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Executive Summary

I T Newcom welcomes the opportunity to provide a submission to the Finance and Public Administration References Committee on the Inquiry into the Government’s Information Technology Outsourcing Initiative.

This submission will focus on issues relating to the Terms of Reference within I T Newcom’s areas of expertise.  Specifically, the need for accountable management of IT contracts including improved transparency and accountability of tender processes (refer clause (a)(ii) of the Terms of Reference).

This submission also addresses the major themes raised in the Humphry Report regarding the complexities associated with outsourcing and the management disciplines required to maximise the potential benefits that can be obtained from outsourcing IT functions.

One of the major problems surrounding unmet expectations in IT outsourcing transactions is that objectives and strategies are not clearly articulated and then tracked through the implementation and realisation of benefits.  Often, outsourcing projects only consider financial and legal risks when assessing a proposal from a vendor.  While these areas of risk are vitally important and should be addressed, it is usually the risks associated with implementation and on-going management of the relationship which emerge as problematic after the deal is done.  Often mitigation approaches for this operational level of risk lie in the development and implementation of operational, contract, vendor and risk management processes together with the appropriate skills being brought to bear from both Customer and Vendor sides.

It is this set of processes and skills that we have called ‘commercial management’.  This critical aspect is discussed in greater detail in the Issues section of this submission, and Recommendations.  I T Newcom will be happy to contribute further to this inquiry if required.

1. background

1.1 I T Newcom
I T Newcom is a leading IT sourcing consultancy. Our goal is to ensure that organisations make, implement and manage successful IT sourcing decisions.

Since I T Newcom was established in 1997, we have advised on more than 50 major IT sourcing decisions valued at more than $2.5 billion. In addition, I T Newcom has advised on commercial management disciplines for many of these transactions including advising on the management practices for many of these decisions including vendor management systems and financial management systems.

1.2 The Senate Reference: Terms of Reference

On 29 November 2000, the Senate referred the Governments’ IT Outsourcing Initiative to the Finance and Public Administrative References Committee for inquiry and report.

This submission relates to some of the matters referred to by the Senate, in particular, the need for accountable management of IT contracts including improved transparency and accountability of tender processes (refer clause (a)(ii) of the Terms of Reference).

1.3 The Humphry Report

Major themes to emerge from the Review of the Whole of Government Information Technology Outsourcing Initiative (“The Humphry Report”) were that:

· Outsourcing is a complex process.

· In order to maximise benefits, the outsourcing process must be properly planned and implemented.

· Outsourcing is not just concerned with technology issues, but also management issues.

· The management process for outsourcing must be tailored to each individual organisation.

These are important themes to consider, since they provide the foundation for a solid outsourcing transaction.  The transactions are large, both in dollar terms and their impact on the organisations involved, and they are often very vigorously negotiated.  In addition the complexities associated with the contracts are many, and need to be managed.  Any organisation’s needs are dynamic, as is an outsourcing relationship.  These relationships, therefore must be managed differently to other business processes.  

This submission also highlights some of the major issues that prevent an organisation from effectively managing an outsourcing relationship and some approaches that may reduce the risk of these issues arising.

2. ISSUES

There are a number of key issues that can arise during the course of an outsourcing transaction, and undermine the success of the transaction.  Some of the issues include:

2.1 Unclear Objectives for Outsourcing

If an organisation does not have clear objectives for outsourcing an IT function then it will be difficult for the organisation to put in place an effective outsourcing arrangement.  Outsourcing arrangements without clear objectives are difficult to manage because there is typically a mis-match of objectives between the Customer and the Vendor which only becomes apparent after the contract is signed – too late for most organisations.

2.2 Lack of Executive Support for an Outsourcing Decision

Outsourcing arrangements fundamentally alter the way IT services are delivered within an organisation. These arrangements are complex and difficult, requiring a lot of time, effort and commitment from the organisation.  The arrangements are impossible to manage successfully unless Senior Executives support the outsourcing arrangement.

2.3 Service Level Agreements do not Align with Business Objectives

Service Level Agreements should align with the business objectives of an organisation, otherwise the performance of the agreement will not be consistent with the organisation’s strategic goals and objectives. 

2.4 Over-Reliance on the Vendor During the Transition Phase

A focused, day-to-day management of the business relationship with a Vendor is required to ensure that contractual commitments are met and that the Customer’s rights are not compromised.  Benefits of the IT outsourcing arrangement cannot be maximised unless it is controlled by the Customer.

2.5 Failure to Establish Workable Vendor Management Processes

Failure to establish workable Vendor Management Processes results in inconsistent accountability, and Vendor performance that is not aligned with service obligations.  The Customer will not receive the full benefits of the outsourcing arrangement.  In addition, where performance is not proactively tracked and managed, problems will not be identified, and procedures cannot be modified for deficient areas.  

The responsibility for the development of management processes is often left to the Vendor.  This can raise a number of issues, such as the use of standardised procedures that are not suitable for the particular organisation, or the use of processes that have been developed overseas and are not suitable for organisations in the Australian market.  This can result in inappropriate decisions because of poor or unsuitable management processes, causing inefficiencies, financial loss or outsourcing failures. 

2.6 Shortage of Relationship Management Skills

Unless adequate resources are devoted to establishing and maintaining the Customer/Vendor relationship, difficulties can arise in the outsourcing arrangement.  Where the relationship is handled in an ad-hoc, trial and error manner, disputes can arise as Customer needs change, or due to insufficient clarification of important details.  Disputes cannot be resolved, hampering the performance of the service agreement, resulting in an inability to maximise potential benefits associated with outsourcing.  Without adequate relationship management, the Customer can lose control of the outsourcing relationship, and the Customer may fail to achieve the business outcomes desired.  Inadequate Customer/Vendor relationship management can also result in delays in dealings with the Vendor, reducing the Customer’s benefit from the agreement.

2.7 Failure to Address Government Probity Requirements

Public Sector administrators have issues of public accountability – realised through such structures as Freedom of Information legislation, budget reporting requirements, ‘level playing field’ obligations, parliamentary scrutiny, anti corruption bodies and the like – at levels not normally experienced in the private sector.  ‘Acting commercially’ brings the connotation of subverting such scrutiny to cut the ‘red tape’, ‘fast track’ deals and enter into relationships that lack proper probity and accountability measures.  There is sometimes a view that taking a commercial focus on issues such as outsourcing means ‘doing it the way private sector deals have been done’.  As a consequence, there is a lack of commercial management, resulting in unmet expectations because objectives and strategies have not been articulated, and the Customer/Vendor relationship has not been managed in order to realise the potential benefits.

3. RECOMMENDATIONS

Many organisations benefit significantly from outsourcing their IT functions.  I T Newcom’s experience and research indicates that there are a number of key recommendations that, if adopted, will improve the chances of an organisation’s outsourcing transaction succeeding. 

3.1 Use a Robust Objective Methodology  to Assess the Benefit of an Outsourcing Decision

Strategic planning should be conducted to ensure that appropriate outsourcing decisions are made. The organisation should establish the reasons for outsourcing, how the decision to outsource will be evaluated, and how the success of the decision will be measured.  Strategic Planning should focus on business outcomes, not just the technical requirements of the organisation and should be free of Vendor bias.

3.2 Ensure the Executive Supports Outsourcing Decisions

Executive ‘buy-in’ should be obtained prior to any outsourcing decision.  This Executive support should be maintained throughout the life of the agreement by developing and implementing strategies to manage these internal relationships.  For instance, sound communications and governance processes will assist to reduce the risk of misunderstandings, and the resolution of internal conflicts in relation to the agreement. 

3.3 Service Level Agreements Should Align with Business Objective

In order to ensure that Service Level Agreements align with the Customer’s business objectives, these objectives should be identified prior to establishing Service Levels.  A clear description of the Service Levels is required to ensure that Vendor performance is aligned with its service obligations, and the Customer’s business objectives.  A robust methodology should be established for determining Service Levels that align with business strategy and goals.

3.4 Commercial Management Should be Based on a Sound Understanding of Each Party’s Rights and Obligations

The Customer should manage its day-to-day relationships with its Vendor.  Commercial management practices and procedures should be governed by the business and financial imperatives of an enterprise and are based on a thorough understanding of the rights and obligations of all parties under the contract and service arrangements.

A transition plan should be developed to meet the needs of the individual organisation, and organisations should devote adequate and skilled resources to this phase of the arrangement.  The transition plan should articulate the Vendor’s ownership and accountability for the delivery of contracted services.

3.5 Establish Workable Vendor Management Processes

Organisations should devote sufficiently skilled resources to develop Vendor management processes that are suitable for the individual organisation, and the arrangements that it has entered into.  Robust management processes, and a sound framework for these processes should be established.  Processes for contract management, contract administration, service level agreement management, financial management and business process management should be established to ensure that Vendor services are delivered as agreed, and the Customer continues to obtain the benefits it is entitled to throughout the life of the arrangement.

3.6 Ensure that Personnel Possess the Relationship Management Skills Necessary for the Arrangement

Rights and obligations under the outsourcing arrangement should be identified, guiding the development of sound processes for managing the Vendor relationship.  Personnel with relationship management skills should be obtained, and existing personnel should be trained for the new roles that will arise as a consequence of the arrangement.

I T Newcom’s experience is that there is a severe shortage of people with outsourcing relationship management skills.  We would support the establishment of an industry organisation with aims to include the promotion of outsourcing best practices, sourcing idea swapping, and sourcing skills development programs.  We would expect any such organisation to be aligned with a credible academic institution and focus on issues of interest to Australian organisations outsourcing their IT functions.

3.7 Address Government Probity Requirements to Ensure that Relationship Management Issues are Resolved

The public sector can address the Government Probity Requirements and effectively manage the outsourcing relationship by placing more emphasis on commercial management disciplines.  Many of the early private sector deals were done while the outsourcing industry was still maturing and many lessons have been learned from the problems that arose out of these deals.  Stronger commercial and risk management practices is a common theme arising from analyses of these past problems.  Sound commercial practices applied to outsourcing transactions and their ongoing management actually enhances the accountability and control of the Client organisation.  Explicit identification of the management of risk, clear tracking of contractual obligations and financials and tight control over contract change are all practices which are a part of good commercial management and enhance the accountability and control in a relationship.
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