Internet applications and support.

Abz Insurance’s experience is replicated many times in the traditional
IT outsourcing arena.® Inflexible contracts (risk 5 in Table 10.2) typically
fail to respond to more strategic initiatives. Supplier account managers are
required to deliver on the contracts and may price additional, well-defined
requests, but are rarely empowered to completely restructure deals. Abz
executives perceived that the only viable way to achieve their goals was for
Abz to seek a new partner rather than renegotiate with existing suppliers.
Corné Paalvast, the Operational Director from Abz explained:

We had had an outsourcing arrangement with Getronics at that for
about six years. They provided us with most of our IT services for
marketing and selling our services to the insurance industry. Their
services covered our complete intranet and extranet environment,
which included our transaction services. Yet for our current and
long-term development we were looking for an IT partner, rather than
a commodity type service supplier like Getronics. We sought an IT
partner that could help us define new products, services, and generally
would be more proactive in its interactions with our customers ... we
were looking for a partner who could tell us what was available and
help us identify new opportunities.
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As a result, in November 1999, when the contract with Getronics was
nearing its end, Abz began exploring the market for a new IT partner. Abz
envisaged a solution that would give them flexibility, a means to keep on
top of innovations, and access to new and ongoing application develop-
ments. But how could it do all this without significant capital investment
in IT? At the time, the ASP business model was being widely discussed
and covered by media, and Abz found it to be a good fit with their require-
ments. By February 2000 the company had internally decided to opt for an
ASP-driven solution. In the words of the decision maker:

Back then we did not know much about ASPs. Yet we were convinced
that this was a way to help us innovate and develop new services faster
than we could think of at the time. The in-depth discussions and nego-
tiations with Graddelt and Siennax [two ASPs] confirmed this
assumption. Yet when we scanned the market, everybody seemed to be
claiming they were an ASP — even our existing service provider,
Getronics. But most of them did not provide the kind of service we
sought, the scalability and the necessary “Internet hotel” — the envi-
ronment where we could run our own business applications, and the
infrastructure to plug in our own business applications. (Corné
Paalvast, the Operational Director from Abz)

Abz Insurance wanted to offer their insurance customers one-stop insur-
ance business services, enabled by both standard and customized applica-
tions that would be hosted and technically managed by an ASP. Abz hoped
a full suite of services would increase Abz Insurance’s customer loyalty as
well as generate new revenues.

Abz Insurance was well aware of the risks of suppliers overselling their
capabilities (risk 6 in Table 10.2). They evaluated suppliers based on their
proven ability to provide a portfolio of applications and services: “Proven
results, that was one of the selection criteria” (Corné Paalvast, the
Operational Director from Abz). Another factor that played a role in Abz’s
evaluation was the threat of power asymmetries developing in favor of the
supplier (risk 3 in Table 10.2). While Abz had mitigated this risk in the
past by sourcing to multiple suppliers, the level of integration and coordi-
nation among the new application services required sole sourcing. Their
new risk mitigation strategy was to select a small-sized, start-up supplier
that had few customers and was not as well known in the industry. Abz
managers believed that a start-up IT supplier would pay close attention to
their needs, and maintain a balanced relationship that would be slightly in
Abz’s favor. Underlying this strategy was Abz’s experience, which had
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shown that partnerships with small suppliers led to faster response times,
improved communication, and decreased hierarchical interface levels.’

A third factor in Abz’s selection criteria was the threat of the supplier
utilizing their intellectual capital and entering the market as a competitor
(risk 8 in Table 10.2). Abz was particularly concerned about one supplier
that could easily copy Abz’s services and activities and then offer them in
the same market either directly or indirectly through partnerships. Usually,
customers mitigate this risk with non-compete clauses, but Abz Insurance
mitigated this risk by restricting their search to ASP start-ups, like
Graddelt (now called marviQ) and Siennax. Both of their resource bases
are relatively small and thus they were unlikely to enter their own market
to steal customers.

The final driving selection criterion in addition to the above objectives
was whether the supplier could be trusted:

But most important, the ASP market being an immature market you
need to have trust in people and individual relationships. That was one
of the most important triggers for choosing Siennax. (Corné Paalvast,
Operational Director Abz)

In March 2000, Abz and Siennax signed an agreement of intent. Because
of their accumulated experience in IT outsourcing (thus risks 1 and 2 in
Table 10.2 are rated low for Abz), Abz was aware of the risk of signing an
incomplete contract (risk 9 in Table 10.2). The parties thus took nearly six
months to conduct due diligence and to negotiate a detailed contract includ-
ing service levels and penalties for non-performance for well-defined
Siennax services. The contract detailed escalation procedures, responsible
managers, uptime guarantees, reaction times, reaction procedures, and
change request procedures. (This level of detail was unusual among our net-
sourcing case studies — most ASP customers signed supplier-off-the-shelf,
three page contracts.)

But for some parts of the contract, Siennax could not commit to details.
For example, Siennax did not have any hands-on experience with integrat-
ing a customer’s legacy systems with their own service solution. This part
of the deal required a more flexible contract (risk 5 in Table 10.2), and the
integration merely defined the intention of the services expected and the
wish list of Abz. (Based on our prior study of such mixed contracts in
Lacity and Willcocks (2001), 55 percent of such deals were successful, but
36 percent of such deals experienced significant problems with the “to be
defined” portions of the contracts a few years into the relationship.)
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In addition to attending to the contract, Abz also planned structures and
procedures to ensure they could effectively manage the relationship (risk
10 in Table 10.2). A steering group comprised of executives from both Abz
and Siennax was formed to monitor the costs and service performance,
resolve escalated problems, and identify new business opportunities. An
operational team was also formed to manage operations and services.
Together, the steering group and operational team would also define and
fully detail the exact service levels of the deal after transition.

Abz Insurance was worried about the risk of transition failure from
Getronics to Siennax (risk 11 in Table 10.2). To mitigate this risk, both
parties invested time upfront in identifying a project team responsible for
transitioning the services. The project team decided to transition incre-
mentally the legacy services from Getronics to the Siennax platform. The
migration began with relatively easy parts, such as the html front-end
applications and was then expanded in steps to cover the whole Abz
extranet. Abz desired an incremental approach because it gave them the
possibility to always retreat if problems became serious, and re-contract
with easily identifiable alternative suppliers or, if necessary, even go back
with Getronics. Although complex in nature, the transition was rolled out
as planned:

We started to discuss the transition of their extranet from their servers
to our own environment. This transition was something that had never
been done before. So it was something new to both organizations. To
my advantage I had, and we formed ... . a very good working project
team. This cooperation really helped in migrating the services
smoothly. Yet there was one exception, which was the implementation
of the Verisign certification. On that we were facing a number of
problems. (Pieter Bokelaar, Abz Account Manager at Siennax)

The inherent problem was that Abz also acts as a Trusted Third Party agent
to its customers, providing them with a crucial digital signature/passport
functionality. Abz was delivering this service conjointly with Getronics,
but needed to find a new supplier who could work with Siennax. Abz ini-
tially took the leadership in selecting a subcontractor for Siennax, fearing
that Siennax did not have the specific business knowledge to successfully
subcontract this service on their own. Thus, by Abz taking the lead in
searching for Verisign Certification service, they hoped to reduce the risk
of subcontracting problems (see risk 13 in Table 10.2). Having done a sur-
vey of the market, Abz identified a supplier they had previously done other
business with, Pink Roccade. From Abz’s perspective, Siennax only
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needed to subcontract with Pink Roccade and integrate their service into
Abz’s existing service package.

However, Siennax did not want to partner with Pink Roccade because
they viewed them as competing in the same markets as Siennax. Instead,
Siennax wanted to subcontract with a start-up company called BlueX and
successfully argued to Abz that Siennax should have control over its own
subcontractors, which eventually adversely affected Abz’s business:

We wanted Verisign, which in Holland is re-sold primarily through
Roccade. They [Siennax] however could not really live with Roccade
because of the competition worries. So Siennax decided to go into
business with somebody else which I hadn’t heard of before — called
BlueX. They said they could arrange the Verisign service before the
first of October and it took them till the 22nd of December to do so.
Which put us, as a Trusted Third Party, out of Business for seven
weeks. During this time I don’t think we lost any customers, but we
have had to pay back money for services not available and we have
had to say sorry for a lot of things. But the image loss is probably
the worst thing about it. (Corné Paalvast, Operational Director Abz)

The implementation delay was largely due to BlueX’s inexperience
with implementing Digital Signature services in an ASP model. Clearly
the choice of BlueX was a risky one because of this supplier’s unproven
track record (risk 6 in Table 10.2). But what is more interesting is how Abz
responded to the migration failure. Although fully empowered by a sound
contract, Abz did not require Siennax to pay the significant cash penalty
specified in the contract. They feared that the cash penalty would have
severely hindered the supplier’s finances (risk 7 in Table 10.2) thus focusing
attention away from solving the problem:

Financially we have made agreements in the contract. There is a
penalty in the contract, which covers damage. But I say to the ASP —
keep the money and help me re-establish my image, because that is
much more important. (Corné Paalvast, Operational Director, Abz
Insurance)

Instead, Abz used the contractual service levels more for constructive
feedback at the operational level. Besides the actual reporting of technical
failures and problems, Abz placed a great deal of importance on the
perceived performance by the internal end-users and Abz’s customers.
Here Abz measured Siennax’s performance based on how problems were
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being addressed, whether charges were raised for minor issues, whether
logs of problems were kept and whether they could have been planned for
and hence prevented these problems. After reestablishing operational
performance and customer confidence, Abz and Siennax amicably
resolved an equitable payment to partly reimburse Abz for the seven-week
revenue loss.

The Abz-Siennax relationship matures

Although there were a number of complexities in the start-up phase of the
venture and some difficult discussions concerning losses due to lack of ser-
vices as a result of delays in services, the relationship had matured. With
Siennax’s help, Abz successfully integrated key insurance intermediary
functions for administering policies, underwriting, calculating damages,
processing of claims, and generally simplifying the interaction between
insurance companies and insurance representatives and/or brokers. By
2002, Abz was serving over 6000 customers and processing 416 gigabytes
of data and 25 million emails per year as part of the sales and claims pro-
cessing services for the insurance industry. By 2004, Abz’s value became
abundantly obvious to ADP Services, who acquired it early in the year. This
catapulted Abz from a small company with US$29 million in sales to a sub-
sidiary of a US$7 billion company. ADP was pleased to continue support
from Siennax, and indeed on June 4, 2005, granted Siennax additional busi-
ness to support Abz’s new streamlined reparation service. Abz’s “Herstel
Verzekerd” service provides automatic financial exchange between all par-
ties involved in an auto claim. The CEOs of Abz Insurance and Siennax
provided the following comments on the relationship®:

The financial world is of constant change and of new developments, so
the timely and accurate flow of information is an absolute imperative.
Working with Siennax, we can build on the universal nature of the
Internet to better provide the mission-critical financial applications
our customers rely on. With this deal, we are able to present end-users
with a compelling solution to use the Internet to access their information
anytime, anywhere. (Gerrit Schipper, CEO and president of Abz)

The co-operation with Abz is an important win not only for Siennax as
a company, but for the ASP model. It shows that the added value an
ASP offers versus traditional application outsourcing is being recognised
in the market. Siennax simplifies the maintenance and deployment of
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Abz’s applications, which will increase efficiency and reduce cost.
(Herb Prooy, CEO of Siennax)

Siennax’s success with Abz helped Siennax attract more customers.
Siennax saw 70 percent growth rates and by 2006 provided netsourcing
services to such giants as ABN AMRO, Deutsche Bank, Commerzbank,
and Daimler Chrysler.

Mapping the Siennax/Abz Insurance case to the
netsourcing service stack

We mapped the complexity of players to the service stack in Table 10.3.
From the perspective of Abz customers, that is, the insurance companies,
body repair shops, spare parts companies, and claimants, Abz is the
primary point of contact for their insurance applications and services. It is
very unlikely that these customers are even aware that many of the

Table 10.3 The Abz Insurance case mapped to the netsourcing service stack

Netsourcing service Abz Insurance case study

Business Process Delivery Abz Insurance provides the end-to-end business insurance
processes from searching for auto insurance through to claims
resolution.

Customized Application Abz Insurance rents Siennax’s proprietary Intranet Suite SX

Access and Support (email, scheduling, calendars and document libraries) and in

turn offers these to Abz customers. Siennax hosts
and supports Abz's customized software.

Standard Application Abz Insurance rents independent software vendor applications
Access Level from Siennax (who serves as a reseller) including Lotus
Learning Space and SABA Learning Management Systems,
E- Billing facilities, CRM Application, Documentum |-team
collaboration tolls,and Microsoft Email solutions.

Application Operating Siennax uses JAVA, Microsoft.Net (i.e., Terminal Server), Lotus Domino
Infrastructure Lotus Domino and Open Source to connect Abz customers to Abz.
Hosting Infrastructure Siennax operates Sun Solaris, Compaq NT,and Linux hardware

in secure data center or cybercenters of KPN. Oracle and SQL
Server are used as standard database services, complete with
on-line storage services, back-up routines, security and
directoryservices.

Network Services Siennax use the monitoring and maintenance facilities made
Infrastructure available from KPN, who provides the complete network services.
Network Infrastructure Siennax has no networks of its own, but cooperates with

network providers such as KPN.
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Figure 10.1 Abz's suppliers and customers

underlying Abz services are subcontracted to Siennax and from Siennax to
KPN Dutch Telecom and BlueX.

The netsourcing relationships are also depicted in Figure 10.1. Clearly,
this is no simple “apps on taps.”

Netsourcing risks and case discussion

The purpose of this chapter has been to identify the evolution of the ASP
market to netsourcing and to identify, assess, and mitigate risks in this
complex environment. What is clear from Table 10.2 is that the risks of
netsourcing are the same as for traditional outsourcing, but the probabili-
ties of occurrence for many of these risks are higher in the netsourcing
domain. In particular, we identified nine risks that are greater with net-
sourcing than with traditional IT outsourcing and have grouped them
under three categories:

1. Greater netsourcing risks due to start-up suppliers in an immature market
® supplier oversells capability
® supplier goes out of business
® supplier subcontracting problems
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2. Greater netsourcing risks due to novice customers:
® customer signs incomplete contract
® unrealistic customer expectations
e customer’s lack of maturity and experience with outsourcing
3. Greater netsourcing risks due to technical limitations of Internet delivery:
® security breach
® application unavailability
® slow response time

Immature supplier risks. From the list above, the first three risks are
typically higher with netsourcing than with traditional IT outsourcing
because the suppliers are mostly start-up ventures. Netsourcing suppliers
typically experience years of negative earnings because they invested mil-
lions in infrastructure and only collect revenues with monthly subscription
fees. Such spend is recovered in years, not months. As such, many net-
sourcing suppliers did not survive — an estimated 60 percent perished in
the dot.com bust. Those that have survived, like Siennax, still required
investor support years after start-up. (In June of 2003, Siennax asked
investors to provide €2.5 million for a balance sheet reinforcement, which
they did on the basis of their belief in Siennax’s future.)

Immature customer risks. While traditional outsourcing customers have
learned to mitigate risks of poor contracting and unrealistic expectations
gained through mounting outsourcing experiences, such risks are being
revisited by a new set of inexperienced customers, such as start-up com-
panies and small- to medium-sized enterprises (SMEs), the majority of
early adopters of netsourcing. These inexperienced customers are taking
risks with netsourcing that we witnessed customers taking back in the late
1980s with traditional IT outsourcing, such as signing flimsy, three-page
contracts. These risks may eventually diminish as netsourcing customers
gain experience with outsourcing and as customers learn to adopt mitiga-
tion strategies proven effective in traditional outsourcing or to develop
new strategies for the netsourcing context.

In contrast to this typical netsourcing customer, Abz Insurance was a
seasoned outsourcing customer. Due to their earlier experiences with sup-
pliers, they understood the in-house management attention and expertise
required to select, negotiate, transition, and manage suppliers. Even when
events went wrong, such as the seven-week delay of BlueX’s Verisign
Certification, Abz Insurance had the maturity to include contract clauses
that anticipated such events, and to proactively manage a solution instead
of merely assigning blame.

But what about potential netsourcing customers who have no prior out-
sourcing experience? One risk mitigation strategy is incremental sourcing.
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Customers may start small to gain experience and to develop capabilities
to effectively manage suppliers. Customers may also wish to start net-
sourcing with more commodity type applications rather than with more
complicated packages like ERP. Indeed, the results of our international
ASP customer survey’ found that the most frequently ASP-sourced and
frequently sought ASP applications were email and communication (43%)
and desktop and personal productivity products (39%). Testing the waters
with well-known applications reduces risks and enables customers to
quickly climb the ASP learning curve.

Immature technology risks. The last trio of high netsourcing risks are
associated with delivering products and services over the Internet: security
breaches, application downtime, and slow response time. Indeed, our
International Survey found that the most frequently encountered ASP
problems were slow application response time (40% of respondents) and
application unavailability (25% of respondents). Suppliers simply cannot
control the applications and data point-to-point over the Internet. While
savvy netsourcing customers can negotiate detailed service level guaran-
tees for security, uptime, and response time, suppliers sign these agree-
ments knowing they cannot control these items, but simply “hope for the
best,” as one respondent reported.

One surprise on the survey: current ASP customers reported no
incidences of hackers and only 3 percent experienced data security prob-
lems. However, security was rated the number one perceived problem by
potential ASP customers. Thus, there is a discrepancy in perceived secu-
rity risks between actual and potential ASP customers. But just because
security breaches have not been observed by current ASP customers, it
does not mean that the risk is low. Clearly, Internet delivery poses a much
higher security risk than private networks. Any ASP customer should
consider risk mitigation strategies such as virtual private networks,
encryption, and customer managed access control. We do note however,
that one Chief Technology Architect from a large financial services firm
told us in 2005, “Virtual private networks provide only an expensive
delusion of security.”

For Abz, senior executives discussed technology risks in terms of
broader service issues rather than sporadic application downtime (the typical
interpretation of application unavailability) and long delays between hit-
ting a key and the system responding (the typical interpretation of slow
response time). Concerning application unavailability, one of Abz’s key
applications was unavailable for seven weeks because the application was
not ASP-ready. This is an example of an extreme consequence resulting
from the technical risks of ASP delivery. Application unavailability caused
significant loss of goodwill, even though Abz did not lose customers
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(because few alternatives are available to their customers in the market).
On the response time issue, Abz participants focused on the service
response of Siennax, that is, how long it takes them to respond to service
requests. On this point, Abz believes that Siennax has actually improved
response time:

Our time-to-market with new services has considerably dropped to a
number of weeks, compared to months/years. (Corné Paalvast,
Operational Director Abz)

Abz mitigated security risks primarily by using different networks for dif-
ferent types of applications. Applications requiring customer subscriptions
(such as underwriting), run on virtual private networks. Because VPNs must
define the end points, they are not suitable for mobile users or retail cus-
tomers. Those types of applications, such as searching for auto insurance,
CRM, and Email, run on the Internet, with encryption for sensitive data.

Conclusion

One of our main findings in the ASP space is that netsourcing is vastly more
fragmented, complex, and risky than many business managers realize. We
have proposed the netsourcing service stack as a good way to understand
the complexity of supplier-customer relationships in this space.

We also found that the analysis and management of risk in netsourcing
environments is immature, but fast developing. As such, it is dangerous to
be too wedded to the idea of “best” practices that can be generically
applied. Invariably with IT we find that competitive contexts, capabilities
of the parties involved, and types of technology being utilized are specific
to deals and have big effects on the distinctive nature of the risks experi-
enced. Fortunately, we have at our disposal a bedrock of more general IT
outsourcing experiences from which we can draw innumerable lessons.
Table 10.2 encapsulates that learning from earlier studies by the present
authors and others who have spelled out the detail of better practices in the
field of IT outsourcing — all designed to identify, mitigate, and manage
risks inherent in utilizing external IT services.

At the same time, the netsourcing research has enabled us to identify
where risks are higher and lower in the netsourcing environment. In par-
ticular we find that the fluidity and uncertainty of the marketplace,
together with the changing capabilities and strategic objectives of many
netsourcing suppliers, and the lack of knowledge of these matters on the
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part of many customers, make us underline that detailed netsourcing risk
analysis is an utterly essential pre-requisite for would-be customers. It is
also clear that netsourcing risks require the would-be customer to be much
more active that many would believe unnecessary from the “apps on tap”
slogans. Netsourcing is clearly not a plug and play solution, but requires
significant customer oversight from the scoping stage through to the active
daily management of the supplier and its performance.

Notes

1. For an excellent study that further examines client expectations and sat-
isfaction with ASP, see Susarla, A., Barua, A., and Whinston, A. (2003),
“Understanding the Service Component of ASP: An Empirical Analysis of
Satisfaction with ASP Service,” MIS Quarterly, Vol. 27, 1, pp. 91-123.

2. The web services model uses the Web Services Definition Language
(WSDL), Universal Description, Discovery and Integration (UDDI),
Simple Object Access Protocol (SOAP), and Extensible Markup
Language XML. Thus, the web service is a collection of protocols and
standards used to enable netsourcing.

3. Jurison, J. (1995), “The Role of Risk and Return in Information
Technology Outsourcing Decisions,” Journal of Information Technology,
Vol. 10, 4, pp. 239-247, 1995.

4. Our risks and ratings are derived from our eighty-six case studies and
two surveys in the traditional I'T outsourcing context and ten case studies
and one international survey in the netsourcing context. For example,
one of the greatest risks identified from our netsourcing survey was the
likelihood that the netsourcing supplier would go out of business. But for
traditional outsourcing, particularly in our case studies, the suppliers
were stable and long-lived, such as Accenture, CSC, EDS, and IBM.
Their customers were not concerned that these suppliers would go out of
business — customers were much more concerned with the supplier
having too much power, commoditizing IT to the point of losing any
possible strategic advantage, and trying to negotiate flexible contracts.

5.Case sources: Face-to-face interviews with Michiel Steltman
(cofounder and CTO Siennax), Pieter Bonkelaar (Account Manager at
Siennax dedicated to ABZ) and Corné Paalvast (Operational Director at
ABZ), Siennax case study by Jeroen Kreijger, Abz website and websites
of partners, internal reports, press releases, and Siennax White Papers.
Interviews were tape-recorded and transcribed. Some direct quotes used
in the paper were translated from Dutch to English.
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. See Lacity and Willcocks (2001), op. cit. for many examples of inflexi-

ble contracting leading to failure to exploit strategic IT initiatives.

. In selecting a start-up supplier, one risk Abz did not consider was the

possibility of the supplier going out of business (risk 7 in Table 10.2).
Because of the increased risk of supplier failure, we generally do not
see the selection of a start-up supplier as a best practice for mitigating
power asymmetry risks.

. “A Portait of Siennax’s Client Abz Insurance,” on www.siennax.com
. Kern, T., Lacity, M., and Willcocks, L. (2002), Netsourcing. Prentice

Hall, New York.



The future of global sourcing:
Trends and enduring challenges

Mary Lacity and Leslie Willcocks

Introduction

When we began research in this area in 1989, the IT outsourcing (ITO)
market was quite small, only an estimated US$3 billion market. Today,
the global ITO market is a US$200 billion market, and, in terms of size the
BPO market is rapidly catching up. Ironically, clients have sought the
same benefits from outsourcing for the past 17 years. Clients typically
seek operational, transformational, or strategic benefits from global
sourcing (see Table 11.1). But despite the growth, learning has been
painfully slow. And most disturbingly, outcomes rarely meet all the
client’s and supplier’s a priori expectations.

As this book has shown, the key to achieving these expectations lies in
the detailed management on both the client and supplier sides to realize
expected benefits. We have made a contribution by identifying proven
practices to help clients define a sourcing strategy, identify and nurture
core in-house capabilities, evaluate sourcing options, and assess supplier
capabilities. Once clients have pre-selected suppliers, we identified prac-
tices to ensure successful relationship management, including sound — yet
flexible — contracts, risk mitigation, post-contract management processes
and structures, and roles to ensure continued relationship alignment and
cultivation. Our message is clear: a client’s practices must be designed to
assure that both parties can win. In particular, clients must assure that
suppliers earn a reasonable profit to avoid the winner’s curse.

In addition to the proven practices described in this book, another vital
factor is the people who execute these practices. On the client side, suc-
cessful global sourcing requires people who can emancipate themselves
from the back office silo mentality to envision and enact agile sourcing
networks. On the supplier side, successful global sourcing requires people

L.P. Willcocks et al., Global Sourcing of Business and IT Services
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Table 11.1 Expected benefits from global outsourcing

Operational Reduced operating costs
benefits Improved service and product quality
Faster delivery
Financial restructuring (e.g., reducing assets, moving from fixed
to variable costing)

Transformational Technology or business process catalyst - strengthening
benefits resources, services and flexibility in technologies and/or
business processes to underpin business’s strategic direction
Business transition to facilitate and support major organizational
change
Business innovation to improve processes, skills and technology,
while mediating financial risk to achieve competitive advantage

Strategic Focus on core competencies
benefits Strategic agility (e.g.ramp volumes up and down to adapt to
business cycles, provide business continuity in times of crisis)
Strategic sourcing (e.g. offshoring or using offshore competition
to get better prices and service, best of breed sourcing)
Enhance strategic capabilities by partnering with a
complementary supplier
Rapid penetration of new markets
Operate in new geographies
Direct profit generation through joint venturing with vendor
partner.

who can emancipate themselves from the sales role to become brutally
honest about what can realistically be achieved.

In this final chapter, we look ahead to identify the global sourcing
trends and to articulate the enduring challenges in global sourcing. The
global sourcing trends are reasonable predictions about several sourcing
markets based on substantial data. The enduring challenges are widely
known, but solutions are still anecdotal and experimental. These
challenges represent the areas hungry for innovations in contracting,
services, and relationship management.

Trends 2006 to 2011

The following eleven trends are reasonable predictions of the future of
global sourcing markets.

1. Spending will continue to rise in all global sourcing markets despite
2004-05 media attention on backsourcing. There have been some high
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profile backsourcing (returning services in-house) cases in recent years,
for example Sears (1997), The Bank of Scotland (2002), JP Morgan Chase
(2004) and Sainsbury (2005). Although media-worthy, these cases never
have, and never will represent a dominant trend towards backsourcing. On
our figures, the most popular course of action at the end of a contract will
continue to be contract renewal with the incumbent supplier. We also esti-
mate that a quarter will be re-tendered and awarded to new suppliers, and
only a tenth back-sourced. However a frequent occurrence within deals
will continue to be “adjustment sourcing” With adjustment sourcing,
clients take back or further outsource specific tasks, people, or processes
as a result of learning and changing circumstances.

2. Developing countries beyond India will become important players
in the global business and IT services market. There will be many
shifts in preferred sourcing locales and suppliers. Countries such as the
Philippines and China will likely resume the role traditionally held
by India — low cost staff augmentation for repetitive or highly defined
tasks. India will remain a strong player, but with a different focus. The
large Indian suppliers are positioning themselves higher in the value chain,
competing on par with IBM, EDS, CSC, and Accenture. As the large
Indian suppliers gain experience and build relationships with US cus-
tomers, they will be able to demand higher prices to reflect higher value.
However, the transition is tough because Indian suppliers are coping with
significant challenges caused by rapid growth. Already, the large Indian
suppliers are subcontracting to lower wage countries like China, and such
trends are likely to continue given the rise of Indian salaries. In the United
States, the recent passage of CAFTA (Central American Free Trade
Agreement), will further open up ITO and BPO opportunities in Costa
Rica, El Salvador, Guatemala, Honduras, Nicaragua, and the Dominican
Republic. In March 2005, CIO Insight Magazine listed Costa Rica as the
third best offshore IT destination based on an overall index of costs and
risks. Many US clients already use Central American companies for
Spanish-speaking business processes like help desks, patient scheduling,
and data entry. Synchronous time zones are another favorable factor for
US firms looking to source in Central or South America.

In Western Europe, organizations will increasingly source I'T and busi-
nesses services to providers located in Eastern Europe and North Africa.
For example, the Visegrad-Four Countries (Czech Republic, Hungary,
Poland, and Slovakia) offer Western European firms closer proximity, less
time zone differences, and lower transaction costs than Asian alternatives.
Countries like Morocco already service many French firms because of
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their French language proficiency. Clearly, every continent will offer
viable service providers.

3. Large companies will give application service provision a second look.
When we first published our book on ASP called Netsourcing in 2002, we
noted that large companies were not interested in ASP because they already
had ASP product offerings and expertise in-house, they wanted customized
services, and they wanted to source to stable providers, not risky start-up ven-
tures. Many thought that ASP died with the dot.com burst. But there are sev-
eral reasons to believe that large organizations will reconsider ASP for
targeted activities. First, large organizations will want net-native applications
(proprietary applications designed and delivered specifically for Internet
delivery) that are only available through ASP delivery (e.g., Salesforce.com).
Second, large organizations may finally be ready to abandon their expensive
proprietary suites, for cheaper ASP alternatives. For example, Stephen
Wildstrom of BusinessWeek predicts that corporate America will eventually
source their office suites through companies like Google. Third, ASP
providers got the message: customers want customized services, even if the
products are standardized. The need for customized services actually
increases the service providers’ viability because they can generate profits by
charging for value-added services. Think of companies like Xchanging and
Exult (now Hewitt) that have highly customized service contracts but deliver
many services in an ASP manner. Which leads us to our next lesson that ASP,
and other ITO, will become increasingly bundled with BPO.

4. BPO will over shadow ITO. There are many hyped figures on the size
of the future BPO market. On our estimates the market for mainstream
BPO expenditure is likely to grow worldwide by 10 percent a year from
US$140 billion in 2005 to over US$220 billion by 2010. BPO expenditure
will be in areas such as the human resource function, procurement, back
office administration, call centers, legal, finance and accounting, customer
facing operations, and asset management.

Regardless of market size predictions, business logic drives BPO.
Organizations recognize that they under-manage their back offices, and do
not wish to invest in back office innovations. Suppliers are rapidly build-
ing capabilities to reap the benefits from improving inefficient processes
and functions. IT provides major underpinning for, and payoff from,
reformed business processes. Thus, many of the BPO deals will swallow
much of the backoffices IT systems. This is also evidenced by the shift in
strategy of traditional IT suppliers like IBM, HP, and EDS to provide more
business process services. Suppliers will increasingly replace clients’
disparate back office IT systems with web-enabled, self-serve portals.
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5.IT outsourcing will continue to grow, but with new value propositions
from the market. The ITO market has not run its course. An increasing
number of organizations are outsourcing nearly all areas, with the exception
of strategic planning. As markets become more mature and competitive, we
will see this number continue to increase, particularly with the cost advan-
tage from offshore providers. However, suppliers as a whole will need to
become increasingly creative in their search for profitable business mod-
els. We expect innovative new value propositions from the market to rein-
vigorate traditional ITO markets. One example may be the consolidation
of networks in the same way suppliers consolidated data centers in the 1990s.
It is becoming increasingly too expensive for companies to manage private
networks. There are still many opportunities to consolidate private
networks to a few large suppliers. As one Lead Architect from a Fortune
500 Financial Services company noted, “We are moving towards the uni-
network of science fiction. Instead of these private networks, we’ll have a
uni-network. To provide the illusion of a secure virtual private network is
become too expensive for the providers. Even at the exorbitant rates they
charge.”

6. Selective sourcing with multiple suppliers will remain the dominant
trend. For back offices, the best practice has been and will continue to be
best sourcing, including a mix of in-house staff, domestic contractors,
domestic suppliers, near-shore suppliers, cosourcing with strategic part-
ners, and offshore suppliers. Our research shows consistently that, in the
developed economies, over 75 percent of organizations outsource 15-50
percent of their I'T budgets, typically with multiple suppliers. However, the
average percentage of corporate I'T budgets is set to rise. By 2007, the fig-
ures are on target to be ITO 34 percent, IT-intensive BPO 15 percent and
offshoring 9 percent of that IT budget. If we take into account the rising
general BPO market, use of external I'T/BP services combined is likely to
move from a 2005 average of 12 percent to 20 percent of the corporation’s
total costs by 2008. Our calculations here are conservative.

7. Clients are taking control in driving and designing deals. Fifteen
years ago, most deals were written up and designed by suppliers. No
longer. Clients are recognizing that they need to understand and control
the conditions under which their money is spent. Over 80 percent of con-
tracts are already drafted by the client or based on available templates in the
industry or other sources. This represents a significant power shift towards
clients, in that suppliers must now decide whether they want to earn their
revenue under the clients’ conditions or not, as opposed to the reverse
(giving the client the conditions under which the supplier will take on
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the work). One supplier recently noted “We own 80% of the market here,
yet clients are now dictating to us, if we want to stay in business, we have
to do it on their terms.” This trend was reinforced in the 2001-04 semi-
recession, but is irreversible and set to continue. We note, however, that
client control can backfire if it results in the suppliers winning a “cursed”
deal. In Chapter 5, we warned clients that they need to view the tendering
process as a relationship building exercise rather than a spot purchase.
Competitive tendering should be thought of as a healthy race among
worldclass athletes, not a fight-to-the-death among gladiators. In Chapter
1, we warned suppliers to educate their clients during the earliest possible
phase about what can reasonably be delivered.
8. Clients will invest much more in contract management. On our
figures, the cost of getting to contract is between 0.4 percent and 2.5 percent
of the contract value. Ongoing management costs fall between 3 percent
and 8 percent of contract value. These costs will increase. This is due,
first, to the rise of offshoring, where management costs typically fall
between 12 percent and 15 percent of total contract value. Second, clients,
albeit slowly, will learn to build their internal core capability to levels that
give better payoffs from outsourcing. Third, doing the upfront work is a
prime determinate of outsourcing success. After some painful experiences,
clients will adopt more readily a spend-to-save philosophy for outsourcing.
9. Outsourcing will help insourcing. As organizations become smarter
at outsourcing, they are also becoming smarter at insourcing. In-house
operations are facing real competition in nearly every area and can no
longer assume they will retain their monopoly status with the organiza-
tion. As a result, in-house operations are adopting the techniques of the
market. One such example is the use of Service Level Agreements
(SLAs). This typically defines the services provided, the metrics used to
evaluate the services, as well as the reporting and governance put in over
the deal. Prior to outsourcing, few organizations employ the SLA tech-
nique internally. After outsourcing, nearly 60 percent have internal SLAs
in some fashion.
10. Outsourcing failures and disappointments will continue. Outsourcing
will continue to be a high risk, hidden cost process in organizations where
learning is painfully slow, in deals where suppliers do not make reasonable
margins, and when client organizations do not strategize, configure, con-
tact for, monitor, and manage their deals effectively. There will also be
those suppliers who over-promise and under-deliver.

Extrapolating past evidence into 200611, we estimate some 70 percent of
selective sourcing deals will be considered relatively successful. Typically
clients will be spending anything between 15 percent and 58 percent of
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their relevant budgets on outsourcing. In contrast, we estimate that only
50 percent of large-scale deals involving complex processes that represent
more than 80 percent of the relevant budgets will be successful. Ironically,
the client organizations with the messiest back offices will benefit the most
from total outsourcing — if they can successfully manage the outsourcing
life cycle (see Chapter 2). In contrast, companies that successfully clean
up their back offices prior to outsourcing leave few opportunities for sup-
pliers to add value.

11. Clients will move en masse from ‘“hype and fear’ into maturity.
Underneath these predictions we expect to see from 2006 to 2011 a slow
but rising tide of improvement in client’s ability to manage ITO, BPO, and
offshore outsourcing arrangements. One can posit a learning curve from
Chapter 1 at work. From the late 1980s to the present we tracked organi-
zations moving differently through four ITO phases. “Hype and fear” saw
clients naively buying the rhetoric or, fearing the worst, avoiding out-
sourcing. In Phase 2 we saw Early adopters focusing on costs, and best and
worst practices emerging. In Phase 3 the Market matured with the focus
moving also to quality and richer practices. In Phase 4 outsourcing became
institutionalized as a managerial tool, with the focus on value-added. For
ITO organizations are still at different points in this model but the mass are
in phases 3 and 4.

With offshore and BPO the bulk of organizations are much lower down this
learning curve. However, as outsourcing moves in 2006—11 to become a
core part of budgets and organizational management, learning and
cross-learning in all three areas will increase. But this is only a prediction. The
final CEO and senior management imperative is to make sure this happens.

Enduring challenges

In the 17 years we have been studying global sourcing, clients and
suppliers have expressed some enduring complaints about themselves, the
industry, and each other. In this section, we identify the enduring issues in
global sourcing and present some experimental innovations to resolve
them. Clearly, more pioneers are needed to validate experimental innova-
tions and to develop and test new ones.

1. How can back offices become truly aligned with the business?
Before outsourcing can be successful, the client organizations must
resolve some of their own enduring challenges. In nearly every large orga-
nization we have researched, the back offices are not truly aligned with the
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business. While senior executives may use the rhetoric of the “vital role”
back offices provide, they still treat back offices as cost burdens. Consider
the following example. The CEO of an $8 billion US manufacturing com-
pany had to address eroding profit margins due to decreasing prices on
their commodity products. Chinese companies were proving to be formida-
ble competitors. One of the CEO’s responses was to demand a 10 percent
reduction from each back office manager. This is certainly a reasonable
response, and one we witnessed at many large companies facing financial
crises. Or is it? The CIO at this manufacturing company had an interesting
retort for his CEO. He said, “I can give you 10% off of my $80 million
budget, or you can give me 10% more money so I can tackle our $800 million
cost of goods sold. If you let me reduce that by 10%, I can deliver
$80 million in savings.” The CIO argued that the manufacturing company
was highly inefficient because all 150 plants had disparate information
systems. This was acceptable when 80 percent of each plant’s business
was local. But increasingly, the manufacturer’s customers are national
accounts, and the information silos impede customer ordering, delivery,
and service. The CIO wanted to replace these costly silos of systems with
one integrated ERP package. He promised that the ERP system would
reduce the costs of goods sold and that sales would increase through bet-
ter customer relations. The capital budgeting committee approved his
request for more money. We note however, that this CIO’s status in the
organization is high because of his phenomenal record of past achieve-
ment. True strategic alignment between business units and back offices
cannot occur until the back office managers have proven track records of
performance: “It’s very difficult to be seen as Mr. or Mrs. Strategy if
the trains aren’t running on time” (Steve Agnoli, CIO, Kirkpatrick &
Lockhart law firm!).

Besides the clout of the back office manager, other structural issues
must also be addressed before back offices can be aligned with the busi-
ness. For example, large companies that have grown through mergers and
acquisitions have typically neglected the back offices, resulting in a large
number of low-stature backoffices within each business unit. Back offices
that are structured as centralized shared services for transactional activi-
ties and decentralized for strategic activities can help alignment (see
Chapter 3).

2. How can suppliers’ incentives be truly aligned with their clients’
needs? Since we first started to interview ITO clients and suppliers in
1989, the issue of strategic alignment between clients and suppliers has
been a largely unresolved issue. Incentives are clearly mis-aligned because
every dollar out of a client’s pocket typically goes into the supplier’s
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pocket. Clients are incented to demand more services from the supplier
without wanting to pay more. Suppliers are incented to squeeze as much
profit from existing contracts or to sell additional services to increase
revenues.

During the 1990s, clients and suppliers attempted to resolve this issue
with strategic partnerships and joint ventures. The idea was that the sup-
plier investor would sell the client’s assets or excess capacity to third par-
ties and share the revenues with the client. Examples of these deals
included Swiss Bank and Perot Systems, Xerox and EDS, and Delta and
AT&T. As we saw in Chapter 1, these deals did not work as planned. The
suppliers had their plates full just servicing the client investors’ internal
needs. In addition, clients frequently oversold the value and portability of
their assets. The deals we studied all reverted to fee-for-service relation-
ships or were completely terminated.

The most innovative alignment we found is the enterprise partnership

model described in Chapters 6, 7 and 8. With this model, the supplier only
earns a profit based on the cost savings it delivers to the client. For
example, if the client transfers US$100 million in budget to the supplier
and the supplier can deliver the agreed upon services for US$80 million, the
supplier earns US$10 million and the client gets rebated US$10 million
(assuming a 50/50% gain share). While this is the best model of strategic
alignment we have seen, it is most appropriate for clients with messy back
offices. The suppliers have to be able to generate immense savings through
consolidation, standardization, reduced headcount, better technology, and
better processes (see Chapter 6). The model is also appropriate where
economies of scale can deliver substantial savings, such as consolidating
procurement across many large buyers (see Chapter 7).
3. How can clients and suppliers manage knowledge transfer while at
the same time protect intellectual property? What happens to knowledge
when you outsource? Our research shows that very few organizations have
thought about, let alone formulated a knowledge strategy to deal with the
consequences of knowledge retention, knowledge transfer, and securing
the knowledge potential from supplier relationships. The hidden business
value in knowledge leverage is left behind on the bargaining table by both
parties. Yet subsequent problems and disappointments invariably have
knowledge dimensions. We addressed some of the knowledge manage-
ment issues in Chapter 8, but many challenges remain.

In the offshore outsourcing market, for example, knowledge transfer has
been one of the biggest impediments to success. With offshore outsourc-
ing, clients do not typically transfer knowledgeable employees to the
supplier (like they typically do in large-scale domestic outsourcing).
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Clients complain that offshore employees have little understanding of their
business domains. It is quite expensive to train offshore supplier employ-
ees, and the threat of supplier turnover and loss of intellectual property
(IP) is high. One US company solved these issues in the following way.

Managers from a US Industrial Equipment Manufacturer were very
concerned about knowledge transfer and protection of IP when they
outsourced the development of strategic embedded software products
offshore.> They implemented two practices. First, Industrial
Equipment had to give the suppliers domain knowledge training in
tools, methodologies, and technologies used at Industrial Equipment.
Industrial Equipment made the suppliers ensure that trained supplier
employees remained on the account for a certain period of time, or the
suppliers had to reimburse training costs. Second, they dispensed
work between three offshore suppliers (two large Indian suppliers and
one boutique Indian supplier) to effectively distribute the intellectual
property. They view their IP as a puzzle. By distributing small pieces
among three suppliers, no one supplier can assemble the puzzle on
their own. According to the manager of engineering:

We keep a very tight rein on where our IP is and who has it. We
never let any one development team or any one vendor see too
much at one time. We feel it would be impossible for our IP to be
lost through offshore sourcing.

Utilizing multiple suppliers also helps Industrial Equipment to limit
the risk of a dependence on one supplier or losing the advantages of a
competitive environment.

4. How can clients retain enough knowledge when engaging in large-
scale outsourcing? Whereas the previous issue focused on knowledge
transfer, this issue focuses on the client’s knowledge retention. After the
first few years of a large outsourcing contract, the client’s knowledge
retention can dramatically erode through attrition. While all organizations
deal with turnover, clients that extensively outsource have a smaller pool
of talent to attract, retain, and develop. We have increasingly heard clients
say, “Where will the next generation of our project managers come
from?” While the core capabilities model addresses what types of talent to
nurture, there are unresolved HR management issues associated with its
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implementation. These include: How can client organizations pay them
enough to compete with service providers? How can client organizations
provide them consistently with the level of challenge they look for in the
job? How can client organizations provide them with a career path despite
the very small numbers? We have not found organizations that have dealt
successfully with all these issues.

5. How can clients and suppliers sustain the early enthusiasm of
budding relationships for the long term? During the past 15 years, a
number of pundits have referred to outsourcing relationships as marriages.
With that analogy, clients and suppliers perceive each other as seductive
partners during the wooing phase, enthusiastic partners during the honey-
moon phase, then bored partners during the “seven year itch.”

We have called this later phase the “mid-contract sag,” and we found that
it usually occurs in year three, not seven. The mid-contract sag occurs after
the supplier has dispensed all their transformational levers (consolidation,
standardization, reduced headcount, better technology, and better processes).
The suppliers’ transformation leaders typically move on to new challenges on
new accounts. The remaining staff on both client and supplier sides are too
exhausted or lack ideas for launching new rounds of transformation.

How can the relationship be invigorated? Throughout this book, we have
addressed some practices to address this issue, such as the Supplier
Development Capability discussed in Chapter 3, and Xchanging’s plans for
sustainability (Chapters 6 and 7). Beyond our work, there are a few case
studies that suggest that outsourcing relationships can evolve from a fee-for-
service relationship to a “co-sourcing’ or “insourcing’ elationship.’

But one thing is clear, contract renewal is not indicative of a sustainable
relationship. We found that contracts are renewed primarily because of the
high switching costs, not because partners are still thrilled with each other.
The issue here is not longevity, but sustainability of fresh innovations.
Returning to the marriage analogy, the partners in sustainable relationships
help each other actualize their potential as individuals and as partners.

Final thoughts

As academics, we have always seen our role in outsourcing as “organiza-
tional therapists.” Because we are outsiders, both clients and suppliers are
able to truthfully share their experiences with us. This allows us to bypass
agendas, politics, and “saving face” to illuminate and address real chal-
lenges in outsourcing. We do our best to ensure that outsourcing benefits
both client and supplier organizations by disseminating the best and
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proven practices we find in innovative relationships. In addition, we warn
of well-intended, yet poisonous practices. We are continually awed by the
pioneers in the field who continue to tackle the hard issues, experiment
with new contracting and services, and start new enterprises. Not all of
them succeed, but the outsourcing industry will prosper only through such
persistence, innovation, and sheer hard work. We look forward to working
with and learning from the pioneers, and also from those practitioners who
make their own contribution daily towards improving the global sourcing
of business and IT services.
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