T OUTSOURCING CAN BE a potent lever in

professionalizing IT services and driving
down IT costs, and companies continue to
exploit it to various degrees. Yet many
outsourcing efforts ultimately disappoint,
with hoped-for gains in speed, flexibility, and
service quality failing to materialize. (See
“Signs of IT Outsourcing Gone Awry,” below.)
And solutions can be elusive. Many execu-
tives become so frustrated, in fact, that they
eventually throw up their hands and opt to
bring some, if not all, of the outsourced work
back in-house.

Are there ways to ensure success in this are-
na? This article, the first in a series on value
delivery in IT outsourcing, explores the po-
tential benefits that draw companies to out-
sourcing and the reasons why many business-
es fail to capture them, and it identifies the
symptoms of a floundering outsourcing pro-
gram and how to put it back on track.

The Gap Between Aspiration

and Reality

Outsourcing can create value for companies
by providing three primary benefits: lower
costs, higher service quality, and greater agil-
ity and responsiveness to the business’s
needs. Outsourcing companies can deliver
lower costs through greater economies of
scale, access to low-cost labor, and process ef-
ficiency derived from their experience and fo-
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cus on process maturity and continuous im-
provement. They can deliver higher service
quality because of the maturity of their pro-
cesses and their access to and familiarity with
the latest technologies. They can deliver im-
proved agility and responsiveness through
their advanced project-management skills,
their ability to quickly ramp up or scale down
resource capacity, and their ability to access
and leverage collaborative development
methods, such as agile software development.
And outsourcers can deliver these capabilities
on demand, sparing companies the consider-
able effort and time it would take to build
them internally.

Each of these benefits can translate into
meaningful competitive advantage. But real-
izing their potential value can be problemat-
ic. Take costs, for example. The potential for
cost savings remains the single biggest lure
for companies that outsource elements of
their IT. Yet surveys reveal a high degree of
dissatisfaction with the cost savings realized
from IT outsourcing.

BCG’s experience confirms this finding. In-
deed, we have found a particularly striking
relationship between IT costs as a percentage
of administrative expenses and a company’s
reliance on outsourcing (measured by out-
sourcing’s share of total IT spending). Our re-
search indicates that, for many companies,
rising IT cost savings correlate with increasing
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SIGNS OF IT OUTSOURCING GONE AWRY

Fundamental problems with IT outsourcing
rarely appear without warning—there are
typically cues along the way. These might
include the following:

Costs
e The ratio of IT costs to company
revenues does not improve.

e The underperformance of vendors
necessitates frequent financial settle-
ments to compensate the company.

Service Quality

e There is low satisfaction within the
company with the performance of key
areas or functions—for example, the
service desk.

e Vendors meet contracted service-level
agreements but do not solve the
underlying problems; as a result,
problems recur.

deployment of outsourcing only to a degree.
For example, a recent BCG benchmarking
study revealed that IT costs as a percentage
of administrative expenses at financial servic-
es companies do indeed fall as outsourcing
increases. But after a certain point, IT costs
as a percentage of administrative expenses
actually begin to increase. (See the exhibit.)
Moreover, we have observed a similar rela-
tionship between outsourcing and IT costs for
companies in other industries, and the pat-
tern holds over time. This suggests that a
company’s ultimate return on outsourcing
will be capped unless it can identify and rem-
edy the underlying problems.

These problems can take any number of
forms. For example, one company that was
seeking to reduce its outsourcing costs
through contract renegotiation saw its efforts
undone when the winning vendor began to
delay the delivery of key projects, limit re-
source availability, and reduce its investments
in service in an effort to recover its profit
margin. Another company, hoping to stream-
line and simplify its application landscape in
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Agility and Responsiveness to the

Business’s Needs

e Expected gains in agility and respon-
siveness fail to materialize because the
vendor or vendors cannot free up the
right resources for the project or
challenge at hand.

e The company must frequently take
corrective action to fix problems in
areas tasked to vendors, keeping
internal resources occupied with
low-value activities and thus delaying
completion of the company’s high-prior-
ity projects.

e The time it takes to resolve major
incidents increases, leading to high
system downtime.

If your company is experiencing any of
these, it is time to act.

order to achieve greater agility, abandoned its
existing outsourcing program (which involved
more than 300 vendors) and established a co-
sourcing business unit led by a single vendor
and the company’s IT department. The com-
pany failed to manage the transition well,
however, resulting in a loss of critical know-
how and delays in project completion.

A third company, seeking to improve its ser-
vice quality, negotiated a large outsourcing
deal with a leading infrastructure vendor. But
the vendor failed to perform at the promised
level because of internal misalignment and
bickering, with the account representative
blaming both the terms of the deal (“This is a
money loser”) and the vendor’s management
structure (“Each of the many internal groups
working on your behalf has its own incen-
tives, and I have no control over them”).

As these examples illustrate, vendor under-
performance is a common reason why out-
sourcing efforts skid off the rails. A vendor
may have oversold its capabilities and be
unable to deliver the targeted service levels
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at the specified price. But the fault lies near-
ly as often with the company itself. IT man-
agement may lack the necessary capabilities
to negotiate the outsourcing contract or
manage the company’s outsourcers efficient-
ly. Or the company may be operating at the
wrong scale to realize the desired savings.
Or vendor KPIs and incentives may be un-
clear or misaligned with the company’s ob-
jectives.

Ensuring Outsourcing Success

There are essentially two avenues for ad-
dressing these types of problems. The first is
a review of vendor contracts, potentially fol-
lowed by their redefinition or renegotiation.
A new or improved contract will help protect
the company’s interests on multiple levels. It
will provide appropriate incentives to ensure
that the vendor’s (or vendors’) interests are
aligned with the company’s needs and expec-
tations. It will minimize or eliminate the pos-
sibility of unexpected costs, such as settle-
ment fees or training costs. And it will ensure
that the collaboration between company and
vendor is set up for success. Contract and ven-
dor management must be ongoing.

The second, more important, and often for-
gotten lever for ensuring successful IT out-
sourcing is optimization of the company’s I'T-
outsourcing operating model. This entails
action on several fronts:

e IT service-delivery processes must be
examined from top to bottom to identify
key opportunities for improvement.

e The company’s internal IT organization
must possess the ability to effectively
orchestrate relationships with vendors
and ensure that handover points are
managed smoothly. This entails a defini-
tion of processes and of roles and respon-
sibilities.

e The IT organization must be able to
effectively manage the business’s de-
mands and identify the required IT
systems and services.

e The appropriate metrics and incentives for
all parties must be in place and there
must be sufficient transparency to allow
for proper monitoring, measurement, and
steering.
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ACHIEVING maximum value from IT out-
sourcing is not easy. It requires a strong
internal IT organization, committed and capa-
ble vendors, and an optimized relationship
between the two sides, supported by a solid
contract. Future articles in this series will look
at these levers in detail, including an exami-
nation of best practices in IT-outsourcing con-
tract structure, content, and execution and
how to drive end-to-end improvement in the
company’s IT-outsourcing operating model.
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