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Outsourcing - definition

Outsourcing is when a buyer transfers an ownership of process to a supplier.  In the marketplace there is some time confusion between outsourcing and contracting.  In the later, though, a buyer transfers only the operation of process to a supplier.  The core difference is that the supplier in outsourcing as the owner of the process can reengineer it as long as the results are kept as contracted.  In contrast, contracting does not permit the supplier to change the process at all just perform the function.

Terms in outsourcing

BPO – Business Process Outsourcing, handing over critical, often mundane and non-core tasks to outsourcers, in order to focus more attention on their strategic functions.

ASP – Application Service Provider, supply a cost-effective solution for ERPs (Enterprise Resource Planing) such as SAP, and PeopleSoft, that can grow with the buyer changing needs. The buyers are leaving the training, installing, and upgrading of this software to them. The result: Buyers can reengineer their business practices at a price they can afford.

BSP – Business Service Provider, like ASP but having the service provided over the Internet.  Hence, no installation or maintenance is being required at the buyer location. 

Why to outsource?

Outsourcing is the quickest route to becoming a leaner, meaner, more focused organization. By handing off peripheral or supporting business functions to service providers, an organization can concentrate more time and energy on the core competencies that give the company its competitive advantage.

In outsourcing the buyer is looking for cost reduction, process expertise, and additional IT resources that will allow it to be more competitive and more focus on it core competencies.  Among the IT function, today, companies are putting application development, software maintenance, Web site hosting, e-commerce applications, ERP (enterprise resource planning), network management, help desk services, and even security in the hands of service providers.

Benefits of outsourcing include; Improve company focus; Protection against technological obsolescence; Reduce users responsibility; Gain access to world-class capabilities; Accelerate the benefits of re-engineering; Share risks; Free non-capital resources; Make capital funds available; Reduce operating costs; Seek cash infusion; Resources not available internally; Improve technical expertise; and Function difficult to manage.  Adding to that, outsourcing has potential accounting advantages when the buyer can shift resources off the balance sheet, reporting better return on assets.

Outsourcing considerations

When considering outsourcing, there are several issues that are important to take into account.  What functions will the company outsource and which it will retain? How should the company select its prospective outsourcing suppliers? What type of relationship with suppliers will be desired? How will those relationships be maintained?  

Full vs. selective

Company can decide to fully outsource all of its IT functions when it does not see its IT as a strategic advantage.  Full outsourcing will free management to focus on it core competencies.  It also has the advantage of economy of scale, hence, reduced transaction cost.  Conversely, the company can decide to outsource only some of the IT function, sometimes called “best-of-breed”.  In this case, the company will let some of the IT function, which it does not view as critical to its strategy, to an outside supplier.  Partial outsourcing requires more effort since managing and coordinating different suppliers.  Nonetheless, it is more flexible and provides better service due to inherent competition. 

Prospective supplier

The engagement with outsource supplier is bi-directional.  Due to switching costs, breaking the connection is not a desire activity for the buyer.  Both suggests that the company should engage with a supplier with the following reservations:

· Look for a supplier that compliments your capabilities.  Hence, added value creation.

· Make sure the supplier values are aligned with yours and there is a cultural fit. Therefore, less management would be required.

· Prefer short-term contract with incentives to continuation.  Hence, allow a breakpoint if the engagement takes a bad turn. 

· Understand the project, its scope and ensure measurable metrics with proper incentives and penalties.

· Divide and conquer. Split a big project to smaller manageable pieces.  Hence, different providers could be approached to develop those pieces allowing best of breed style.

Once a supplier was selected the company need to start slow and narrow with a non-critical functions.  Than, as relationships mature more functions critical as well as non-critical can be added.

The company should prefer best-of-breed approach.  The better match of suppliers’ expertise to functions as well as the inherent competition will outperform the buyer’s expected investment in relationship management.

Contracts and relationships

There are two types of contracts.  Fee-for-service is a simple form in which a buyer pays a supplier a price per unit of service.  In this type of outsourcing contract, the entities are totally separate except to the interfaces.

Gain sharing, the other form of outsourcing contract, define a partnership between the buyer and the supplier.  A base cost is being paid to the supplier to cover the services and profits that is tied directly to the surpass services achieved is shared between the two.  This type of contract is much complex due to the need to clearly define the functions that participate in the gain sharing and their criteria for measurement.  Service Level Agreement (SLA) is an important way to objectively measure an outsourcing supplier's performance. The most common metrics of quality, speed and accuracy clearly let each partner assess the current level of service the buyer is receiving.  If performance slides, the service level agreement may trigger penalties for the buyer.

The contract between buyer and supplier needs to be flexible and adapting to change in requirements while detailed enough to make sure that the results are being achieved as the buyer intended them to. 

Contract term should be short.  During the contract the buyer will progressively feel that the supplier has no incentive to best service it since the deal is done.  The longer the contract is the little the incentive is.  

Benefits vs. costs and risk analysis

Outsourcing has its benefits and costs.  Understanding and addressing both in the process to outsource will reduce the risks inherent in it.  The table below summarizes both potential benefits and potential costs.  At the source of the costs is the fact that outsourcing brings additional entities which, in turn, add transaction costs.  The transaction cost encompasses but not limited to administration, development of specifications, legal, and monitor and measure of performance.

Risks associated with outsourcing produce direct and indirect costs by the efforts to balance them.  The risks include:

· Shirking, deliberate under-performance of a supplier under full charge.

· Poaching, loss of a strategic information asset when the supplier share it with another buyer, who most likely incurs less costs.

· Opportunistic re-pricing of holding, when the supplier has a hold due to long-term contract, hence, set high price for new requirements.

	No.
	Benefits
	Costs

	1.
	Superior worldwide process expertise – it brings expertise in a particular business process, e.g., data center operation.  Depending on the supplier, it also brings its worldwide expertise.
	Switching costs – makes it expensive to switch suppliers including taking the business process into the company (buyer).  It is composed from learning curve of professionals, equipment, etc

	2.
	Economy of scale – leverage over the amount of businesses supported by the supplier.  This benefit will be reduced dramatically if customization required
	Customization – to allow economy of scale customization is not desired; hence, the business might need to compromise around the supplier’s system. 

	3.
	Additional resources – outsourcing provides, otherwise scares, IT professionals and other resources.  It would be hard, in our current marketplace, for a buyer to keep its IT resources with relatively narrow opportunities to offer.  For the supplier, on the other hand, due to its wide operation, it will be dramatically easier to reserve its personnel, hence, expertise and knowledge.  This is also true to other than human pool of resources the supplier has to play with.
	Loss of control – letting out the ownership on a business process can imply loss of control over that function.  Nonetheless, as a company does not hire builders to build its facilities but rather outsource that function to a builder company keeping involvement in high-level, non-competent functions can be outsource to a professional company with the complement capabilities.  To keep an appropriate level of control, the buyer will have to invest in ambassadors that will, together with the supplier’s management, lead the operation.

	4.
	Time to market and reduce cycle time – (a) faster implementation of a system due to its already operation (b) having more resources and expert in a specific arena will help to reduce the time it takes to bring functionality into the business.
	Lack of technology innovation – since the supplier desires stabilization, it will tend to be slow in adopting new technology. With short-term contracts and appropriate incentives, those costs would be reduced. 

	5.
	Management focus – outsource non-competent functions allows the company to focus on its core function that differentiates itself from competition.
	Loss of differentiation – when outsourcing a business process it is most probable that it will not be a basis for differentiation, otherwise it is customized and you loss economy of scale.  A company should keep core functions internally.


Case

Intraware – 1999 (source: http://www.itworld.com)

Intraware, the online marketplace for software and IT services, outsourced its Siebel Systems Inc. salesforce automation (SFA) application to SiebelNet, a unit of Siebel Systems that hosts its product through USinternetworking Inc.  The sales staff had never used an automated tool to track leads and customer data.  Going with an ASP seemed to be an efficient way to put a powerful weapon like Siebel in their hands as quickly as possible.

Intraware failed to take into account the following things that needed to be done before Siebel and USi could start up the SFA application:

· Intraware's IT team didn't stop to model the customer data that would populate the system.

· IT failed to ensure the sales team's business processes were sound prior to giving them the tool.

· The team also failed to make adequate training and change management provisions.

· The executive sponsorship for the project was unclear.

As a result of these pitfalls, the first implementation of the Siebel tool was a dismal failure.  Shaun Fenn, director of sales information systems for Intraware, in Emeryville, Calif. list the following correction made in the second successful attempt:

· Put enough people on it. The first implementation had only two full-time staff from Intraware's side. Just because the ASP has a good-size project team doesn't mean you can afford not to devote in-house resources. For the second implementation, the in-house project team doubled to four full-timers during the rollout phase, and two full-time IT people are now in charge of maintaining the data in the sales system.

· Single point of contact and executive champion. Make one in-house person the single point of contact for the outsourcing team. 

· Make cross-functional all-involved team. The new project teams also made the sales force an integral part of the rollout.

· Do a pilot project. Get a small pilot group comfortable with the application before rolling it out to the rest of the group. The first users will help the others over the rough spots.

· Appropriate training. Intraware customized the training materials from Siebel and USi to be more relevant for its sales team. And Intraware personnel did the training themselves. Intraware customized the software manual to be more useful, too.

· Don't rely on the ASP for support. Intraware trained a few internal people to be the support team. Having people who are very close to the processes do the support is highly important to the success Siebel provides second-tier support to the internal help team.

Recommendation highlights

Outsourcing of a function is desired when the function is not a core competent of the buyer, there is a supplier of such a function that can economically offer its services, and the supplier is trustworthy for delivering the function in a satisfactory manner. 

When looking to outsource a business process, shop around.  There are many outsource companies in the marketplace. Company needs to make sure of the alignment of its values with its supplier; the best price is not necessarily the best option.  The company should prepare a Request For Proposal [RFP] and distribute it among selected suppliers.  

Understand the project you are undertaking, including its requirements, implementation, and source on economic benefits.  This understanding would establish the ground for reasonable incentives and meaningful measures of performance.

Start traditionally with a test of a non-critical process.  Allow the outsourcing process to sink in gradually letting the relationship between the buyer and the supplier mature before transferring control over more critical non-core functions.  Then elevate, after all processes are in place, trust is established, and a sense of partnership is realized.

Create cross-functional teams involving personnel from the different arenas touched by the project.  They will review and assist it ensuring the project is in the right direction.  Do not assume the supplier know every aspect of your business.

Divide any big project to smaller manageable pieces that can potentially divided among different providers establishing a best of breed architecture.  When doing so, make sure that interfaces are well defined.  In addition, system integrator should be considers.

Short-term contracts with performance provisioning by joint executives’ teams.  This will allow the buyer the feeling and ability to abort if not satisfied.  The supplier, at the same time, will ensure appropriate performance.  With gain-sharing relationships, short-term contracts establish win-win engagement.

The key ingredients to a successful outsourcing contract are: 

(1) Establishing clear expectations in the contract for the performance of the services and the respective responsibilities of the parties; 

(2) Ensuring that accountability and measurement features are included and clearly stated in the contract; and 

(3) Reaching a fair balance of risk and reward between the parties. In short, it is all about clarity, fairness and balance.

In outsourcing partnership, resolution without lawyers of disagreements is desired.  Otherwise the integrity of the engagement will break and the road for distraction is strait forward.  A fare contract and solution makes partnership.  The buyer and suppliers should establish a mutual exclusive executive team that would monitor the behavior of the project and would resolve any issue that arose to their level.

Source of information

I. http://www.cio.com/forums/outsourcing a leading resource for information executives - magazine
II. http://www.itworld.com
III. http://www.outsourcing-center.com the world's largest online community for outsourcing information.

IV. http://www.gartnergroup.com helps technology companies identify and maximize technology market opportunities.

V. http://www.computerworld.com 

VI. http://www.outsourcing.com The Outsourcing Institute (OI), a professional association, B2B marketplace and executive advisory network.
VII. Managing and Using Information Systems by Keri E. Pearlson, 2001 [pg: 176-180]
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