MIS 3534 Fall 2014 —
Strategic Management of
Information Technology

Day 9 — Strategic IT

Outsourcing (1)

Min-Seok Pang

Management Information Systems
Fox School of Business, Temple University
minspang@temple.edu
Oct. 27", 2014




2l TEMPLE

——8 UNIVERSITY* MIS 3534 Fall 2014 — Day 9 — Strategic IT Outsourcing  (I)

Today, we will discuss ...

® \What are the reasons to outsource IT or not?

® How does a strategy affect IT outsourcing decisions?

® How to select an IT outsourcing vendor?
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Do you fix your car or have a mechanic do so?

® Do you fix your car by yourself or have a mechanic do
maintenance?

® Why?

® How do you choose your mechanic? Based on what?

® How often do you change your mechanic?
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Apple does no manufacturing in the U.S.

® Why does Apple outsource the entire manufacturing operations
to offshore vendors?

The Man Who Makes Your iPhone

Inside the iPhone Maker

Foxconn founder Terry Gou might be regarded as Henry Ford re*—-—~*=" 55 ==t )
a dozen of his workers hadn't killed themselves this year. An exc 2ot ®®
a postmodern industrial empire

OR BLOCMBERG BUSINESSWEEK
gazine/content/10 38/b4195058423479.htm
http://images.businessweek.com/ss/10/09/0909 foxconn/2.htm

http://www.businessweek.com/ma
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If you own a grocery store,

® \Would you like to have its own internal logistics operation as
Walmart does or outsource it to FedEx? Why or Why not?

http://leaderspotlight.org/index.php/7-trucking/6-tn-road-team-driver-jeffery-lee-wal-mart
http://ezmage.com/fedex-web-services-patch-for-magento/
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How about cafeteria or on-site health clinic?

® Why do you think Google operates its own cafeterias for its
entire employees, instead of outsourcing them to external caterers?

® Why do you think SAS hires its own doctors and nurses for its
employees?

http://www.glassdoor.com/Photos/Google-Office-Photos-E9079 P4.htm
http://www.canton.edu/health center/
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Outsourcing Nightmare at Boeing?

Partners Across The Globe Are

Bringing The 787 Together Lo oy
us.  CANADA AUSTRALIA JAPAN KOREA  EUROPE
M Boeing M Bosing W Boeing W Farwnasaki W HAL-ASD W Messier-Dawty
W Spirt B Messier-Dowty “E Mitsubishi o ERolls-Royce
::rém B Fuj Latecoers

Alenia

Fone Ry

® How did outsourcn@g @ﬁ@%é"on

TR - @%@%ﬁ%wﬁ s

the production delays and them?afety scandal?

BT B TR BRRL e

Irts cause

http://www.letsflycheaper.com/blog/boeings-787- niqhtmare -should-we-be-concerned/
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Remember the Lodging Industry Structure?

Managing Fees
(% of revenues)

Franchising Fees

(% of revenues) @

Management ‘ Right to Use Brand Hllton

Skills, HR Managing Support
Property Owner Operating Company Advertisements Brand Owner

® |t is more difficult for the brand owner to control the
independent franchisees than to control its own hotel.

" e.g. Hilton cannot fire an employee of an operating company.

" [tis not easy for the brand to verify compliance of the
contract and to fire non-complying franchising hotels.
(Transaction Costs)
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Why Outsourcing IT?

® Why would a company outsource IT operation and development
to an external vendor?

® What would be the benefits to a client from IT outsourcing?
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Why Not Outsourcing IT?

® \What would be the reasons that Otis DID NOT outsource the
development of e*Logistics?

® How about Wyndham?

®c*Logistics and ByRequest were too strategic and confidential
for Otis and Wyndham to outsource.
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From Otis Case (p. 13)

Beaver had dotted- or direct-line responsibility for 450 Otis IT employees, in addition to 250
contractors. He had budgetary responsibility for all major IT expenditures.

About 70 people from Beaver’s organization were dedicated to the e*Logistics project, reporting to
Di Francesco. Beaver described the integration of e*Logistics with legacy systems: “The goal of
having a single finance and/or manufacturing system in Otis is not achievable in the short term.
Theretore, building the e*Logistics system to be ERP [enterprise resource planning] system-agnostic
was essential to obtaining the business benefit quickly.”

Beaver’s staff was also responsible for a middleware broker used on the e*Logistics program—
much of it custom coded for Otis, with some development taking place in an Otis-owned, India-based
software company. Internal sales modules were built with Microsoft .NET development tools. The

supply chain and field systems were built around JD Edwards ONEWORLD" software. Systems
access, security, and connectivity relied on the UTC emplovyee portal.
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Doctor-Patient Confidentiality

® What’s a doctor-patient confidentiality?
® Why is this needed?

" so that the patient confidential medical information is not
seen by a third-party such as the patient’s employer.
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Reasons for Outsourcing

® Outside vendors can offer services with lower prices than
internal functions.

® Outside vendors can offer services with higher quality than
internal functions.

® The function for outsourcing is not a key strategic asset or not
with confidential information/secret.

® A client’s function is not big enough to achieve economies of
scales.

® A client knows how to control vendors and how to manage
contractual relationships with them.
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Why Outsourcing?

® Why should a company outsource IT development and/or
operation to an external vendor?

" to reduce costs in IT management and development

" to access to current technologies and high quality IT staff that
the client does not possess

" to free up resources and investments to IT, so that the client
can use them for more valuable and strategic purposes
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Why Not Outsourcing?

® Why should NOT a company outsource IT development/
operation?

" |T is a key strategic resource and a pillar for competitive
advantages (“Compete”).

" Business processes are so unique and idiosyncratic that
outside vendors cannot offer cost savings.

» Confidential information or intellectual properties

= The client does not know how to control a vendor and
manage the contract with the vendor.
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IT Outsourcing Decision Matrix

A
Compete
Compare Keep
costs and
Is your IT benefits In-House
strategic assets
that are crucial
to your competi- Improve if
tiveness? Outsource keep
Now In-house or
. Outsource
Qualify
Commodity Specialty (Non-Commodity)

Is your IT a commodity that you can buy
from the market anytime?
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IT Outsourcing Decision Criteria

® |s your IT strategic assets (Compete) that are crucial to your
competitiveness?

® Does your IT have key intellectual properties and confidential
information?

® Can an outside IT vendor develop and operate IT cheaper than
the internal IT group?

® Can an outside IT vendor develop and operate IT better than the
internal IT group?

® Do you know how to control and manage the relationship with
the vendor?
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Infrastructure Replacement at IVK (1/3)

® What is the Infrastructure Replacement (IR) project for?
® |s the project going well?

" Why not? What are the technical reasons?
. o
= \What are the non-technical reasons? 'ﬂh"ﬁ"n s s

VT GETS WORSE ... FoLlow
ME 70 THE BASEMENT.. -

‘l\{
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Infrastructure Replacement at IVK (2/3)

® Why did IVK select NetiFects for the IR project vendor?
" Who selected NetiFects?

® \When selecting NetiFects, did IVK do enough homework?
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Infrastructure Replacement at IVK (3/3)

® The IR project at IVK was going nowhere. It did not demonstrate
sufficient process and value to justify the S3m spending to the
vendor (NetiFects).

® Without sufficient research and homework, IVK picked a vendor
that primarily offers a system incompatible with IVK’s system.

® [t was not a bad idea to put a business leader in charge of
leading the project, but IT should have been involved in.

® |VK should have done due diligence (homework) in selecting the
vendor and let both business units and IT lead the project together.
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Think about your mechanic, contractor, or
doctor. (1/3)

® Do you think if your mechanic, contractor, or doctor is
competent, trustworthy, and reliable?

= Are you sure?
=" Who can tell if they are skilled or amateur?

® \When you meet them for a service, do you think if Tﬁﬂ
they make as the best efforts as possible for you?

= Are you sure?

=" Who can tell if they work hard for you or not?
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Think about your mechanic, contractor, or
doctor. (2/3)

® Before allowing your contractor to come to your home,
® \What are your interests? What do you want?

" Improved home, lower spending

® \What would be your contractor’s interests? What does he/she
want?

® Maximizing revenues, reducing costs

= Selling more services and products than are actually needed
for the client



oW TEMPLE

—8 UNIVERSITY* MIS 3534 Fall 2014 — Day 9 — Strategic IT Outsourcing  (I) 3

Think about your mechanic, contractor, or
doctor. (3/3)
® Does your contractor have the same interests with yours?

® \What would the contractor do?

= He/she primarily fulfills his/her own private interests than
the client’s interests.

® \What should you do?

= The client needs homework/research to control and
monitor the vendor.

http://www.medrants.com/archives/2866
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What is going on here?

“Try thir—I 1ust bought a bundred shaves.”
® The doctor’s primary interest is not to make the patient
healthier, but to make more money!

® The patient is not able to see the doctor’s intention.
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Conflict of Interests in Corporate Governance

® Shareholders’ interests

= continued and sustainable generation of profits and long-
term values

® Management’s interests
" Maximize market shares, revenues, or short-term profits
» Expanding business portfolios (by taking risks)
" Managing their power and influences
= Keeping and raising their salaries or stock options

® In the present of conflicts of interests and information
asymmetry, the management does not work for shareholders.
They work for their private interests.
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Conflict of Interests in Lodging Industry

Managing Fees
(% of revenues)

Franchising Fees

(% of revenues) @

‘ [G— -
Management Right to Use Brand HlltOn

_ Skills, HR Managing Support
Property Owner Operating Company Advertisements Brand Owner

® The brand owner, the property owner, and the managing
company are NOT in the same boat.

® The brand owner is interested in improving the overall brand
value

® The others are interested in maximizing the profit of each hotel.
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Relationship between IVK and NetiFects

® \What are IVK’s interests? What does it want?

" Project success, Improved IT infrastructure, Reduced
spending

® \What are NetiFects’s interests before winning the contract?
What does it want?

= Winning the contact

® \What are NetiFects’s interests after winning the contract? What
does it want?

" Maximizing profits

= Selling products that are not compatible with IVK’s current
systems but are more profitable to themselves.
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The Contract Theory (1/2)

® |n a typical contractual relationship between a client and a
vendor,

® Information Asymmetry : The client does not have as sufficient

knowledge and expertise as the vendor does for the nature of the
vendor’s work.

" The client cannot tell who is the most capable and skilled
vendor with a 100% certainty.

= The client cannot evaluate the efforts that the vendor makes
with a 100% certainty.



2 TEMPLE

—8 UNIVERSITY* MIS 3534 Fall 2014 — Day 9 — Strategic IT Outsourcing  (I) 29

The Contract Theory (2/2)

® |n a typical contractual relationship between a client and a
vendor,

® Conflict of Interests (moral hazard) : The vendor does not

necessarily fulfill the client’s best interests. He works for his own
private interests.

= Again, because of the information asymmetry, the client

cannot judge whether the vendor works for the client’s best
interests with a 100% certainty.

= The more accurate information the client has, the easier it
can monitor the vendor’s quality and efforts, and the more
likely the vendor works for the client’s best interests.
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According to the Contract Theory ... (1/2)

® Why should the IT group at IVK be involved in the IR project?

® Why is Mr. Barton trying to hire Mr. Ash Srinivasa, a NetiFects
engineer who's been working for the IR project?

® Why is the “homework” important?
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According to the Contract Theory ... (2/2)

® The IT group should have been involved in the IR project to
reduce the information asymmetry between IVK and NetiFects.

® Mr. Barton trying to hire Mr. Ash Srinivasa, a NetiFects engineer
to reduce the information asymmetry.

® The “homework” is important for the client

" to reduce the information asymmetry and the chance of
conflict of interests

" to control and monitor the vendor more effectively

= to make sure the vendor work for the client’s best interests.
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The Vendor Selection for IVK IR Project

® \What would be your choice?
=" Based on what?
® How can we apply the contract theory in the selection?

" Which one seems to be the most capable and qualified and
the best match with IVK?

=" Which one is the least likely to be unskilled and
inexperienced?

»" Which one is the most likely to work for IVK’s best interests?

= \Which one is the easiest for IVK to control and monitor?
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This Is what really happened.

® According to the textbook authors, this case is based on a real
situation.

® There was a strong orientation towards VerxaWeb.
® But the contract was awarded to HiOSoft!

® Can anyone guess why?
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Next Week

® Business Value of IT (lI)

® Read “B&K Distributors” case and write a brief of up to 200
words by 5:30pm, Nov. 3.

® Do-Your-Homework Day




