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From the Vendor's Perspective: A Complementarities Theory View on the Value Proposition in IT Outsourcing

Abstract

To date, most research on IT outsourcing concludes that firms decide to outsource IT services because they believe that outside vendors possess production cost advantages. Yet it is not clear what enables vendors to provide production cost advantages.  In fact, given contractual threats associated with outsourcing, large firms are wondering if they can replicate vendors’ production cost advantages in house. Mixed outsourcing success in the past decade calls for a closer examination of the IT outsourcing vendor's value proposition. While the client’s perspective on outsourcing and the client-vendor relationship have been examined in the IT outsourcing literature, the vendor's perspective has hardly been explored.  In this paper we conduct a close examination of vendor strategy and practices in one long-term successful systems management outsourcing engagement.  Our analysis indicates that the vendor’s value proposition was based on the economic benefits derived from developing a complementary set of core competencies and market strategy.  We use the economic theory of complementarities to explain the IT vendors’ value proposition and how they can offer services that can not be readily replicated internally by client firms. 
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From the Vendor's Perspective: A Complementarity Theory Based View on the Value Proposition in IT Outsourcing

Introduction

The brief history of IT outsourcing includes episodes of both high hopes and bitter disappointment. Eastman Kodak's landmark outsourcing of its IT services to IBM, Digital Equipment Corporation, and Businessland in 1989 (Applegate and Montealegre, 1991) thrust IT outsourcing into prominence. Since then the outsourcing industry has been growing at a staggering rate of about 20 percent a year (Caldwell and McGee, 1997). According to a recent Dataquest survey, the IT services market will grow from $474 billion in 1999 to $541.3 billion in the year 2000 (Hagendorf, 2000). IT outsourcing also accounts for a large percentage of IT spending, estimated at about 30% of IT budgets (Mason, 2000). But even as new forms of outsourcing relationships, such as Business Process Outsourcing and ASPs, have appeared on the scene, both outsourcers and their clients are struggling to understand the outsourcing value proposition. 

Although most firms are looking for cost savings from outsourcing (Ang and Cummings, 1997; Ang and Straub, 1998; Loh and Venkatraman, 1992a; Loh and Venkatraman, 1992b; Slaughter and Ang, 1996; Walker and Weber, 1984), many have multiple reasons for outsourcing, including improved technology and technical services and the ability to focus on their core business (Anonymous, 2000; Lacity and Willcocks, 1998)
. The intended benefits, however, often have not materialized (Earl, 1996). A survey of 431 Chief Information Officers found that client firms have consistently been disappointed with the results of their outsourcing agreements (Scheier, 1997). Another study IT sourcing decisions found that only 54% of the agreements realized expected cost savings (Lacity and Willcocks, 1998). This dissatisfaction with existing agreements has not, however, led to disillusionment with the concept. Clearly, many firms of all sizes believe that IT vendors will be able to generate significant benefits in the future. Is this belief justified?

The case study presented here contributes to the recent stream of research that uses qualitative data to examine the history of ongoing outsourcing relationships (Kern, 1997; Koh, et al., 1999; Lacity and Willcocks, 1998; Lacity, et al., 1995; Sabherwal, 1999; Saunders, et al., 1997). Unlike most of the prior literature, however, this case study focuses primarily on the vendor’s perspective. By focusing on one vendor’s application maintenance outsourcing engagement, this paper explores how an IT outsourcing vendor can deliver value to a client. 

The paper is organized as follows. First, we review existing research on IT outsourcing and we examine the theory of complementarities as an explanation for IT outsourcing decisions. We then describe the methodology for collecting and analyzing the case study data. In the following section, we present the case data. Then we analyze the data in light of complementarity theory to establish the value proposition for IT outsourcers. Finally, we discuss implications for researchers and practitioners.

Background

Outsourcing is an outcome of a firm's "make versus buy" decision, and as such has often been viewed through a Transaction Cost Economics (TCE) (Williamson, 1979) and Theory of Incomplete Contracts (IC) (Hart, 1989) lens (Ang and Cummings, 1997; Ang and Straub, 1998; Nam, et al., 1996; Nelson, et al., 1996; Walker and Weber, 1984). According to this research tradition, sourcing decisions are correlated with asset specificity, environmental uncertainty, potential number of vendors, and frequency of transactions. In an IT context, these factors translate into unique skill requirements of IT personnel, need for customized IT methodologies, costs of renegotiating service contracts, need for close monitoring, and similar specialized, risky or sporadic resource requirements (Ang and Straub, 1998). To date, however, empirical studies have provided only mixed or weak support for these theories as an explanation for IT sourcing decisions (Ang and Cummings, 1997; Ang and Straub, 1998; Nam, et al., 1996; Nelson, et al., 1996). 

Institutional theory (DiMaggio and Powell, 1983) is another research lens that has been applied to the IT outsourcing phenomenon. This tradition argues that, faced with uncertainty in decision making, firms will be influenced by institutional forces such as outside consultants, stock market analysts, government agencies, professional organizations, as well as by internal customers, into mimicking what other (especially well-known) firms are doing. Institutional explanations have received some empirical support (Ang and Cummings, 1997; Hu, et al., 1997; Loh and Venkatraman, 1992b), but they explain only the initial motivation for outsourcing. They do not help predict when a firm will generate value from its outsourcing initiatives. Firms’ mixed experiences with outsourcing beg for theories that can help explain the outsourcing value proposition.

One theory that attempts to explain this is neoclassical economics (reviewed in Williamson, 1979). This theory posits that organizations concentrate on producing goods and services in which they have production cost advantages and contract out for those goods and services in which they have comparative cost disadvantages. Thus, firms that choose to outsource IT do so because they believe that IT service vendors can offer lower costs due to economies of scale and scope (Ang and Straub, 1998; Loh and Venkatraman, 1992a; Slaughter and Ang, 1996). In fact, studies have shown that proposed cost savings significantly influence sourcing decisions (Ang and Cummings, 1997; Ang and Straub, 1998; Loh and Venkatraman, 1992a; Loh and Venkatraman, 1992b; Slaughter and Ang, 1996; Walker and Weber, 1984). Moreover, given appropriate contractual structures, many firms acknowledge receiving cost benefits from outsourcing (Lacity and Willcocks, 1998).

The economies of scale and scope argument is intuitively appealing. Smaller organizations cannot afford (or attract) a set of IT specialists with a wide range of skills. In addition to the cost-savings benefits, neoclassical economics theory would also support the notion that smaller firms can get access to new technologies through outsourcers who, because of their size, tend to acquire hardware and software more frequently and thus can introduce new technology at a faster pace. But this theory appears to offer only a partial explanation for an outsourcer’s value. For example, neoclassical economics would suggest that outsourcing has little to offer large firms, because they can generate economies of scale and scope internally by reproducing the production methods used by vendors. Yet many large firms believe that outsourcing can bring them value. Nor can neoclassical economics explain how outsourcers can provide other, more strategic, benefits, such as allowing firms to focus management attention on their core business. 

The concept of core competencies has become a popular justification for the outsourcing phenomenon (Barney, 1999; Hamel and Prahalad, 1996; Quinn, 1999). According to this theory, in at least some circumstances, IT outsourcers are better positioned to offer world-class IT capabilities than an internal IT unit (McFarlan and Nolan, 1995; Quinn, 1999). This is because vendors can focus on developing IT-relevant capabilities. By focusing their attention on delivering IT services, these vendors should be able to develop world-class efficiencies and skills that non-IT firms, due to competing priorities, would be unable to develop. Accordingly, the core competency concept might argue that the production economies central to neoclassical economics arise not just from the vendor’s relative size advantage, but also from the vendor’s focus on developing IT capabilities. 

The theory of complementarities lends support to the argument that outsourcers’ core competencies are a source of potential value for client firms (Milgrom and Roberts, 1995). This theory demonstrates that resources are better leveraged by pursuing complementary activities -- activities that produce higher benefits if used together than if used separately. Economies of scale and scope emphasized by neoclassical economics are examples of complementarities in that they refer to the higher value from producing many goods or different types of goods together than from combining the individual values generated by producing each good separately. The theory of complementarities uses mathematical models to explain the traditional notion of fit between strategy and structures (Milgrom and Roberts, 1995). It posits that firms that develop complementarities between their market strategies and their internal activities and among the individual activities can get higher returns on their investments that firms that do not exploit such complementarities (Milgrom and Roberts, 1995). Core competencies are then seen as internal activities that are complementary with a firm's market strategies across several markets within an industry (Milgrom and Roberts, 1992: p. 554). The theory of complementarities implies that the reason core competencies will lead to world-class capabilities is because as a firm engages in complementary activities it develops a “natural momentum” that Milgrom and Roberts attribute to improving methods in the course of using them (1992: p. 543). This makes a firm’s methods “even more effective and valuable” (Milgrom and Roberts, 1992: p. 543). 

Although core competency theory is typically used to examine competitive differentiation among firms within an industry, complementarity theory can be used to explain how an industry, such as IT outsourcing, can generate value for its customers. Firms in an industry pursue core competencies to address their clients’ needs under the constraints specific to their industry while their clients pursue strategies and develop competencies suited for their industries. Thus, IT vendors are focused on developing a complementary system of IT-relevant core competencies that fit their strategic focus on IT services. Their clients, on the other hand, develop competencies that address constraints and demands of the markets in which they compete, so replicating all of the IT-based competencies may be hard or even in conflict with their main strategy. Because non-IT firms are likely to replicate only some of their vendors’ core competencies, they will generate inferior outcomes.

The theory of complementarities extends neoclassical economics and core competency views to address the question of how IT vendors can deliver value to clients. In this paper we will investigate if and how IT service vendors develop complementary competencies in the IT services industry that can deliver strategic benefits to their clients. We describe a case study of a seven-year-old outsourcing relationship that was viewed as successful by both sides. It is important to note that the outsourcing relationship we are describing is for systems management (application maintenance, support, and enhancements). Thus, the core competencies we identify may be specific to systems management. However, by examining our findings in light of complementarity theory, we will develop more generalizable lessons about how outsourcing vendors can deliver long-term strategic benefits.

Methodology

To investigate if IT services vendors could provide long-term benefits to clients while pursuing their own strategy we needed to closely examine long-term outsourcing relationships that were perceived to be successful by both sides. Because our goal was to generate new theoretical insights on the basis of data we used inductive concept development methods (Corbin and Strauss, 1990), which we iteratively linked with theoretical ideas from prior literature on outsourcing and business strategy. Case study methodology (Yin, 1984) was particularly appropriate for our investigation because we were trying to understand innovations (successful strategy and competencies) put in place by IT practitioners (Benbasat, et al., 1987). The study employed qualitative methods (Miles and Huberman, 1984) to understand the socially rich nature of the outsourcing relationship and individual perceptions of the rationale behind staffing and management decisions. Although the primary unit of analysis was the vendor's management practice on the outsourcing engagements, the investigation also involved other levels of analysis such as the individuals on both sides of the engagement, the client’s organization, the vendor’s local branch organization, and the vendor’s organization as a whole. Our approach to the data analysis is presented in Appendix A.

Site Selection

We chose the site in part because the client-vendor engagement was widely perceived as successful by both sides. In addition, we were offered access to all relevant levels of the vendor and client organizations and to business users (see Table 1). Most of the existing empirical research on outsourcing presented data only from clients’ sources (e.g. Ang and Cummings, 1997; Ang and Straub, 1998; Applegate and Montealegre, 1991; Loh and Venkatraman, 1992a; Loh and Venkatraman, 1992b; Nam, et al., 1996; Nelson, et al., 1996; Saunders, et al., 1997; Walker and Weber, 1984). Those few studies that sought both client's and vendor's perspectives (e.g. Kern, 1997; Lacity and Willcocks, 1998; Lacity, et al., 1995; Sabherwal, 1999) collected data primarily from contract and engagement management levels. A richer set of data from both sides of the relationship helps verify the overall success of the engagement as well as to identify complex contextual factors that make a given relationship work. Thus, the site presented an extraordinary opportunity for broad access to a successful outsourcing engagement.

Data Sources and Collection

Data collection took place in the Spring of 1998. It involved a variety of techniques including unstructured and semi-structured interviews, documentation, archival records, direct observations, and the collection of physical artifacts such as manuals, forms, and project archives (Yin, 1984). Semi-structured interviews lasted from forty minutes to two hours. Table 1 shows the types of interviewees and number of interviews conducted
. Additionally, the collected documentation included vendor and client companies’ project management methodology
 documents, some contract documents, vendor company training manuals, on-going as well as completed project notes and reports, and printouts of various project forms and deliverables. One of us also observed several project meetings and training sessions on-site. 

Table 1. Interviewee Type and Number of Interviews 

Interviewee Type
Number of Interviews

Vendor Organization


Executive Leadership
3

Branch Management
4

Engagement Management
2

Project Management
4

Consultants
5

Client Organization


IS Department Management
1

Engagement Management
1

Project Management
1

User Managers
4

User Staff
3

Total
28

Data covered six main dimensions: engagement history, client’s management philosophy, vendor’s management philosophy and processes, knowledge sharing practices, staffing, and results to date.
 Table 2 provides description for the dimensions used in the investigation. 

Table 2. Dimensions Guiding the Inquiry

Dimension
Description

Engagement History
Reasons behind the outsourcing decision. Vendor selection process. Size, scope, structure, and length of contracts.

Client’s Management Philosophy
Degree of control over operations. Approach to building the relationship with the vendor.

Vendor’s Management Philosophy and Processes
Degree of control over operations. Utilization of a Software Engineering methodology. Approach to building the relationship with the client.

Knowledge Sharing Practices
High level goal setting. Everyday communication among involved parties. Technology used to support sharing. Collaborative culture. Incentives for sharing. 

Staffing Decisions and Challenges
Hiring practices. Training. Assignment rules. Promotion rules. Employee satisfaction. Turnover.

Engagement Success
Critical success factors. Perceived rating of success so far. Areas of concern.

The Vendor

The vendor, ABC
, is a medium-sized 30-year old firm providing large organizations with a variety of IT outsourcing services through a North American network of branch offices. In the decade preceding 1998, the company has demonstrated financial success through an average compound total return over 50 percent a year – much higher than the software industry average of 26.9 percent. Its total return was higher than 150 percent in 1997, compared to a software industry average of 46.1 percent. Revenues for 1997 were up 40 percent from 1996, and net income for 1997 was up 81 percent from a year earlier. 

At the time of the study, ABC’s top management considered its Metropolis branch, the focus of this case, to be one of its most successful regional operations. In addition to consistently high financial results in both profit margins and revenue growth, this branch pioneered a number of operational innovations including major software engineering methodology improvements, broader employee recognition programs, and an expanded Project Office (explained below). 

The Client

The client organization is the Human Resources Information Technology (HRIT) department of Telecom, one of the world's premier voice and data communications companies. Telecom serves millions of customers including consumers, businesses, and government and provides telecommunication outsourcing, consulting, and networking-integration services to large businesses. In recent years unprecedented changes in the telecommunication industry, such as the Telecommunications Act of 1996, the emergence of the Internet, and the opening of global markets for worldwide competition, forced Telecom to reevaluate its cost base and streamline its operations. Subsequently, in 1996 and 1997 the company underwent a major restructuring effort, which, among other things, resulted in greater centralization of its IT operations.

Engagement History

This section of the paper discusses the history of the engagement elaborating on HRIT’s organizational context, its vendor selection process, ABC’s strategy and practices on HRIT’s engagement, and the resulting outcomes. 

Telecom’s Human Resources Information Technology Department

At the time of the study, HRIT consisted of about 250 persons who were responsible for IT support of the firm’s corporate human resource function. In 1993 corporate IT leadership directed HRIT to migrate all systems to client-server technology and to reduce support costs as much as possible. HRIT was also charged with maintaining all systems according to corporate infrastructure standards, which required regular upgrades to new software and hardware platforms.

In 1993 HRIT management was primarily concerned with: 

1. Reducing IT maintenance costs, 

2. Focusing on strategic systems development 

3. Sustaining or improving customer (user) satisfaction

IT maintenance costs were high because of a culture that habitually attempted to fully address each maintenance request rather than ensure cost effective operations. As the district manager, the head of HRIT’s department, observed: 

Development teams are rarely charged with realizing operational efficiencies of the system. If you think about what happens with a development team, they get deluged with a set of requirements, they narrow those down so they can make a release. They make a release and what do they do as soon as they turn the release up and make sure that the systems run? They start on all that stuff that they couldn’t get in. … Note you never incent people to roll up their sleeves, look at the code that’s there in the data center that’s running and figure what it needs to make it run more efficiently.

Because IT teams had not focused on efficient operations, HRIT had created an IT environment that was highly inefficient. In addition, individuals responsible for maintaining legacy systems often lacked motivation to excel in the maintenance role. Much of the development work was handled by outside IT consultants with expertise on the newer technologies. HRIT employees often felt “trapped” in the mainframe world. The HRIT district manager explained:

Well, how does that make me feel if I’m a TELECOM employee? I work for HRIT for a while, and I’ve been working on this mainframe stuff all my life and I see somebody getting to work on client server things over here -- exciting, resume’ enriching, cutting edge, interesting stuff. That’s not the best thing in the world for my morale. I would have at least liked to have had the chance to do that.

Assigning the more interesting development tasks to consultants not only ignited “skill envy,” it meant that some HRIT managers were over-extended due to the administrative requirements of hiring, training, and compensating contracted resources, which created additional inefficiencies.

HRIT was concerned about its ability to focus on strategic systems because maintenance requirements, Y2K, and systems upgrades were consuming most of its IT resources. Thus, they had little opportunity to deploy strategic systems. Consistent with corporate standards, HRIT had decided to migrate much of the functionality of its transaction processing systems to PeopleSoft
. Despite being considered a strategic imperative, the PeopleSoft implementation was moving slowly. HR was struggling to recognize and address systems priorities. 

Anticipating budget cuts, HRIT was concerned about its ability to sustain customer satisfaction. In the past, users had been quite satisfied with IT service delivery. As resources were diverted to the PeopleSoft application, HRIT was concerned that reduced services would lead to user dissatisfaction. In addition, increased turnover among IT support stuff at HRIT often resulted in the loss of key knowledge necessary to be effective in systems support, exacerbating HRIT’s concerns with user satisfaction. 

To address these challenges, HRIT’s management decided in 1994 to outsource its legacy system support operations and charge a new service provider with improving operational efficiency. HRIT’s goals in outsourcing its system maintenance operations was to reduce maintenance costs while providing HR users with a satisfactory response to changing business and technological conditions.

HRIT’s Vendor Selection Process

In order to launch the outsourcing solution, HRIT chose ABC from a set of about ten existing contractors for a pilot project. HRIT’s district manager explained that: 

We had experience with ABC, we knew they were pretty good. The others … I mean I wouldn’t say that any of the ten relationships on a scale of one to ten were greater than five. None of them were good. But I think the relationship we had with ABC was probably better than the others were. They were better performers. They had more credibility with us than the others did when we started.

The pilot project outsourced maintenance for just a couple of applications. ABC was charged with not only maintaining the systems but with improving processing efficiency so as to reduce data center bills. The pilot project was highly successful, meeting HRIT's cost and quality requirements:

They did a wonderful job. … After six months we were showing annual savings of somewhere between $250,000 and half a million dollars
. … They did a very good job and they saved us a lot of money. And they kept our customer satisfaction levels very high. (HRIT’s district manager)

In early 1995, HRIT decided to outsource a set of about 25 different applications for two years for about $13 million. Despite its satisfaction with ABC, HRIT used a Negotiated Competitive Bidding approach to determine its service provider.
 Five vendors were invited to make presentations on their approaches to outsourcing. HRIT’s district manager recalled:

We listened to all of them and we made the decision based on not just money, but our belief in the ability of the bidding organization to deliver. Part of that, and I would say the biggest component of that was their demonstrated methodologies and whether we believed their project management processes and methodology would mesh with ours… So we chose ABC.

At the end of the first full year of the outsourcing contract, HRIT realized estimated cost savings of over one million dollars in data center processing costs (roughly 13% of the outsourcing contract costs). Subsequent years’ results also exceeded HRIT’s cost saving and quality of service objectives. In particular, ABC drove down the number of production calls and corrective maintenance requests, which permitted more enhancements to existing systems than anticipated. As the relationship between partners grew, the size and scope of the contract expanded. Meanwhile, HRIT was able to utilize the resources freed by the outsourcer to successfully implement PeopleSoft as well as other specialized packages. In 1997 the contract with ABC was extended for a year. How did ABC manage to meet and exceed client’s expectations?

ABC’s HRIT Engagement

ABC’s Metropolis branch management defined its goals largely in financial terms, i.e. revenue growth and profit margins. The branch manager explained: 

Presumably if we’re managing it [the outsourcing relationship] well, we’re doing it with a minimum number of people, which means that our cost is lower and our margin goes up. … The real measure of success to me is the profitability. …. In the organization all of these people are incented financially to meet the profit goal of the branch overall. … But honestly, most of them are motivated by the quality of the work that they do, I think. We pretty much all are. It’s nice to get a bonus, but I don’t think that’s really how we’re driven. … Without quality we won’t have the financial success. It clearly follows or does not follow, and we know that from past experiences.

To deliver the best value to its client and win more business, ABC intended to become a world-class IT services provider. Towards this end, ABC emphasized the development of core competencies in IT services and control over management practices on the engagement that would allow it to put these core competencies in practice. Control over engagements was realized through Level of Service Agreements (LOSA), which offered a client a predetermined level of service for a fixed cost. Metropolis branch manager summarized ABC’s approach to systems management:

The major philosophy of outsourcing is that ABC is taking a risk … One of the benefits of an outsourcing contract, particularly a big one, is that we can control the staffing, so that we can bring people in and rotate people out, and provide good career advancement and good training for our employees, while still maintaining a level of service.  The larger the engagement, in general, the more flexibility we have in doing that, so we as an organization can be more successful that way and give more opportunities to our employees. … We would be able to successfully propose and engage in these kinds of assignments using our methodology … The more that we can control and manage, the better it is for us, and if we can do it successfully, the better it is for everybody.  This has been a pretty successful methodology.

ABC pursued its strategy by developing four major core competencies in IT services: 

· Personnel career development,

· Methodology development and dissemination,

· Customer relationship management, and

· Project management. 

The four core competencies are described below.

IT Personnel Career Development 

At ABC new hires began their professional development with a six-week training program on the firm’s objectives and methodologies. Following this initial training, junior staff populated teams that supported ongoing application maintenance engagements. The HRIT engagement, in particular, used junior consultants heavily in order to control application maintenance costs. Because junior staff were lower cost, management could slightly over-staff the engagement which allowed time for new staff to learn both the systems and ABC’s management approaches. The over-staffing also allowed management to develop redundant skills within a team. Redundant skill sets meant that consultants could be more flexible in their work hours and vacation schedules while still providing quality service to the customer. 

Because application maintenance work could quickly become uninteresting to individuals who enjoyed challenging technical or business problems, ABC attempted to sustain consultants’ interest in their work by looking for opportunities to rotate individuals within and across engagements. This allowed consultants to expand their technical skills and learn new systems and client businesses. Not surprisingly, HRIT would have preferred that ABC support the same application with the same staff over long periods of time so as to build a relationship with users and retain application specific knowledge. ABC's engagement manager for the HRIT engagement noted that ABC attempted to minimize visible impacts of staff rotations by rotating staff within—rather than across—the engagement:

[HRIT management] realizes that rotation is key. They realize that, and they’re fans of it… The client feels better with the more people we can get with multiple application knowledge. That’s the advantage of application outsourcing. If you locked somebody into that job full-time, then nobody is going to win long-term. All the knowledge base is going to be in one area. If that person leaves, then the world shuts down. That’s what we’re trying to prevent. 

Thus, the engagement manager was constantly attempting to balance Telecom’s need for a knowledgeable team with his consultants’ need to learn and find interesting assignments. As was common at ABC, he encouraged consultants to take classes offering advanced technology skills. In many cases, they could apply new skills in small assignments even while they were assigned to mainframe applications maintenance teams:

On one of my other accounts there are two people right now who have gone through and learned, took the CBT’s [advanced classes], gotten a backup ID [to do small assignments], and now both of those guys are UNIX Oracle developers. So we’ve been creative with that, and our mainframe people don’t mind doing mainframe, because they see the end of the line down the road. If we kept them doing mainframe for the next two years, they’d leave the company.

Despite these initiatives, ABC, like all IT companies in the late 1990s, struggled to retain IT employees in an environment of escalating salaries and rapid introductions of new technology. The branch manager at the Metropolis Office was very focused on increasing employee satisfaction, which she hoped would help reduce turnover from about 30% annually to around 10%. To supplement the firm’s ongoing professional development efforts, she established a Staffing and Employee Development office staffed with Personnel Development Managers (PDMs). PDMs were responsible for overseeing the career development of individual ABC employees. They participated in quarterly and annual staff evaluations and also met with employees on a regular basis to discuss their career concerns and future plans. 

To retain experienced consultants, ABC offered both a management and a technical hierarchy that allowed for compensation increases and growing responsibility. Increasingly, experienced consultants were also called upon to mentor junior personnel:

After you’ve been in this business for awhile, you’ve accomplished everything you can accomplish. The mentoring role doesn’t get old. I got probably a dozen letters from people or e-mails from people saying, “This is great.” It’s a new outlook on their job, they’re watching somebody really take off, and that’s fun (ABC’s engagement manager).

The engagement manager summarized ABC’s personnel policies as follows:

… we can keep the salaries in line and make it more of an enjoyable environment. People are being offered a lot of money today, and I think we’re being pretty successful with it. People have said that they love where they’re working right now and they’ve turned down a lot of money to go other places. One of my major goals is to create an environment where people want to work and it’s fun to work. 
The potential knowledge loss within the HRIT engagement that was posed by staff rotations, promotions, and departures was offset by ABC’s ability to standardize many of its project management practices. The Metropolis branch manager explained that ABC’s methodology was at the heart of this standardization:

One of the benefits of an outsourcing contract, particularly a big one, is that we can control the staffing, so that we can bring people in and rotate people out, and provide good career advancement and good training for our employees, while still maintaining a level of service. The larger the engagement, in general, the more flexibility we have in doing that, so we as an organization can be more successful that way and give more opportunities to our employees… We are able to successfully propose and engage in these kinds of assignments using our methodology.

Methodology Development and Dissemination

ABC’s founders developed a general project management methodology called Efficiency Management (EM) back in 1970s and ABC had thought of itself as a methodology company ever since. EM was a generic project management methodology aimed at reducing uncertainty and supporting communication within ABC and with clients. The EM book was a "Bible" for ABC’s management, but it did not deal with procedural issues like defining user requirements and determining the scope of the project. This is why ABC had also developed a specialized methodology for each of its major service delivery areas. The methodology used for systems management outsourcing, Application Maintenance Management (AMM), captured best practices from current and prior application maintenance engagements. AMM was a corporate function that was responsible for developing systems management outsourcing methodologies, disseminating knowledge about those methodologies, and supporting continuous improvement in the quality of service delivery. A project manager described the role of AMM:

The goal of the methodology, and the benefit of it, is that we cut down user production support calls and that allows us to spend more time on corrective and adaptive type MRs (Maintenance Requests)… From ABC’s point of view, one of the benefits of being able to streamline production support and user support is that ABC can pull resources off the team now; therefore, the cost to the organization is less for providing the same level of service.

At the time of the initial outsourcing decision, HRIT judged ABC’s methodology to be more advanced than that of its competitors, but by 1996 many companies in the systems management outsourcing industry had developed some kind of methodology. The real challenge posed by ABC’s competitors and clients became how to regularly disseminate an improved, more standardized methodology consistently across the organization. In response to this challenge, HRIT initiated an audit of its processes by the Software Engineering Institute (SEI). The SEI had developed the Capability Maturity Model (CMM)—a five-level model for judging the maturity of an organization’s software processes (Paulk, et al., 1993). CMM was intended to help software organizations improve their software processes by adopting an evolutionary path from ad hoc, chaotic processes (Level 1) to mature, disciplined software processes (Level 5). 

In late 1996, ABC put together a team responsible for bringing the HRIT engagement up from Level 1 to Level 3 compliance. The team was comprised of “CMM experts” spanning all levels of the engagement from junior staff to the engagement supervisors on the branch level as well as CMM specialists from other engagements and industry consultants. The team developed standard sets of “best of breed” documents from various ABC projects, software engineering literature, and suggestions from consultants. In the process they created electronic and paper repositories of forms and procedures. They trained the entire HRIT engagement team on new processes, standards, deliverables, and work documentation requirements supporting the new methodology. 

ABC’s HRIT engagement was able to move from Level 1 (chaos) to Level 3 (defined process) on the CMM scale in under a year as contrasted with the industry average of four years.
 ABC’s Systems Management Outsourcing local Practice Area Head attributed this success to ABC’s existing methodologies. CMM Level-3 certification not only provided a valuable credential for ABC when dealing with potential customers; it also resulted in a defect rate reduction from 26 percent down to 5 percent on the HRIT engagement. In 1999, ABC was also one of the few companies to get several of its engagements to Level 4 compliance certification.

In an effort to ensure that prescribed project management practices were followed at each engagement and to continually identify possible improvement opportunities, the Metropolis branch (like other branches within ABC) set up a Project Office. The Project Office audited each engagement on a quarterly basis focusing on compliance with ABC's approved practices and on identifying possible project management improvements. Project Officers would report problems back to the people who were audited, while branch management used audit results as input during project managers’ performance evaluations. The audits were also used to support continuous improvement of the methodologies. Project officers shared general learning from audits with ABC project managers in regular (every four to six weeks) branch project reviews and with the corporate AMM office as appropriate.  Metropolis operations manager noted:

What our group does [branch level Practice Managers and Project Officers] is we provide the input and advice to local branch people about what they should be doing. “You should improve the methodology this way.” “You should change the class to do this. …” We’re constantly collecting best practices and giving those to the corporate AMM practice group to be included in the AMM or intranet examples. So, for example, there is a new release of the methodology under development now. Methodology developers are receiving input from those of us who are CMM certified about how the methodology needs to be changed to better support CMM.

Branch management noted that implementing standard methodologies across multiple sites was an ongoing challenge. ABC's success as an organization rested, in part, with its ability to develop world-class methodologies and then implement them consistently across sites. In the pursuit of constant quality improvement, ABC created local engagement-level Software Engineering Process Group (SEPG). The SEPG served as a permanent vehicle for developing and leveraging the firm’s work with the Software Engineering Institute. The head of the SEPG on the HRIT engagement explained the vision for continuous methodology improvement:

The key is that one of the steps in the instructions [of the methodology] is to review other instructions and continually improve them. … So every time you execute instructions you are supposed to see what has been done, and see what was right and what was wrong.

Thorough documentation of processes allowed ABC management to seek suggestions for improvement from a variety of sources. For example, one manager noted that he had received useful input from two externally recruited project managers who, as they assumed their new roles, provided an assessment of ABC’s production support process. The emphasis on process improvement was formalized in the organizational structure. Engagement managers at local sites were reporting to corporate Practice Area Heads every other week about practices and changes at their engagements. At the branch level, Operations Managers, Practice Area Heads, and Project Officers were trying to make all engagements compliant with the methodology in order to maximize the learning that occurred at the most successful engagements. Individuals at sites that had developed innovative practices were temporarily assigned to sites that were attempting to implement those practices. 

Junior staff generally applauded ABC’s methodology for helping them understand expectations and how best to achieve them. One of the junior developers observed:

If I don't know in the beginning what the goal is, then I'm flying blind. I don't want to reinvent the wheel, so my incentive to follow [the methodology] is that I would rather use something that's there and has been proven to work than have to come up with it all on my own. 

This sentiment was not completely shared by some of the more senior ABC’s consultants. While still following the methodology, several senior consultants complained about the overhead involved in it, which could have been avoided given their advanced skills and experience. Other consultants occasionally objected to aspects of the methodologies because they believed that their situation was different from that on other engagements. In general, however, ABC’s methodologies were flexible enough to adjust to local contingencies. In fact, part of the methodology dealt specifically with how the methodology should be adjusted to a particular client’s needs. Branch management was working to overcome local resistance and, overall, the HRIT team saw great value from the methodology standardization efforts. The HRIT engagement manager commented:

[The methodology is] invaluable! The big thing is, everybody is on the same page. Every project team, every employee, every deliverable. Everybody knows what the outcome is, and what the steps are to get to the same outcome.

Best practices as captured in ABC’s methodologies emphasized knowledge accumulation and dissemination. ABC was able to capitalize on these methodologies to enhance customer satisfaction, because it had also developed a competency in customer relationship management.

Customer Relationship Management

In order to execute on its methodology and to implement its staffing policies, ABC needed cooperation from its clients. ABC started building the relationship with HRIT by delivering results. As the HRIT engagement team learned HRIT’s systems and applied ABC’s methodologies, they found that they could make significant operational improvements. Some of these improvements were specified in LOSA outlined at the start of the contract and led to some of Telecom’s anticipated cost savings. ABC, however, intended to consistently provide “more for less” and to share the benefits of improvements with the client. This was the cornerstone of ABC’s customer relationship management competency. ABC engagement manager noted:

As we improve the quality of the delivery of services, we might gain more time. So we might actually increase the level of service without additional cost. It is very common for us because of our methodology to improve or increase the level of service during the contract.

Customer management began when the contract was still in the discussion phase. ABC attempted to clearly understand the client’s goals and objectives for outsourcing and to determine whether they could meet those goals. Then in developing the LOSAs, ABC worked to manage the client’s expectations. 

Early in the relationship ABC managers instructed HRIT management in their methodologies and the role that HRIT and other Telecom employees would have in making the relationship work. In late 1995, HRIT assigned a full-time employee to communicate with ABC management, but as the contract—and the role of the liaison—grew, HRIT found it necessary to add a second person to help manage the relationship. By 1998, HRIT had a full-time coordinator co-located with the ABC engagement team, who along with the division manager interacted with ABC management on a daily basis and made important decisions about systems priorities. All ABC’s project managers held bi-weekly reviews with the HRIT coordinator. In addition, ABC engagement manager noted that he exchanged email with the coordinator and division manager every few hours. The constant communication contributed to a policy of “no surprises” for client management. Consultants and developers were instructed to notify ABC project managers anytime they incurred problems that could affect the timing or quality of a deliverable.

ABC project managers noted that the most important input they needed from HRIT management was their priorities for addressing user requests, HRIT technology initiatives, and Telecom infrastructure initiatives. The project teams consistently pushed for clear and early direction on these priorities. The engagement manager noted that ABC had to constantly work with HRIT management in order to be proactive in addressing their needs:

We’re in support mode, so basically we can’t do anything until they call us on a lot of the stuff. So we’re forced to be in reactive mode to a certain point… [Our] work is in building a relationship with the Telecom people so that we can be proactive… They’ll call us today, for example, and say “Hey, I heard about this change that will be coming down.” We’ll take [that input] and take a high level look at how that’s going to affect us. So when a request comes down, we’ve already got some stuff ready to go. 

In order for ABC to achieve operational improvements, they needed to learn how HRIT’s systems operated. They would review all available documentation and shadow the client’s existing subject matter experts. But in many cases, systems had little or no documentation and subject matter experts departed with the onset of outsourcing. So, much of ABC’s learning about systems came from “playing” with them and, wherever possible, working with users of the systems. Not unexpectedly, the engagement team sometimes encountered resistance from Telecom employees. For example, the engagement manager noted that an operations manager at HRIT was outspoken about his displeasure with the outsourcing agreement and was slow to cooperate. This manager, however, soon became a trusted colleague:

In about two or three months he was the best guy in the world… we’ve given him a lot of information over the years. HRIT people will tell you that right now. Whatever they need, they can come to us and we’ll get them answers. 

ABC’s project managers noted that it was important for them to work with HRIT’s customers—Telecom’s HR employees—to ensure that they understood and responded to their key concerns. While customer relationship management focused on communications between ABC and HRIT, project managers were responsible for ensuring delivery of IT services to address customer needs. Thus, the quality of project management was critical to the success of the customer relationship. 

Project Management

Personnel development, methodology development and dissemination, and customer relationship management all had an impact on the success of individual ABC projects. But the success of individual projects was heavily dependent upon how well each project was managed, so ABC had worked to develop a competence in project management.  This competence centered on the concept of individual and team ownership of HRIT’s systems with the heavy reliance on work documentation and formal procedures captured in the EM methodology. 

EM project management methodology was aimed at dealing with frequent business and technological changes by compartmentalizing tasks and soliciting management and customer feedback frequently.  It contained "rules of thumb" such as "define all tasks so that they could be done in 80 hours or less" as well as specific forms and templates such as Change Request Forms, Lost Time Logs, and Weekly Status Report Forms. The ABC Engagement Manager described the value of the EM as follows:

What [ABC’s top management] have done is they’ve basically taken something that makes a lot of sense and formalized it. Now everybody out here, you mention EM, everybody knows exactly what you’re talking about.

EM helped ABC teams take ownership of the client system by encouraging rigorous work documentation. This process started during the transition phase and involved shadowing subject matter experts, if possible, studying system documentation, if available, and documenting their own understanding of systems and processes. Ultimately the goal was for ABC to create its own subject matter experts. Management expected the individuals on each project team to take personal responsibility for system performance. They found that the team environment at ABC actually encouraged individual responsibility for systems:

I would want the application to be able to run successfully whether I’m here or not. I don’t feel like I need to keep all the information …, because that’s going to end up hindering the users. It’s going to end up making ABC look bad, making the system look bad, making Telecom look bad, plus making me look bad because they knew it belonged to me (ABC team leader)

Although ABC management insisted on individuals taking personal responsibility, project management required a strong team environment. Teaming was achieved more through the development of redundant skills, so that individuals could fill in for one another. In addition, ABC had a culture that valued team success although it had not introduced formal team reward systems. Collaboration was important across teams as well as within teams, but cross-team collaboration was difficult to achieve. Encouraging personnel rotation created some incentives from cross-team collaboration.

As teams moved from transition to operations, they focused on addressing client needs cost effectively. EM emphasized the importance of documentation of all activities. This documentation helped team members learn both about the specific system and about more general technologies. It also provided a record that could be used to communicate with the client about the status of a project:

The way that works in a project is that each consultant reports progress against the tasks that are assigned to him or her in the plan to their project manager weekly. The project manager rolls that up into a report for his project and submits that to the engagement manager. The engagement manager rolls that up into an engagement report and submits that to the Telecom identified coordinator. (Systems management practice area head)

In the environment of rapid changes, it was important for the senior engagement management to monitor what was going on inside teams.  Status reporting allowed project managers to communicate consultant concerns and get customer feedback in biweekly status meetings. This supported the policy of “no surprises,” that both parties felt would be important to the relationship. In practice ABC and HRIT managers communicated daily to ensure that issues were addressed on a timely basis.

In summary, project managers relied on teams of individuals taking ownership of the systems they were responsible for and to complete tasks or report on issues preventing task completion. In this way, the project management competency ensured that methodologies and professional development techniques developed at the corporate level would translate into satisfied customers at the project level.
Outcomes

In 1998 HRIT renewed and expanded the ABC contract without soliciting competitive bids. At the same time, HRIT handed over seven additional systems for ABC to maintain. ABC was also increasingly taking on separate assignments for system cloning associated with HRIT restructuring, legacy system retirement, and Year 2000 compliance. HRIT’s department manager noted that they were very pleased with the results of the outsourcing agreements:

They did a very good job and they saved us a lot of money, and they kept our customer satisfaction levels very high. … ABC came in and they were as motivated as we were. … They were really exceptional in terms of delivering more with less.

Discussion

HRIT’s purpose in outsourcing systems management to ABC was to cut costs and free up internal resources to focus on strategic needs. These needs arose from HRIT’s inability to respond rapidly to business and technology changes in a cost-effective manner. HRIT recognized that it was plagued by inefficient IT processes, but management chose to outsource rather than reengineer IT processes. This decision was driven, at least in part, by IT labor market conditions (Anonymous, 1999; Slaughter and Ang, 1996), which were characterized in the mid-1990s by high turnover, escalating salaries, a scarcity of advanced technical skills, and declining interest in less skilled work. In short, HRIT looked to a vendor to address its internal IT needs because it was presently performing poorly and external market conditions would challenge its attempts to remedy its weaknesses. In addressing HRIT’s needs, ABC was able to partly shelter HRIT from IT services market realities.

To become a long-term partner with HRIT, ABC’s challenge became one of demonstrating that it could provide sustained value to HRIT. This it did by developing a market strategy that was based on core competencies which enabled it to continue to lower HRIT’s systems maintenance costs over time while providing a satisfactory response to business and technological changes. Moreover, HRIT's needs were typical of IT service industry clients (Anonymous, 2000; Lacity and Willcocks, 1998) allowing ABC to leverage its competencies across engagements. Figure 1 captures key IT services industry characteristics. In this section we review the competencies that ABC developed and discuss why HRIT and other potential clients might struggle to replicate ABC’s (or any other IT vendor’s) competencies. 
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Development of a Complementary System

Market Strategy

Like most IT service providers in the systems management business, ABC’s market strategy was to explore economies of scale and scope in IT service delivery by gaining access to and control over practices on a large number and variety of IT projects. The access to large numbers of projects gave ABC the critical mass needed to develop a wide range of technical skills and appropriate methodologies. It also provided an opportunity to reuse skills and methodologies. Thus, the scale and scope of projects provided an opportunity to develop and leverage core competencies. In addition, ABC's ability to execute by putting its competencies into practice helped ABC build its reputation and get access to and control over more projects. 

Once ABC obtained access to projects, it was able to control IT management practices on the engagement through contractual level of service agreements (LOSAs). LOSAs allowed ABC to clarify what services would and would not be provided, so that it would have a mechanism for rejecting individual demands that were outside the agreed-upon domain of services. In that sense, the LOSAs partially isolated ABC from its clients’ politics and the need to be involved in reconciling individual priorities. ABC was free to focus on meeting the prescribed needs of its clients.

Together, the strategy of acquiring large numbers of engagements and then formalizing the requirements for each engagement through LOSA allowed ABC to focus on developing core competencies that addressed its clients’ needs. ABC was most concerned with four core competencies: professional development, methodology development and dissemination, customer relationship management, and project management. These are shown in Table 3.

Table 3.

Core Competence
Personnel Development
Methodology Development and Dissemination
Customer Relationship Management
Project Management

Level of Applicability
Enterprise
Enterprise
Engagement
Project

Constituent Skills
- Staffing Office

- Promotion from Within

- Staff Rotation

- Junior Staff Use

- Redundant Skill Creation

- Mentorship

Skill Training
- SEPG

- Project Office

- Corporate Practice Groups

- Identification of Best Practices

- Standardization of Processes

- Employee Process Ownership

- Methodology Training

- Process Documentation
- Sharing efficiency benefits (surplus) with clients 

- Understanding Client’s Goals

- Managing Client’s expectations

- Establishing Personal Relationships with Clients

- Sharing Expertise with Client’s staff

- Communicating Priorities and Work Status


- Team-based working environment 

- Collaboration across Teams 

- Commitment to Systems Quality

- Work Documentation 

-Communicating Priorities and Work Status

Core Competencies

Each of ABC’s four competencies represented a significant investment of the firm’s time and resources for development and support. The outcome of this investment and commitment was a set of capabilities that addressed specific client needs under given industry constraints. Thus, some firms were willing to pay for these competencies rather than develop them internally. 

IT Personnel Career Development focused on developing skills, deploying those skills to address client needs, and ensuring job satisfaction. Key personnel development skills helped to contain costs—both by using junior staff and by deploying staff most effectively. They were also targeted at reducing turnover and sharing knowledge throughout the firm, thereby improving the quality of service. This competence was particularly important in addressing the IT labor market shortage that was driving some firms to outsource.

Methodology Development and Dissemination was a competence necessary to deliver a consistent best of breed solution to client’ problems in the face of constant changes. These solutions resulted in significant operational improvements and efficiencies in systems management. Research indicates that a methodological approach to software development takes longer to implement, but produces higher quality results (Harter, et al., 2000). At ABC the process ownership and “continuous improvement” emphasis built into methodology development helped discover and disseminate effective ways of dealing with business and technical problems. 

Customer Relationships Management resulted in the development of trust between service providers and their clients, which led to savings on contract monitoring and administration costs. A growing body of outsourcing literature indicates the importance of the vendor-client relationship in outsourcing outcomes (e.g. Kern, 1997; Sabherwal, 1999; Saunders, et al., 1997). Managing client expectations is a key contributor to future relationship success (Koh, et al., 1999). Working with clients to determine priorities and report work status helped cope with numerous technological upgrades, systems retirement, and organizational restructuring. 

Project Management involved managing project resources to achieve client goals in a timely and cost effective manner. At ABC, project management incorporated a team-based working environment, work documentation and continuous communication. These activities built project memory resulting in higher quality service to overcome the ill effects of employee turnover and changing user requirements and management priorities. 

All four of ABC’s core competencies are valuable in that they address the needs of its clients, given industry constraints. However, any of ABC’s potential and existing clients could have developed some of these competencies as well. Indeed, many firms outside the IT service industry have one or more of these competencies. The reason why firms purchase ABC’s services—or that of another vendor—is because they believe the cost of purchasing these services from a vendor, in both financial and other terms, is less than the cost of developing them internally. ABC’s competencies become cost-effective because ABC offers not only individual competencies, but also complementarities among the competencies. These competencies gain strength through their complementarity with ABC’s market strategy. Few, if any, of ABC's clients will be able to replicate all of ABC's complementary activities.. 

ABC’s Complementarities

ABC’s core competencies embody bundles of practices which are complementary with ABC's market strategy as well as with each other. We witness complementarity when we observe that the benefits from two practices are enhanced or increased due to mutual reinforcement; in other words, the joint effect is greater than the benefits generated from the two practices individually
. Complementarities are depicted in Figure 2.

[image: image2.png]T Personnel
Career
Developrment

Relationship
Management

3 { Development and
-\ Dissermination

Project
Management

Reduces costs
of developing

Variety and
Multitude of

Contractual
Control over
Projects

Reduce costs of
implementing

Figure





First, ABC’s market strategy was complementary with the core competencies it was developing. This complementarity relationship enables economies of scale and scope. The economies result from spreading the high up-front investment in competencies over repeated applications across different locations and engagements. For example, developing a methodology takes a lot of resources, such as corporate development offices, local group meetings, and lots of documentation. However, the marginal cost of applying a methodology to an engagement is lower than each time rediscovering what works (Banker and Slaughter, 1997). Both the access to projects and the control over them is necessary to apply the core competencies to practice. On the other hand, the cost of growing core competencies diminishes as the number and variety or projects increases.  For example, innovative methodological approaches do not grow from a single project. They demand a certain scale of operations across many different types of clients in order to allow the experimentation, documentation, and reuse that make a methodology valuable. Similarly, personnel development practices which rely on staff rotation and promotion need a large scale of operation to become viable. Developing customer relationship and project management competencies also becomes more efficient as the number and variety of projects expands and organizational knowledge about these practices gets built and shared. 

Second, the case evidence shows that the four competencies were complementary with one another. As an example, we can see how methodology and professional development practices were mutually reinforcing. Methodology practices helped junior staff learn quickly what they were expected to do and how to do it, thus supporting professional development efforts to quickly build skills. Most importantly, the standardized way of doing things allowed for less painful staff rotations. Meanwhile professional development efforts around staff skills development, rotations, and promotion policies encouraged new staff to strictly follow ABC’s methodologies. 

Methodology practices are also complementary with customer relationship practices. Because the methodologies explained how to meet customer needs, they supported relationship management efforts by both establishing expectations as to what ABC could deliver and then ensuring that the firm did, in fact, deliver to customer expectations. At the same time, customer relationship management efforts helped to clarify client needs so that engagement managers could identify appropriate methodologies as well as recognize the need to change a methodology or develop a new one. 

Project management techniques that encouraged rigorous work documentation and communications within and across teams helped develop and implement methodologies. Similarly, PM and AMM methodologies formalized status reporting as well as other forms and procedures that helped manage the projects better.

Project management practices that enforced continuous status reporting and work documentation helped communicate with the client about priorities (client relationship). Clients put great value on knowing the work status and being able to give their feedback. On the other hand, understanding client's goals helped teams plan a better project execution and having personal relationships with clients strengthened team's commitment to quality.

Professional development practices like staff rotation and promotion policies created a significant co-dependence among people that provided incentives for project-based and cross-team collaboration that was necessary for the project management competence. On the other hand, team-based working environment created incentives for on the job learning and teaching and increased employee satisfaction. 

Managing customer relationship in a way that facilitated the development of trust was key in implementing professional development policies such as planned project-level turnover, regular training, and mentoring (taking time away from main systems management tasks). On the other hand, consultants who had gone through several positions on the engagement had a more global picture of clients needs and could share that knowledge with the client.

The complementarities among the core competencies fed back into market strategy and supported the development of a reputation in the industry. Applying competencies to the engagement helped ABC address client needs in a difficult operating environment building ABC’s reputation as a successful performer. Having a solid industry reputation then helped ABC win new and extend existing engagements leading to the acquisition of and control over more projects. This is the “natural momentum” or positive feedback loop that Milgrom and Roberts talked about (1992: 543). This second “reputation based” complementarity between competencies and the market strategy is captured in Figure 3. 
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Outsourcing Value Proposition

Could internal IT organizations develop IT service core competencies in house? Given mixed success with outsourcing and known transactional risks (Lacity, et al., 1995; Williamson, 1979), many internal organizations are wondering if the profits that IT service companies are enjoying could be retained in house. These questions are especially hard to tackle for companies that are large (such as Telecom) and that have IT budgets comparable in size to some IT service provider’s revenues. In other words, if an organization has large scale and scope of IT operations, can this organization develop such core competencies? 

We have demonstrated that IT vendors, like ABC, can develop a complementary system of core competencies and market strategies. We now argue that ABC’s market strategy of winning and controlling “more and larger contracts” may not be in line with market strategies of most non-IT firms. 

Telecom’s main goal was to excel in telecommunication services. For that purpose, Telecom had organized into divisions, created organizational structures, developed business processes, and hired personnel. With the deregulation in the telecommunications industry and rapid changes in telecommunication technologies, Telecom was constantly engaged in organizational restructuring and new strategy development. Telecom has decentralized some of its IT operations, its IT employees were managed divisionally rather than by the IT group, and its IT incentives and culture were focused on satisfying individual users’ short term needs. Changing these practices to develop IT service competencies would have created many predictable political conflicts. For example, had Telecom tried to institute an IT personnel career development office and policies focused on reducing turnover among highly paid IT personnel, Telecom’s non-IT workers might have perceived these practices as unfair. Yet, without opportunities to grow to more lucrative positions within Telecom, IT people would leave. Similarly, Telecom tried to implement some of ABC’s methodology practices in house. However, when one of HRIT’s managers shared with us a large HRIT methodology manual that was created based on ABC’s practices, he said that, regrettably, it was never implemented. This is not coincidental, given that even ABC’s managers note that methodology will sometimes meet resistance. ABC relies on a culture that has accepted methodology. Finally, ABC’s strategy of getting access to more and more IT projects is often counterproductive for a non-IT firm. Successful IT governance structures prioritize projects and grow IT budgets based on business needs rather than the interests of their IT department (Brown, 1999; Chan, et al., 1997). ABC, on the other hand, grew by combining work from multiple clients. 

Telecom's main focus is on succeeding in a telecommunications market rather than IT services market. Conflicts in implementing IT-related core competencies arise because the strategy for the core business of a non-IT firm requires the development of a set of competencies aimed at being the best-in-the-world at something other than IT. Yet, without developing the whole set of IT core competencies and the supporting strategy non-IT firms would miss out on the benefits derived from complementary activities. 

Implications for Practice and Research

The findings reported here suggest that the IT outsourcing phenomenon is not just a fad. Even if firms are merely mimicking the behaviors of other reputable firms (as institutional theory would argue), the anticipated benefits of outsourcing are achievable by firms of all sizes. This is because IT vendors, by virtue of their focus on IT service delivery, have the opportunity to develop a set of core competencies that generate significant benefits through their complementarities. This does not mean that firms necessarily will generate benefits from outsourcing. The ability of any individual IT vendor to develop core competencies—world-class capabilities—is not a given, and even when an outsourcer develops core competencies there remains the challenge of applying them. Both partnership and core competency theories indicate that the realization of potential benefits from outsourcing will demand more than just the development of core competencies and complementarities on the part of vendors. To actually realize potential benefits, client firms must develop an understanding of how to manage resources that they don’t own (Elitzur and Wensley, 1997; Henderson and Venkatraman, 1990; Kern, 1997; Lacity and Willcocks, 1998; Lacity, et al., 1995; Sabherwal, 1999; Saunders, et al., 1997; Useem and Harder, 2000; Whang, 1992).

Core competency theory is closely aligned with resource-based theory, which states that firms gain a competitive advantage through resources that are valuable, inimitable and nonsubstitutable (Barney, 1991; Barney, 1986; Barney, 1996; Sabherwal, 1999; Wernerfelt, 1984). Our focus on complementarities is, in essence, an explanation as to what makes an IT vendor’s services inimitable within a client organization. We are not arguing that it is impossible for a firm outside the IT services industry to develop core competencies and complementarities that will rival those of an IT vendor. However, Prahalad and Hamel define strategy as a “quest to overcome resource constraints through a creative and unending pursuit of better resource leverage” (Hamel and Prahalad, 1996:23). Accordingly, we would argue that non-IT vendors must focus their strategies and thus their core competencies on a set of resource constraints that will be quite specific to their industries. This makes it highly unlikely that non-IT vendors will be able to imitate an IT vendor’s suite of core competencies and the complementarities among those competencies and between the competencies and the firm’s strategy. 

The case shows that ABC was able to offer inimitable resources that HRIT also found highly valuable. The perceived value is a result of HRIT’s internal needs as well as external market conditions. ABC’s challenge, like that of any firm, is to evolve competencies that continue to address market conditions. For example, if IT labor becomes less scarce, the set of competencies that clients will value is likely to change. Moreover, there is almost certainly variation in what core competencies will prove valuable as we look at IT services other than systems management. A closer examination of the evolution of IT market conditions, client needs, and valuable core competencies would seem a fruitful area for future research.

Nonsubstitutability would seem to relate most to ABC’s efforts to distinguish itself from competitors. This is a topic that this paper has not attempted to study, but it is obviously a critical issue for the outsourcing industry. We will leave that topic for a different study.

Most firms, but particularly those in financial services, transportation, music, and even telecommunications, are finding IT is increasingly part of the bundle of products and services they offer. As IT becomes embedded in firms’ products and services, they may feel pressure to develop more core competencies around IT management and to align IT competencies with the other firm-wide competencies. Thus they may find themselves attempting to replicate the core competencies of the best IT vendors. Research on IT competency requirements for non-IT firms could help identify what IT competencies are most critical in various industries. The growing body of literature on IT governance structures can help firms learn about aligning IT competencies with non-IT activities (Brown, 1999). This case can help non-IT firms understand the challenges they will encounter as they attempt to develop IT competencies and complementarities comparable to those of IT vendors.

Conclusion

In this paper, we have added one of the missing pieces to the IT outsourcing puzzle. For the past decade the research on IT outsourcing has been focused on understanding the value proposition of outsourcing. The majority of the early literature has focused on client firms’ reasons behind outsourcing. More recent literature has focused on the outsourcing relationship itself looking at how different contractual structures and non-contractual aspects of the relationship influence outsourcing outcomes. However, the vendor's perspective was largely left unexamined. We have used the economic theory of complementarities to identify the vendor's value proposition. We discovered that IT outsourcing vendors can offer benefits to clients by developing a system of complementary core competencies and a market strategy based on economies of scale and scope. We have argued that this complementary system is hard to replicate inside non-IT firms because it may conflict with the main business priorities of these firms. This argument is consistent with core competency theory. Complementarity theory and detailed data from the case study provided us an ability to theoretically and empirically justify and extend the core competency argument. 
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Appendix A

Data Analysis

We broke down data analysis into overlapping phases as suggested by Pettigrew (1990). We first started with a broad definition of the problem, which was later sharpened by a mixture of literature analysis, on-site data collection, and discussions with academic colleagues. This was followed by an open-ended and generative uncovering of main themes, patterns, and propositions from interview transcripts and case notes (Glaser and Strauss, 1967). We then collected more data through phone interviews, e-mail discussions, and from published sources. The initial analysis resulted in a case write-up, or what Pettigrew (1990) called analytical chronology (level 1 output), incorporating multiple levels of analysis. In the next phase we focused on current strategic concerns of the organizations involved in the study in order to write a diagnostic case (level 2 output, Pettigrew, 1990). The diagnostic case was presented to the two participating organizations for feedback. We then incorporated the feedback into the case analysis. This iterative process allowed for further development of the analytical framework. 

The final phase was to create an interpretive/theoretical case (level 3 output, Pettigrew, 1990). Here we further interpreted the narrative developed in prior phases and linked it to conceptual ideas derived from the data and to wider theoretical debates in the literature. In this phase, we relied on content analysis techniques to develop the analytical abstraction from multiple sources of data (Agar, 1980). Following the grounded theory (Glaser and Strauss, 1967), data were analyzed to identify general themes as well as theoretical concepts with their properties and relations. We used open, axial, and selective coding techniques of grounded theory (Corbin and Strauss, 1990) for these purposes. We read and re-read interview transcripts, archival records, and field notes to link empirical evidence to recurring themes. The re-examination of the data provided further grounding for the identification of concepts and their properties with the goal of covering as much data as possible. Finally, sets of concepts were linked together in a framework that represented client’s needs, and vendor’s strategy and practices. Generalizable insight emerged when by linking this framework to IT services industry trends.

In the inductive generation of theory from data, we relied heavily on the triangulation of different sources of evidence. The triangulation of data sources is a major strength of the case study research methodology. This technique allowed us to address a broader range of historical, attitudinal, and observational issues (Yin, 1984). It also increased construct validity (Yin, 1984) and lead to a stronger concept development in the inductive theory building (Eisenhardt, 1989; Glaser and Strauss, 1967).

Finally, we compared the grounded framework developed from the data to the economic theory of complementarities (Milgrom and Roberts, 1995). The comparison revealed answers to a broader theoretical question of defining the vendor’s successful strategy.

� An earlier version of this work was presented at the IFIP Working Group 8.2 Research Workshop in Charlotte, NC, December 12, 1999.  The presentation was based on the working paper “Sources of Vendor Production Cost Advantages in IT Outsourcing,” MIT Center for Information Systems Research Working Paper #309, October 1999.


� While many IT outsourcing studies did not differentiate between different types of services outsourced, most of them examined systems management outsourcing, which was especially popular until 1998 � ADDIN ENRfu ��(Wreden, 1999)�. 


� Interview questions varied by type of participant. Interview protocols are available from authors upon request.


� Methodology here refers to a set of standardized procedures and documents used to perform tasks on projects.


� We identified the initial dimensions for the inquiry in another research setting. This was based on a set of exploratory interviews that took place between November, 1997 and February, 1998 and involved a dozen interviews with project managers from different firms. The subsequent focus of the data collection effort was guided by categories that emerged from the data in the case. 


� The vendor's and the client's company names and locations are disguised.


� PeopleSoft is a client-server based, standardized, off-the-shelf software package that incorporates applications supporting human resource practices, accounting, as well as some specialized functions.


� The total cost savings go all the way to $2 million in other estimates


� Negotiated Competitive Bidding allows bidders to submit a proposal along with follow-up questions. After the client answers the questions, vendors submit new bids based on the new information. 


� According to results published by SEI in October 1997 � ADDIN ENRfu ��(Anonymous, 1997)�, in the past six years companies took an average of 27 months to move from Level 1 to Level 2 and 18 months to move from Level 2 to Level 3. By June 1997, only 12.2 percent of all commercial organizations were able to receive Level 3 or higher CMM compliance certification.


� While the theory of complementarities has a rigorous mathematical foundation based on the supermodular function optimization and game theory, the mathematical formalization of its application to practice is not necessary “once the reasonableness of the complementarity hypothesis is verified” � ADDIN ENRfu ��(Milgrom and Roberts, 1995, p. 500)�.





