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Offshore IT Sourcing:
Decision Making Process in an Italian Banking Group

Pietro Previtali

Abstract

Organisations often cite financial and cost besed# reasons for deciding to outsource. Howevegntepat-
terns and trends suggest different factors, oteen tosts, are motivating such decisions. As dtresutsourc-
ing (and its derivative offshoring) is more comptian it may first appear, as withessed by a cagby snvolv-
ing an ltalian bank that decided to offshore aspetits information systems (IS). The article r&s findings
from the case study, the underlying motives anddéf@sion making process responsible for the chaffdgeese
include: risk management, processes simplificaisrwell as diminishing the uncertainties that cawité self-
managing its own technology. The case-study appraas conducted and based on an extensive quesitienn
about bank’s offshoring activities distributed forhanagers, and on-site interviews with the CIO tmedHead
of IT Governance, which was followed up throughesal’one—to-one meetings, telephone interviewseamail
exchanges.

The case study presents answers to the why, hoat, ard which interrogatives for offshoring IS funos in
hopes of providing a model to those organizati@tsny similar situations. While best practices hgjited in
other articles are essentially confirmed, the prestudy offers insight into important differencesult from
Bank’s decision not to resort to consultants toasctiaison between supplier and project type, gewisions in
terms of ideal in-house/onsite/offshore ratio f¥pes and sizes of projects best suited for oftsiiy.

Keywords: offshore sourcing, information technology, bardegision making process

1 — Literature review and definition Before delving into the practice of offshore
sourcing, its benefits and concerns, the literatige

Large enterprises today are squeezing every pessiffin€s its meaning and scope, as well as the man-ch
return out of their IS investment due to uncergdn- acteristics that differentiate it from some othelated
nomical conditions, global competition and increaseconcepts, above all, with reference to outsouraing
financial pressure. general. _ _ _
While looking for new ways to operate in a Starting with the latter, the IS literature defines
changing world, companies are increasingly turing outsourcing as’... turning over to a vendor some or
offshore sourcing to help meet these challenges. ~ all of the IS functions [4] ...the contracting of iaus
Offshoring provides opportunities to expand Camfor_mat_lon systems sub-functions by user firms to
pabilities, reduce costs, gain access to scarce Rutside information systems vendors [9] ...the organ-
sources, skills and technologies in an effort tpriove  izational decision to turn over part or all of am-o
services. ganization's IS functions to external service pro-
Recently, offshore IT sourcing includes varioug/ider(s) in order for an organization to be able to
services in expansion, such as applications developchieve its goals[6]... the commissioning of a third
ment, network management and desktop managem®gt'ty (or a nlumber of third parties) to manage eent
in addition to more traditional data processing ealfi Organization's IT assets, people and/or activities
centre services. part thereof) to required results [7] ...the third iba
The decision to insource or outsource, that igrovision of IT products and services [8] ...business

whether to make in-house or to buy from externdfactice in which a company contracts all or paft o
sources, continues to be a difficult task for those its information systems operations to one or mare o

volved in the decision-making process [3]. side information service suppliers [9] ... a decision
The reasoning is that it involves considerabléaken by an organization to contract-out or selé th
complexity and business risks. organization's IT assets, people, and/or activites.

third party vendor, who in exchange provides and
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manages assets and services for monetary returns and their impact on the perceptions and reactions

over an agreed time period [10] ... the significant
contribution by external vendors in the physical
and/or human resources associated with the entire e
specific components of the IT infrastructure in the
user organization [11]...the handing over to a third_

party management of IT/IS assets, resources, and/or

activities for required results [12]".

The above definitions make no reference to third
party location, which is the element that differates
outsourcing from offshoring.

As such, offshoring is the practice of hiring an
external organization to perform some or all bussne

functions in a country other than the one where the

product will be sold or consumed.

In the case of IS, offshoring turns all or pariof
organisation’s IS operations over to outside camtra
tors. _

Benefits of offshore sourcing include reduced
costs, better service and access to new technoisgy,
well as enabling staff to focus their efforts ogher-
value work thus improving output.

of internal employees;

the role of benchmarking and external comparison;
the role of committees in the evaluation process.
Stage 4 “How”". This includes three issues:
selecting a vendor, such as which type of vendor
(one or multiple vendors), which criteria to con-
sider and how the selection process is to be struc-
tured;

structuring the relationship between the vendor
and the customer (e.g., contract negotiation and re
lationship building), which is constructed around
two main elements: (a) thiarmal contractthat
specifies the task requirements and obligations of
each party in written form and (b) tipsychologi-

cal contractthat is based on the parties’ mutual be-
liefs and attitudes;

managing subsequent arrangements, including all
specificactivitiesof the parties that can impact the
relationship for its duration, e.g., controllingeth
supplier's performance based on the contractual
agreements or building mixed project teams

Since the early 1990s, there has been a significant (staffed by customer and vendor personnel) in or-

increase in the number of organisations that outsou
all or some aspects of their IS functions.

Like other banks, ltalian bank XYZ moved
through this evolution.

der to enhance the exchange of knowledge be-
tween both groups.
Stage 5 “Outcomes”.During, as well as after the

implementation, organizations must carefully monito

Ofishore _S_Ourc"?g is bes_t un_derstood as a Mafhxe results of their choice by evaluating the aobug:
agement _deC|5|on with _en(_jurmg impact and_'nVOIVeéomes of the offshore sourcing decision. The notibn
an on-going process highlighted through a five &tag, ;come is value-laden and often vague, as evidkence

model of decision-making [13].
Stage 1 “Why”.The organization weighs the ad-
vantages/disadvantages as well as ribks and re-

by the broader IS evaluation literature [14]. Inan
tempt to identify and synthesize the main concepts
used in the literature, seven general evaluatioongs

wards associated with offshore sourcing. Advantage,sesun. cost savings, service levels, user manageme

include determinants such as: cost reduction, past
dictability, access to cutting edge technology,elyn
development, improved service quality, reduced ne
for capital investment, access to specialized skil

hard-to-find expertise and improved risk managemené

Conversely, potential risks indeed exist and inelud

satisfaction, client-vendor disputes, vendor respon
siveness and attentiveness, comparison of outcomes
th objectives and renewal of contract.

— Research methodology and case study

unrealistic cost saving expectations, hidden cestq background

as travel, communications, vendor guidance and tran
sition costs, data security/protection, intercutuif-

Due to the nature of the study, the research glyate

ferences, time and effort associated with transfgrr was a case study. The rational for this methodology

technical and business knowledge to the vendor.

was that the focus can be directed to understartiang

Stage 2 “What”.The organization addresses whaglynamics and complexities present within XYZ Bank,
alternative offshoring arrangements are to be consithese being the processes, critical issues andrigess
ered and which might be most appropriate. These ifearned related to IS offshoring. Since the are#Sof
clude: applications development, data centre, mste offshoring is a relatively new area of researcltaty,
integration, systems design/planning, telecommunicéhe case study approach provided the means for in-

tions/ network and time sharing.
Stage 3 “Which This reflects who participates

depth analysis of our research object.

Data collection was done consisted of semi-

in determining and evaluating the criteria, how thé&tructured interviews. Interviews were conductethwi
evaluation is done and who makes the final decisiod0 responsible and specialist of IT department and

Some of the main issues to consider include:

each lasted approximately two hours and 30 minutes.

— identification of the initiators and decision maker In particular, on-site interviews with some top IT
or decision sponsors, including the role of externananagers at BPU Bank, in particular with the CIO
consultants within the decision making procesgnd the Head of IT Governance, provided the bulk of
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the data, which was followed up through several-ene Further IT/IS investments are already earmarked as
to-one meetings, telephone interviews and e-mail exyart of its long-term strategic business plan. 3T

changes very closely linked to its business strategy andsth
Open-ended questions were used throughout ttierms an integral part of the company infrastruetur
interviews. The traditional role of the IT/IS department is not

They allowed for flexibility and provided the merely a utility but rather a core part of the aniga-
possibilities of depth; they also enabled the intertion that facilitates the bank in providing comgeé
viewer to clear up misunderstanding (through probbanking services.
ing), ascertain a respondent's lack of knowledge, t
detect ambiguity, to encourage cooperation and 18 1— Stage 1 - Why
make better estimates of the respondent's trua-inte

tions, beliefs, and attitudes. _ “Up until 2004, the evolution of applicative demand

As it so happened, the informants sometimeg,ade on XYZ Bank’s Information System at that time
gave unexpected answers that indicated the exstengsyer exceeded the 13,000-14,000 mpd or manpower
of elements that were not originally anticipatedl an days (a manpower day is eight hours of one staffer
this added to t_he richn_ess of th_e cases. Forlhdys time, thus for a staff of 120, 14,000 mpd equals ap
one of the main opening questions was "Describe ifroximately six months work). Traffic volume dth
your own words what you perceived as the influenceging was easily managed by existing internal person
that most affected the possibility of an offshoring 1o (approx. 120 staff also managed applicativermai
plement.ation process and its.key characteristics”. tenance) with the help of a small number of locai-c

All interviews were audio-taped for subsequentaciors whose numbers never exceeded 6 or 7 and
transcription and for verification of accurate ie- 44 pasic competencies at bestkplains the CIO.
tation. Analysis of interview data consisted ofetar The XYZ Bankmerger was announced at the end
steps. , o _ of 2004, which meant an increase of applications de

First, handwritten notes taken during interviewselopment needs of approximately 5,000 mpd for

were reviewed immediately following each interview,o005 in order to facilitate integration as thetfsteps
and margin notes were added. Second, intervievstapg, create a group IS took shape.

were transcribed, and additional insights that oecl The solution chosen at the time was to increase

during transcription were noted. the number of contractors fivefold, from 6 to ap-
Third, interview transcripts were re-read a”dproximately 30.

margin notes added to the printed transcripts. &hes During the rest of 2005, a master plan (2005-
steps provided multiple opportunities to refleconp 2007) was prepared in which the IT component was to
the data, generating initial insights as part obarse- undergo a capacity increase without precedent
grained analysis. The case study presents answers§00,000 mpd during the two year 2005-2006 period).
the why, how, what and which interrogatives for- off This was deemed necessary in order to: speed up
shoring IS functions in hopes of providing a moibel group integration, bring key sector capacity (e.g.
those organizations facing similar situations. XYZcommerce, Finance, etc.) in line with the markejs
Bank' is one of the largest banking group in ltaly andeyels as well as to respond to newly instated pan-
trades on the Milan Stock Exchange in the S&P/MIBzropean legislative norms (IAS, Basilea I, etc.).
index. A capitalisation of approximately 7.5b Euro  a; this point, two new directives further modified
makes it the biggest co-operative credit banks the  {he |T strategy: another increase in contractoesy n
result of a merger between 3 major banks, leadir® t goyrcing regional talent as well as local and dgwvel
group that preserves their local identities by &M g entire IT projects using large multi-national |
ing strong coverage of their respective territories  firms_ Internal personnel were responsible for pure

~ This includes fully serving households or retaiknctional departments. As the IT manager points ou
clients as well as small and medium-sized entegpfis «The effect of these initiatives decisively increds
while providing nationwide and worldwide servicejeyelopment costs, both in absolute terms as veell a
through specialised Group product companies. Thgjaple fees per manpower day. Indeed in early@00
bank offers consumer and commercial banking jshore sourcing alternatives were drawn up inesrd
more than 1,184 locations throughout Italy and emg try to reduce costs. By year end when the applic
ploys more than 14,000 people. _ tions effort was estimated at 120,000 mpd for tBe 1

Investment in IT/IS plays a vital role in the strat month period January2007-June2008, offshoring was

egy of the bank with the IT/IS operations budget ifiymediately implemented for approximately 20% of
2008 totalling € 170m and employing a staff of 360he pillable manpower days required. The resulting
benefits included: expenditure reduction, elimioati
1 Even if the XYZ name is not the real one, all th&®f productive capacity limitations (availability oé-
facts and strategic decisions here reported aecamad source numbers were theoretically unlimited) and in
related to an important Italian bank. creased software quality”.
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3.2 —Stage 2 - What tives that utilise the effort of some 100 to 300pdm
(figure 1).
“Contrary to what one might expect, the possibitiy These projects are characterised as being:

contract-out at least the maintenance of one oremor- Planned well in advance;

applications, keeping programming development in grouped according to business depart-
house, was not considered in as much as it accdunte ments/applications departments (e.g., credits,
for a relatively small amount of the total costsjines- commercial banking etc.).

tion (all of the applications maintenance combined  In order for these development activities to be as
totalled less than 25,000 mpd per year), not to megasily carried out offshore as the larger well-oedi
tion the time and difficulties of know-how transtdr ones described above, the following considerations
the large volume of pre-existing softwarefxplains Wwould also have to be true, namely. ample project
the responsible of IT governance of the bank. Jpet knowledge transfer time given the wide scale argu-
of activity considered in any offshore sourcing -proments addressed, planning timetable with some lee-
posal had to consist of completely managing entiway and open ended defining specifics, that is, all
applications departments (maintenance and develogetails must not be complete for all of the adest
ment). foreseen.

This option works best when the department in  Not all projects fit these criteria and thus appli-
question is large yet well-defined, delivery timm® cations development at XYZ Bank was sourced to
relatively short and significant growth is seentle internal personnel, external domestic contractos a
medium term in such a way as to guarantee a workxternal offshore personnel as well.
load volume of at least 3,000 mpd per year for& 2-

year period. 3.3 —Stage 3 - Which
Anything less in terms of volumes would be bet-
ter served in-house given the start-up costs. The entire decisional process was carried out withi

In 2007 offshore sourcing was launched in thehe Bank and no external consultants or partners we
CRM department, one of the most critical to theksan jnhvolved.

ing business and one whose requisites match the |T Governance proceeded autonomously until the

above criteria. final decision was placed before the Chief Inforiorat
The majority of the effort in developing applica-Officer for approval.

tions at XYZ Bank is not concentrated to large pro-  HQ imposed no proxies for additional steering
jects, but rather diluted in hundreds of ongoingan committees or project groups.

Fig. 1 — Applicative Effort during XYZ's Informatio System evolution for the 2003-2008 period sulafgigiby
personnel type
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3.4 —Stage 4 - How

Currently XYZ Bank uses three offshore service
suppliers located in India. XYZ Bank personnel is
not in a position to directly manage an offshore
software manufacturer with any sort of acceptable
risk, this for reasons traceable substantially an
guage and cultural barriers as well as to their dee
to work in a very structured rapport'explains the
CIO. A functional model consisting of a work
group formed by three distinct components over-
came this problem by designating:

1. An internal component made up of a XYZ
Bank functional analyst, who furnishes suppli-
ers with an analysis of the software to be writ-
ten. Standard languages to be used are negoti-
ated before any contract is stipulated. This
component then tests the acceptance levels of
the new software and generally coordinates the
entire project (functional analysis, pre-testing
and implementation of the software).

2. An onshore component including Italian speak-
ing employees of the supplier who, on the
Bank’'s premises, act as liaison between the
bank’s staff and the offshore software manu-
facturer. This component makes sure official
implementation is done according to all relative
norms and may be called upon to translate any
project documentation as the case may be. Al-
though numerically reduced, this component is
of the utmost importance and must possess
both functional and technical skills of the high-
est order.

3. An autonomous offshore component located
and managed exclusively by the supplier ac-

cording to its own efficiency and effectiveness
standards. Responsibilities here include: the
original technical analysis and proposal, the
codification of the new software, unit testing

and final system testing.

In summary, the model that is currently in use
at XYZ Bank for software development sees the
internal component managing the top tier (func-
tional analysis and trial test run ), the onshamn¢
ponent the middle tier (technical analysis and sys-
tem test) and the offshore component the lower tier
(codification and unit test). Figure 2 reports the
classic phases of the software development cycles,
each with its relative percentage in terms of total
costs and influence on business and technology.

3.5 —Stage 5 - Outcomes

The offshore sourcing plan prefixed certain objec-
tives including costs control, eliminating prodocti
capacity limitations and increasing software quyalit

A little over a year into the project, an update
on these goals includes:

— Software costs are significantly reduced with
respect to those the bank would have incurred if
sourcing were done in ltaly. The savings range
was between 20% and 30%;

- The software produced was normally better
structured than the one produced in Italy. Con-
versely, an unexpectedly high humber of recy-
clings was noted at the outset of the project. To
date, tools needed for technical measurements
have yet to be developed, although methodo-
logical quality is guaranteed by the IT Quality
Department;

Fig. 2 — Applications development cycle-V model

@ Trail test
@ System test

Business Technology
90% 10% Functional Analysis@
25% 75% Technical analysi@
0% 100%

Unit test é

Codification ?/



46

— The ability to rapidly source additional personnel
to meet specific needs was not adequately tested
to date. Although orientation is quite positive,
training times on certain applications and envi-
ronments are not that different from domestically
sourced ones, which underpin the advantages of
medium term planning procedures.

3.

4 — Lessons learned and Conclusions

In 2006 approximately 14,000 mpd (manpower days)
were sourced offshore during the information sys-
tem’s development, representing 17.55% of the .total
This percentage augmented to 30% in 2007 and to
50% in 2008, the remaining half to be sourced in
house and domestically.

In an effort to improve offshore sourcing bene-
fits, more aggressive functions models will be iepl
mented thereby increasing contacts between internal
bank personnel and offshore suppliers, while orshor
supplier personnel is at first reduced and ultityate
eliminated altogether. Once an adequate level of co
fidence in operational functions offshore is reathe
other types of ICT initiatives will be evaluatedich
as a testing phase (test facility) as well as miaigag
some technology infrastructure components.

The lessons learned from the offshore sourcing
experience thus far include:

1. Contractual discrepancies-that is all of those ele-
ments left to interpretation and vaguely described
in connection to tasks and additional costs (hard-
ware, software, transfers, telecommunications
etc.) have caused attrition with suppliers. As the
responsible for IT governance points ousStme
banal examples of conflict were due to rental
payment terms for office space in India or who
would cover costs for their PCs etdf’ becomes
apparent that defining a detailed contract with a
stringent SLA (service level agreement) and a
mechanism to determine fees should be tied to ob-
jective criteria. On this front, XYZ bank is work-
ing on two directives:

i. Definition of a daily all inclusive average
fee (including transfers, transmission of
data, hardware and software, logistic space,
offshore and onshore personnel etc.)

i. Definition of an objective way of measur-
ing the costs of specific activities on a
manpower per day basis

2. The bank’s cost for specific activities is therefor

4,
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adequate. The Bank had to come to terms with
the suppliers in an ad hoc way to establish metrics
criteria, based on amount of software programmed
for each activity sector (e.g., converting client
server masks to J2EE). This approach, although
costly at first, pays high dividends as the adgeit
proceed.

Particular attention must be paid to planning the
processes that govern software development, par-
ticularly at interaction points between the Bank
and supplier, as described by the Ct®/e have
excellent programmers and analysts, but they are
accustomed to working using partially formalized
structured methodologies. In India, programmers
use methodologies that are much more structured
yet with limited flexibility. It is not a problewf
language barriers, but one of communication, of
culture, of coordinating different working proce-
dures, of behaviour as well as of business percep-
tion”. Internal personnel is in need of a formal
change management project, whereby progressive
reduction of purely technical activities gives way
to more functional analysis, preparation of test
cases and a modus operandi that is more articu-
lated and structured.

Start-up times can be more generous with respect
to those required to launch a more traditional pro-
duction facility. iIn some cases the time allotted
for certain activities doubled or tripled with re-
spect to original programming schedules. Recur-
ring to offshore suppliers for the first time istno
indicated for those projects with a strict temporal
horizon, such as, compliance norms (e.g., IAS),
but rather for those projects without a specific
deadline, like CRM”,continues the manager.

5. XYZ Bank paid great attention to avoid creating a

dominant position, limiting the activity volume
assigned to each individual supplier to 5,000 mpd,
retaining that any lost efficiency due to workload
split up could be abundantly made up for in the
commercial negotiation phase. Given the above
project’s activity entailed a significant number of
supplier personnel on bank premises over an ex-
tended period of time (onshore), this first phase
was awarded to suppliers with a strong domestic
presence, more readily able to provide added
value and in order to avoid possible legal and fis-
cal problems resulting from cross border contrac-
tual obligations.
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