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Outsourcing in the New Economy: Highly Focused for

Expertise and Speed

Whitney Blake Chason, CRITO Felow
Center for Research on Information Technology and Organizations
Univergty of Cdifornia, Irvine

In the pagt, large companies tended to
provide virtudly dl of ther I/S functionsin-
house, often through massve data centers
equipped with mainframes and
minicomputers and centraized 1/S
departments. Few end users made use of
computers — and those were generdly in the
form of terminds. However, thisform of
centraized computing often led to a
disconnect between 1S departments and
business units. With the advent and
proliferation of the personad computer
beginning in the early eighties, computing
services arted to spread throughout the
corporation. Computers started to replace
typewriters and provide added functionality.
With the introduction of LAN’s and
dropping prices, PCs continued to make
their presence felt in the corporation. And
then came Windows, adding a degree of
user-friendliness to the desktop. Computing
took off. Office applicationstook off, emall
dowly mede its presence fdt, client-server
computing made data driven applications far
more complex and easily developed, but
there remained many questions about returns
on investment. And then came the Web.

When we look at the various trends that
emerged in corporate computing, we notice
severd periods of rapid development. These
growth periods have helped lead to the
proliferation of outsourcing. New
technologies required skills that could not
aways be found within corporate I/S
departments as well as placing huge saffing
demands for systems development and
services that did not require extengve full
time gaff beyond the implementation

period. All but the smplest projects
required increasing levels of specidized
knowledge — often gpplication specific — and
the failure to engage in these projects would
leave acompany a a compstitive
disadvantage.

Major Project Requirements

In the late eighties and early nineties, two
mgjor types of projects were engaged in
more or less universally: LAN development
and development of dlient-server
goplications. In the early- to mid-nineties,
enterprise resource planning (ERP) systems
gained wide recognition. Demand for these
systems far exceeded the poal of qudified
personnd available to implement them. The
codgis associated with hiring new resources
and providing adequate training for these
projects made more sense for consulting
organizations than for individua
corporations. When the Web started to gain
criticd massin the mid- to late-nineties,
corporations again rushed to implement
web-basaed systlems. Again, demand for
qudified personnel exceeded supply.
Findly, in thelate ningties, the imminent
approach of Y 2K forced corporations to
make ready for the date changeover. These
preparations to take care of the “Y 2K bug’
once again placed huge pressure on the
supply of personnel, and the temporary
nature of preparing for the date rollover
made hiring and training of corporate
employees a high cost proposition.

Againg this backdrop, add application and
system specidization aswdl asthe



recognition of best practices, best-of-breed
and amyriad of other buzzwords, and we
end up in anew economy where outsourcing
becomes a prime candidate for 1/S work.
Furthermore, many companies that have
chosen to keep this work in-house and
provide the training necessary for their I/S
gaff have begun to provide outsourcing
services for other corporations.

Outsourcing Trends

According to arecent survey conducted by
CRITO, outsourcing of the I/S functionsin
corporaionsisgrowing. But thekind of
outsourcing that isgrowing isn't “tota
outsourcing” — where nearly dl of the /S
function is turned over to an outsourcer like
EDS, CSC or IBM Globa Services. Rather,
itis“partiad outsourcing” where certain
functions like systems maintenance, e-
commerce development or web Site hosting
are turned over to specidigts.

Most corporations continue to provide their
information sysems functions in-house
through a centrdized I/S department.
However, the recent ITR Survey conducted
by CRITO indicates that thereisadow

) trend shifting I/S
Thel TR Surveyis | gyending away from
anannua survey central 1/S units
conducted by towards
CRITOto departmental units
Investigate _ and outsourcing
corporatetrendsin | (Figure1). The
Information survey indicates
Technology. approximately 10%

of thetota I/S

expenses occurred outside of the I/S
department in user departments and an
additiond 15-17% was used for outsde
services. The proportion of tota I/S
expenses dlocated to outsde services has
tripled from 3.9 to 11.7% between 1991 and
1999.
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Staffing and hardware expenditures have
declined over the past ten yearsrelaive to
the total 1/S budget. Meanwhile, the portion
of the I/S budget alotted to outsourcing has
seen asgnificant increase over the same
period (Figure 2). Dataisnot available
between 1996 and 1998. However, it should
be noted that the dight decreasein
outsourcing as a portion of thetotd 1/S
budget from 1995 to 1999 may be largely
duetothe Y2K issue.

Outsourcing was a a high leve in the mid to
late nineties due to implementations of

large, corporate-wide systems — especidly
ERP systems like SAP and Peoplesoft — and
changes from legacy sysemsto dient-server
based systems. However, after completing
Y 2K preparations in 1999, many firms were
reluctant to begin new projects prior to the
daterollover.

Additiondly, the decrease in gaffing
expenses (Figure 2) is not surprising given
the generd business climate during the
nineties— atrend toward corporate
downgizing and a shift toward focusing on



core competencies. The trendsfor
outsourcing and gaffing can aso be
attributed to providing increasd flexibility
and specidized expertise.
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There are avariety of 1/S functions that
could be outsourced including software
development, technical support, networking,
web development, inventory manegement
and data center operationsto name afew
(Table1). In 1999, among dl firmsin the
ITR survey, the greatest proportion of firms
outsourced new systems development
(85%0), which might include implementation
of ERP, CRM or web based systems.

Three of the tasks presented in Table 1 are
activities that outsourcers can excd in while
freeing up I/S resources for other activities.
These are data center operations, managed
desktop services and network operations.
Outsourcers can provide these tasks through
specidized expertise, greater experience and

resources. Outsourcing the maintenance and
enhancement of current sysems can dlow a
firm to redeploy current saff to new projects
because maintenance may not necessarily
represent afull time task. Also, the
experience provided by the outsourcers can
prevent serious blunders when making
hardware and infrastructure choices.

Over two-thirds of the firmsin the survey
utilized outsourcing for maintenance and
enhancement of current systems and for
managing desktop services (which includes
ingdlation, maintenance and management
of desktop computers). Additiondly, nearly
haf utilized outsourcers for network
operations. Surprisngly, only 28% of the
firms used outsourcing for data center
operations.

It isinteresting to note that athough 85% of
firms utilized outsourcing for new sysems
development, they used it for only aportion
(25%) of their new development activities.
Such outsourcing usudly semsfrom a
firm’s desire to make use of best-of-breed
technology, specidized expertise or to
rgpidly mohilize for the development of a
new sysem. This suggeststhat the
developments tend to be project based and
of limited scope.

Table 1 — Outsour ced Activity Rates

% Firms Mean % of
using activity

I/S function outsourcing  outsourced
Data c_enter 27.9 34.8
operations
New systems 85.4 24.6
development
Maintenance and 69.1 30.8
enhancement
Managed 72.1 36.4
desktop services ‘ '
Network
Operations 46.5 28.7




Outsourcing Decisions

There are severa reasons why firms might
turn to outsourcing. They include the
decision to acquire new competencies,
disstisfaction with internd provision of
services, cost reduction, quality gains,
incorporation of best-of-breed technology
and best practices, staffing shortages,
expertise requirements and experience.

Research from IDC indicates prime causes
for outsourcing include limited accessto IT
expertise and other resources required for
implementing large- scale gpplications and
the rapid growth of e-commerce and other
new technologies in which the company has
an insufficient established base of expertise.
[Tracking the Trends: IDC on Outsourcing
by Anne-Chrigtine Strugnell, Oracle
Publishing/Profit Magazine: Feb, 2000]

The variance between the number of firms
outsourcing activities and the percentage of
the activity outsourced indicates that saffing
concerns are asgnificant factor leading to
outsourcing, especialy where the work
could be doneinternaly &t the cost of losng
those resources for other projects. Three
examples of thisare in the provison of
managed desktop services, maintenance and
enhancement of software, and network
operations. For each of these activities,
outsourcing is an ided solution if affing
requirements are a concern or if the total
cost of an outsourcing contract is lower than
interna cogt.

The survey aso reveded an interesting
aspect of outsourcing. When firms
outsource an activity, they do not outsource
it entirely, athough nearly one-third of dl
activities presented intable 1 are
outsourced. It isalso important to recognize
that outsourcing tends to be project based.

Project based outsourcing dlows afirm to
maintain control of thelir systems
development aswell as1/Sfunctionsin
generd. Complete outsourcing could
represent aloss of control to outside firms.
If elther the outsourcing contract is not
renewed or the outsourcers must be fired,
the firm may lack information necessary to
successfully take control of their systems.
Using outsourcers for project-based
assgnments dlows the firm to maintain
control and limit their potentid losses. Each
project should be independent with specific
objectives and quality metrics, and should
be independent. Moreover, utilizing project
based outsourcing leads to smpler handoffs
and dlows a company to detect qudity
problems at predetermined project
milestones.

Furthermore, the trend toward outsourcing
projectsis an extension of prior investments
in 1/S departments and their trestment as
profit/loss centers. Many firms have taken
the approach of treating infrastructure and
basic IT functions as a corporate expenditure
while requiring individua business unitsto
use their own budget for I/S projects. This
creates a Stuation where firms have aready
been insourcing ther projectsto I/S
departments. Thelogica extenson —
business units can choose to outsource the
same projectsif they believe they will
receive better service, more advanced
technology, and/or lower costs.

Outsourcing Costs and Risks

In light of the trend toward outsourcing, it is
important to consider the associated costs.
The decision to outsource must do more
than take into account the dollar vaue of the
endeavor, but aso the opportunity costs and
risksinvolved. Outsourcing is supposed to
provide expertise without the need for
additiond sgnificant training —which can
become a mgjor expense for some projects.



Consder the cogt of training Saff in the
inner workings of a product like SAP—
training costs can eadly run into the
hundreds of thousands or millions of dollars
Bringing in outsde consultants reduces
training costs and aso alows the project to
begin sooner with alower probability of
falure due to experience.

Similarly, the time required to become well
versed in new technology can impede the
momentum of aproject or dday its
implementation past the point of usefulness.
By the time internd dtaff isableto imple-
ment anew system, there may be better
technology avallable. What then? Switch to
the new technology and consider the time
and money spent in training and preparaion
asunk cost? Or proceed with the project
anyway? Thededay candsoleadtoa
competitive disadvantage where competing
firms are dways afew steps ahead —
possibly resulting in huge dollar losses.

Additionaly, where large costs and gtaffing
expenditures are necessary through
implementation but diminish subgtantialy
afterwards, the choice to perform the work
in-house requires employees to be retrained
a it'scompletion or let go—acost thet is
avoided by outsourcing.

Of course, outsourcing is not without
sgnificant risks relating to agency costs and
intellectud property. Eric Clemons
associates three types of sgnificant risk
from outsourcing in hisarticle, “The
Build/Buy Battle’ [CIO Magazine: Dec 1,
2000 Magazing):

1. Shirking — Thisiswhen avendor
deliberatdly under performs while
daming full payment.

2. Poaching - Representing aclient’sloss
of control over an information ass4t.

3. Opportunigtic repricing or holdup —
After initid investments, vendors may

demand additiona payment or a
reworking of the contract.

Conclusions

An anayss of datafromthe ITR survey
indicates adowly increasing trend toward
outsourcing. But the type of outsourcing
occurring is very sdective. It ismainly for
new systems devel opment, desktop services
or maintenance, and even then, only a
portion of these activities are outsourced.
Thistrend may be explained by the
increasing complexity required in new
systems development. Thelack of available
resources with the required training and
experience to implement them led to
increased outsourcing, and the increasing
pace at which new technologies are
emerging help to explain this upward trend.
Many experts bdieve this trend will
continue, due in large part to future web
development projects.

The costs and benefits associated with
outsourcing often make decisonsto
outsource I/S activities difficult. Only
through a careful andysis of the benefits and
risks can this decison be made.

Thisatideisthefirg in aseriesdiscussng
the findings of the current ITR Survey.
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from the NSF and the CRITO Consortium
(an NSF Industry-University Cooperative
Research Center). For further information on
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