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Introduction

From 1992-2001 we researched over 250 case histories and have carried out seven international surveys of IT sourcing practices. The results have appeared in 70 refereed papers and six books. The latest title by Mary Lacity and Leslie Willcocks - Global IT Outsourcing: In Search Of Business Advantage (Wiley) came out in  January 2001. It includes detailed case studies of the South Australia Government-EDS outsourcing arrangement, and of the UK Inland Revenue-EDS deal, and an examination of 114 other cases, including over 30 in the US, UK and European government sectors. In March 2001 we also published a survey study of IT outsourcing practices in Australia (DeloitteTouche/Melbourne University/Oxford University).

Comment On Australian Government IT Outsourcing

The Issue of Cost Savings

The initial and regular announcements of  substantial cost savings through outsourcing government IT continually surprised me in the Australian context, because our own findings rarely supported such outcomes.

One common finding in both private and public sectors, across especially the large deals, is that they are pervaded with voodoo economics. Regularly we have found  organizations looking  for substantial cost savings, anything between 15-30% savings, typically. If you add in the supplier's profit, this means that the vendor is saying it can run IT  anything up to 45% cheaper than the in-house function, while offering the same, or indeed a superior service. The normal reasons cited are the suppliers’economies of scale and superior management practices. There are some difficulties with these concepts in an Australian context:

1. Economies of scale often start at much lower levels than suppliers like clients to assume. Large companies/departments can replicate these economies of scale if there is the political will to support this i.e to employ labour at  something closer to market price and so retain labour rather than experience IT skills shortages, and to consolidate mainframe processing internally. On skilled labour, even very large Australian-based IT suppliers experience skills shortages - the people they provide are not cheap, or if they are usually they are not appropriately skilled for the whole task e.g typically technically literate but not service-oriented and business-focussed. Result: the idea that there is a large cheap skills pool available from the supplier is not really the case. However, in Australia, substantial government outsourcing actually reinforces the over-dependence on suppliers by ensuring that IT skills migrate in that direction thus undermining the power the in-house function has, and also, over time,  making the supplier's hire-out rate higher because of their scarcity value.

2. Superior management practices - coordinated purchasing, automating tasks, using older technology, hiring highly productive workers, reorganizing work - tend to be the source of most of the cost savings we have seen - all of them are replicable by the in-house function, if sufficiently advised by experts on how to work smarter.

3. By not taking action on 1. and 2. internally, and by not making the in-house operation  as efficient as possible first, what the central government initiative has done is allow the supplier to pick the low lying fruit - the cost savings that are easiest to achieve, and from which the supplier gains substantially, unless as in the Inland Revenue-EDS deal the client ensures, at the front end, that  these cost savings were properly shared through the initial pricing agreement between client and supplier. My view, in fact,  is that  most of these savings should be achieved internally before outsourcing, as happened for example at BP Exploration in the 1988-92 period before they then totally outsourced to three suppliers for five years. 

4. BPX achieved few substantial cost savings subsequently but did effectively contain costs, refresh their infrastructure and were allowed to focus on other issues more important to them than operational IT. In other words, the more mature users of outsourcing, like BPX, Dupont,   invariably have had multiple objectives, with cost savings rarely the prime objective. Interestingly, in an Australian context our 2000 survey found cost savings (seventh in priority)  as a much less sought after objective than the first priority of access to skills and expertise. I should add that many of our 250 plus respondent organizations were in the Australian public sector.

Preferred Practices

Most of the evidence shows that multi-supplier sites are preferred as is selective outsourcing i.e 15-30% of the IT budget outsourced and contracts of five years or less. Our recent 2000 surveys show this to be predominantly the case in USA, Australia and UK. We have also  found that this type of structure for IT outsourcing also has the best outcomes. Why is this? Because it is the form of outsourcing with the lowest risks.

In large-scale single supplier outsourcing the evidence shows  two major risks  coming through:

a) the supplier is not good at everything; service and cost efficiency is variable depending on the task. Where sub-contracting occurs this can introduce further risk factors.

b) Suppliers are often eager to sign large-scale long term deals  on seemingly favourable terms in parts of the outsourcing because they estimate that:

1. switching costs out of that supplier will become prohibitive and so they can guarantee  continued business and  on-going revenues with that client, even where service delivery is variable.

2. some cost savings can be 'guaranteed'  - e.g in the UK Inland Revenue-EDS deal EDS posited £225 million savings over the ten years from IT operations - and the supplier might even be willing to take a loss on certain aspects of the contract - because so many opportunities will present themselves for additional revenues - excess fees outside the contract terms - given that it is notoriously difficult to predict IT needs beyond three years. In the IR-EDS case, for example, EDS only started to make a profit out of running data centres several years into the contract when these were consolidated with those of the Department of Social Security – also run by EDS. Meanwhile estimates of the total cost of the overall ten year deal have moved substantially upwards from £1 billion to over £2 billion.

3. Where the supplier cannot do 2. it will be looking to behave opportunistically to make its margins. This can have two aspects a) the active search for add-on costs, reinterpretations of the contract and service levels in their favour b) the reduction of its costs e.g replacement of skilled by less skilled labour, less people on the account and usually resultant degradation of service provided.

4. The other thing to remember in the Australian context is everywhere we have looked we have found that outsourcing, unless very carefully scoped, set up, contracted for and managed, incurs substantial hidden costs. Many such have already,  and to my mind convincingly, been recorded in the NAO Report. Let me suggest some more:

a) The costs of post-contract management of IT outsourcing we have found is between 4-8% of the total costs of IT outsourcing. Frequently these are understated, or not even factored in to set against the supposed 'cost savings' of the deal.

b) Failure to contract fully for present and future requirements can incur substantial add-on fees. One large deal in the USA  we researched experienced $US400,000 worth of these in its first month! 

c) Ambiguities and loopholes in the contract can be reinterpreted in ways that cost a lot of money to the client.

d) Failure to identify what you were really getting under the in-house regime - often a lot more than you think, and comparing that against a very precise vendor bid often means that the latter looks much better, until the outsourcing contract is operationalised, then suddenly users are paying for lots of services  that previously they got for 'free'.  

e) I could go on ad nauseam – indeed in our 1996 report ‘Best Practices In IT Sourcing’ we identified some 12 major sources of  significant  hidden costs. These were also published in a Guideline on best practice IT outsourcing  commissioned by the UK National Health Service that year.  The point is that all the Australian government outsourcing is open to such a range of hidden costs, frequently difficult to anticipate even if you are very knowledgeable about outsourcing, the specific client and the supplier. Our common finding is that estimates of cost savings at the front-end should be taken with a large pinch of salt, not least because quite frequently the client has no real idea of their true in-house IT costs and what they get for it  anyway, often some 50-100% out in our experience, due to an inheritance of  fairly poor evaluation practice, that gets punished when outsourcing billing kicks in. 

I make these points because I think they all apply to the dangers that were being run in the government outsourcing initiative.

Other Issues

I think there are three other issue worth pointing out in these central government initiatives:

a) the notion of consolidation to achieve economies of scale is fine in theory, providing that the business units in a particular cluster require a standardised service. In practice the supplier is put in an invidious position. To achieve the cost savings they have to standardise and consolidate as  much as possible, and keep a lid on their own labour costs and supply of skill. The result will be that users experience service deterioration where the service required is not standardized – as is frequently the case in different parts of these clusters. Alternatively, the supplier attempts to provide a more customized service, but eats into the possibilities for cost savings and/or its own profit margins. The former is the more likely scenario to be played out in a lot of the outsourced IT activity.

b) We have found plenty of evidence of organizations achieving cost savings through outsourcing, but at what cost? A large minority of organizations do manage to achieve multiple objectives including some realistic cost saving. But if cost saving is the primary objective it can, through a single-minded pursuit, be achieved, but very often at the expense of IT service, technical innovation, poor end-customer experience, and many other goals. Some studies show cost savings equate with strategic or operational inflexibilities, or both, for example. In a public sector context is the objective to cut public sector costs in itself, or provide a guaranteed level of acceptable public service on a value for money basis? It is an important question here and I am not convinced that the Australian government programme was actually going to achieve  the second, and there might be some fundamental hidden costs that hindered the first. 

c) Finally, There are big dangers in the Australian context. There are all too few vendors large enough to bid for large-scale contracts, and all too little development and encouragement of Australian second and third tier vendors  to provide selective forms of outsourcing. It is all too easy to become captive to these large suppliers and for asymmetries of power to develop in their favour. In Australia, large-scale outsourcing actually generates even more outsourcing as the suppliers vacuum up organizations' IT skills, thus creating the conditions of further skills shortages to be relieved only by hiring IT suppliers - at higher price. For some time we have argued for the need in these circumstances to retain core IT skills and capabilities to create countervailing power and the ability to retain control of an organization's IT destiny. These people need to be high performers, relatively few in number but paid well to attract and retain them. In the Australian government  cost-conscious context the tendency has been to  to be unwilling to pay for such people, and underestimate the  in-house management and   technical know-how that needs to be retained. Our experience is that that really does turn out to be a false economy indeed. I should mention at this stage that from our consulting experience some 14 organizations, including at least one major (private sector) deal in Australia, have explicitly applied our  nine core capabilities model to the task of developing the in-house function to  manage their outsourcing arrangements.  

Conclusion

I hope some of this analysis is useful. My regret is that much of this was known and widely publicised  by 1996. In fact we published  Sloan Management Review and Harvard Business Review papers on our research findings in 1995 and 1996, and I remember making my first presentations on our core capabilities model and on the economics of IT outsourcing at conferences in Hobart, Sydney and Canberra during 1996 and 1997. However, little of this independent research would  seem to have influenced the paths which the central government initiatives subsequently took.

LeslieWillcocks

4th May 2001
