Outsourcing, the IT of 2005-2015

Summary

The current revolution in enterprise software is only a preview of a much larger, more pervasive
shift that will transform the global economy within the next decade. Service-oriented
architecture and Web services are two of the more well-known elements of the maturation of
distributed computing, which is changing the rules of the vaunted software development life
cycle.

In short, we are on the way to becoming a real-time market for global human capital whose
ascendancy will increase with the growth of the knowledge economy and global standards for
work processes. If we classify economic value according to knowledge/information,
manufacturing and agricultural products and services, the knowledge portion has been steadily
increasing its share of the value chain, and this trend is accelerating. Of course, information
technology facilitates the creation, distribution and sharing of knowledge.

What does this mean for outsourcing and offshoring? By understanding how standards-based
technologies have combined to transform enterprise software, we can learn how the coming
standardization of work processes will drive explosive demand for an always-on market for
knowledge workers and real-time value chains.

Many of the uncertainties and risks that form barriers to outsourcing today will diminish in
importance, and we can learn to gauge the timing of these drivers by observing standards' role
in enterprise software. Moreover, the practice of outsourcing will build process mastery in all
industries, which will facilitate the decomposition of today's monolithic enterprises into lithe
process networks. As such, all corporations should seriously consider developing a strong
competency in outsourcing.

Distributed Computing as an Example

Much of the software that runs the world's largest companies is built like a massive house of
cards. Inthe 50s, 60s, 70s and 80s, most of these systems were "hard coded," which means
that commands and functionality were tightly designed and literally coded (as cards were
placed in the structure). To make changes to the software systems, developers had to change
all the hard-coded exceptions that the (new) changes created in the system. Such systems are
termed "tightly coupled" due to the strict definitions and instructions specified to make the
software run. Changing them is a very expensive, risky proposition.

Object-oriented technology (OOT) rose in importance in the 90s and enabled the development
of modern distributed computing. OOT is the next generation of software analysis, design and
programming. It enables data structures to become obijects that include data and functions. A
key concept is that objects "encapsulate” complexity because they are self-contained, and they
only reveal the information needed for other objects to "ask" them to execute certain defined
requests.



The Crucial Concept of Loose Coupling and the Power of Encapsulation

Therefore, due to the beauty of encapsulation, the complexity of what the object is doing within

is masked. This means that object-oriented programs are often easier to modify, and software

engineers to create modules that do not need to be changed when a new object is added to the
system.

A more common example of encapsulation is starting a car. In the 1920s, one had to manually
adjust the carburator, turn the crank and many other things. If it did not start, one opened the
hood and started tweaking. Today, the complexity of running the car is encapsulated: for cars
in decent repair, one inserts the key, and the car starts; most drivers have no idea of how it
works. Before OOT, building and maintaining software required detailed knowledge of how
every bit functioned because changes would often cause a ripple effect and exceptions to other
parts' operations. Due to encapsulation, making changes to software is much easier.

The Role of Standards

Distributed systems increasingly defineNusing standards-based methodsNenterprise
computing resources as services, which can be invoked (accessed) wherever they reside.
Web services are relatively simple specifications that enable the adoption of open, standards-
based architectures like service-oriented architecture.> As proprietary systems give way to
standards-based distributed systems, there are more services available to invoke and software
becomes more flexible.

Other standards from which we all benefit are HTTP and TCP/IP. Due to them, anyone can
link to any web page by using URLs that confirm to the standard. Many more years ago,
electricity was not standardized. Can you imagine having to test the current and adust the
motors in all your appliances because each was custom made? Due to standards, anything
one plugs into the wall today will work. Web services are accomplishing something analagous
in enterprise software.

Loose Coupling and Outsourcing

Legacy software systems are more difficult to manage because all their parts inter-related in
custom, tightly coupled interfaces. This also makes them more difficult to outsource. Modern
architectures, with their standardized interfaces, make it easier to "carve out" pieces of
enterprise systems that can be managed and maintained via outsourcing.?

The Next Frontier: Business Processes

Having loosely coupled software reduces risk because the volatile business environment can
be accommodated more quickly at a lower cost than ever before. As enterprise software
increases in flexibility, the enterprise becomes "adaptive."

Enterprise business processes are generally complex and not standardized because many
were developed as discrete activities over the years when enterprises housed their functions in
silos. Once a process is established, it is difficult to change without breaking itself or several
others that depend on it to function. One approach to managing complexity is to try to create
end-to-end control over all the moving parts. When something is complex and constantly
changing, maintaining control is only possible by imposing strict limits on variability because
adjustments must be painstakingly made and manually propogated throughout the system of
processes. This situation creates brittle business processes and software that readily get out
of synch with the fast-moving business world.



This situation explains one reason that outsourcing is so difficult. When processes are not
standardized, they are difficult to define, measure and manage, which significantly increases
the risk and cost of outsourcing functions and processes. If a process is not well defined
enough to be standardized, the company and the outsourcer will have to have an extended
interaction to understand what has to be done. A lack of measurement and management
standards makes it difficult to gauge progress.

Leading Indicator for Outsourcing Adoption: Process Standardization Initiatives

The standards-making process can be loosely described as an initiative by which leaders who
care enough about the process under discussion to commit significant effort to collectively
defining the process (or technology). This includes exploring many options and collectively
deciding what the definition will be that everyone will recognize and use. In order for most of
the players to agree, they have to understand that their pain will be more if they do not
compromise and accept the standard than if they do.

Standards almost always increase the adoption of the process/technology dramatically
because the risk of using it diminishes when the standard is followed. If the lack of standards is
a significant barrier to outsourcing, standards adoption will be a leading indicator for the
feasibility of mass outsourcing in various industries. Here is an initial sampling of process
standardization initiatives in various industries:

The Supply Chain Operations Reference (SCOR) model®
The ACORD Standards*

The APQC's Process Classification Network®

Straight Through Processing (STP)®

The TeleManagement Forum's eTOM’

The Capability Maturity Model (CMM)®

Another indicator is the rapid growth of software and services vendors that help organizations
to manage their business processes through robust solutions such as Business Activity
Monitoring and Business Process Management.
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Waves of Opportunity

By observing the dramatic increase in productivity in enterprise software development due to
standards adoption, we can get an idea of the enormous value that process standardization will
unlock. Specifically regarding outsourcing, there will be two major waves of opportunity.

The Adoption of Outsourcing as a Core Practice

As business processes become standardized, companies that outsource will be more
successful at meeting their goals and at measuring their outsourcing partners' performance as
well as the value that they receive through outsourcing projects. They will build on their
successes and increasingly use strategic outsourcing initiatives to redefine their enterprises.
This will add another dimension to the concept of extending the enterprise. Today, most
executives think about outsourcing as a means to outsource non-core activities, but this will
transition into sourcing unique capabilities that they do not possess and do not want to develop
due to time to market or other issues.

The pervasive adoption of outsourcing as a practice will be a mixed blessing for outsourcing
providers, whose risk of misunderstanding (and not satifying clients) will be increasingly
reduced. However, adoption will make the industry much more dynamic: competition will



increase and bring new entrants to the market from many new low-cost locations around the
world. Already competitive, the market will become more dynamic. As offshore workers'
expectations are affected by rich country culture and competition at hot offshore sites heats up,
salaries increase. A site's low-cost competitive advantage is relatively short-lived in many
cases, so vendors must finds ways to create value beyond lower costs. Also, there are always
new sites coming on-line with people willing to work for even less.

Together with process standardization, this trend will lead to commoditization, and providers
will be compelled to continuously reexamine how they add value to their clients.?

The Global Human Capital Market

We can project the impact of standardization and encapsulation further out. As enterprises are
currently redefining monolithic legacy software into loosely coupled, standards-based
distributed systems, they will devolve their legacy processes into standards-based, loosely
coupled processes that will be executed by rapidly reconfigurable business networks in the
future.

Following the software example, astute companies will focus on setting standards for interfaces
between hubs of activity in a process rather than on controlling (micromanaging) the end-to-
end process as is the practice today.’® They will define standards of output without worrying
about how their providers accomplish them; the best practice will be using the principle of
encapsulation to manage risk and provide flexibility. Again, standardization will codify the ways
to define, measure and manage specific business processes, which will enable enterprises to
diminish switching costs among outsourcing providers and form plug and play networks.

The Knowledge Economy Revisited

As mentioned above, knowledge-related products and services are displacing the economic
value of industrial and agricultural goods in the global economy,** which has many implications
for competition and collaboration among people around the world. We will see a the
development of a global market for human capital and knowledge.

Outsourcing will develop skills among providers and clients of outsourcing, which will lead to
unprecedented, widespread process mastery. This, combined with falling transaction costs due
to increasing software interoperability, will redefine the structure of all types of organizations. This
development will emerge with a dynamic global human capital market for knowledge workers.

Conclusions

¥ The ongoing revolution in enterprise software will drive adaptive capabilities for
organizations that adopt standards-based approaches most quickly. This adaptiveness will
facilitate increased outsourcing activity.

¥ Standards body initiatives for business processes is a leading indicator for mass adoption
of outsourcing as a core business approach. Participate inNor at least monitor
closelyNefforts relevant to your industry.

¥ Outsourcing and offshoring will rapidly become as core in the near future as information
technology was in the 90s. For the next several years, outsourcing will be key in enabling
enterprises to dismantle themselves: where today enterprises are defined as massive
aggregations of monolithic business processes, tomorrow they will morph into flexible
business networks.

¥ As "e-business" was once practiced as a specialty and subsequently became so core to
business in general that it disappeared, so will outsourcing.



! For more about the transformation of enterprise software, see http://www.nvisia.com/wedo/soaws-
main.html
% Sustainable Value from Outsourcing, CIO magazine, October 1, 2005,
http /lww.cio.com/archive/100105/outsource_sidebar_one.html

Supply -Chain Council, http://www.supply-chain.org/page.ww?section=SCOR+Model&name=SCOR+Model

ACORD (insurance), http://www.acord.org/standards/StandardsHome.aspx

®> American Productivity & Quality Center,
http://www.apqc.org/portal/apgc/ksn?paf_gear_id=contentgearhomeé&paf_dm=full&pageselect=detail&docid=
121388

Securmes Industry Association, http://www.sia.com/stp/index.html

TeIeManagement Forum, http://www.tmforum.org/browse.asp?catiD=1647

Carneg|e Mellon Software Engineering Institute, http://www.sei.cmu.edu/cmmi/cmmi.html

% See Tom Davenport's excellent article, The Coming Commaoditization of Processes,
http /Iharvardbusinessonline.hbsp.harvard.edu/b01/en/common/item_detail.jhtml|?id=R0506F

% A must-read on this is The Only Sustainable Edge, John Hagel lll and John Seely Brown,
http://www.amazon.com/exec/obidos/tg/detail/-/1591397200/qid=1132269417/sr=8-
1/ref sr_8_xs_ap_il xgl14/002-1519655-4601633?v=glance&s=books&n=507846

! For more see The 3.x Economies in Global Human Capital,
http://www.rollyson.net/public/ldeas/globalhumancapital.html



