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Outsourcing in the financial sector –

Recent management experiences
Analysis of financial firms' outsourcing activities since 2004 and an outlook

Abstract

Service outsourcing beyond national borders constitutes a major trend in the financial industry. Drawing on the concepts of transaction cost-economics and agency theory the rationale behind structural shifts and changing relationships along the value chain is explained. An in-depth literature review gives a view on the current level of disintegration of the financial sector’s architecture and unveils challenges for firms and countries involved. Furthermore, future developments are discussed. The results lead to the conclusion that the boundaries of the financial sector are being reshaped, that the level of specialization is rising, and that the outsourcing trend will develop new facets.

Introduction

Organizations have traditionally carried out a wide range of extremely diverse and frequently noncore activities in-house. Changing markets, increasing deregulation, and intensified global competition are now forcing a fundamental reappraisal of organizational activities. This leads to an increasing shift back to core operations and activities and [...] further shrinking of the value chain within the organization. (General Manager, Financial Services; in: Kakabadse & Kakabadse, 2005: 19).

With globalization, deregulation, and tremendous progress achieved in IT and communications technology, the business environment of almost all industries has changed substantially. As a consequence companies have resorted to a whole variety of strategies to meet the current challenges such as innovative product design, novel approaches to distribution, re-organization and automation of business processes, internal restructuring, and mergers and acquisitions (Wolgast & Theis, 2006: 1). In addition, for many companies striving for efficiency gains, a particularly important approach consists in focusing on core competences by way of outsourcing non-core activities to third-party providers. The architectural layout of many firms has thereby been reshaped substantially.

Outsourcing as such is a historically well-established practice dating back to the ancient Romans contracting out tax collection. In the twentieth century, mass production led to the transition from a great number of horizontally fragmented, contractually intertwined companies to the large, vertically integrated enterprise. The management of transactional requirements was thus internalized to the host organization and outsourcing declined (Kakabadse & Kakabadse, 2002: 189). Yet, the ever greater demand for effective cost management and efficient organizational structures has triggered the emergence of independent specialization and has led to a surge in outsourcing activities in the past decades. The trend first affected the manufacturing industry “to an extent we see in extreme examples such as that of Coca-Cola, where almost the entire supply chain is outsourced and the company is essentially a marketing organization” (Tas & Sunder, 2004: 50).

Today, the outsourcing activities of multinational firms of practically all industries are in full swing. Banks and other financial services providers, though, spearhead the trend. Not only do they move ever more and increasingly complex activities to third-party service providers. They also tap new highly skilled labor resources in emerging markets around the globe. According to Schaaf from Deutsche Bank (2004: 2), financial institutions are particularly keen to relocate processes mainly because of the enormous cost saving potential which lies in outsourcing.

Structure of the paper

It is the goal of this article to highlight certain aspects of the current outsourcing trend in the financial sector. On the one hand, the motivation of financial services businesses to outsource ever more essential parts of their business is examined. Further, the effects that outsourcing exerts on the architecture of the financial sector and on the countries involved are discussed. On the other hand, a second focus lies on the future development of the current outsourcing trend.

The first section discusses selected theoretical frameworks which can be used to explain the redesign of banks’ and other financial institutions’ organizational layouts. Section two then describes extensively the current extent of outsourcing activities. Next, the benefits as well as the challenges for financial institutions themselves, the financial sector as a whole, and the countries involved in outsourcing activities are scrutinized in the third section. The analysis of outsourcing in the financial sector will conclude with a chapter on new developments and future trends that are likely to further change the division of labor in the financial sector. The results are meant to lead to a better understanding of the dynamics behind the shift of processes towards third-party service providers in emerging markets.

Problem definition

The Committee of European Banking Supervisors’ guidelines on outsourcing define outsourcing as “an authorized entity’s use of a third party (the ‘outsourcing service provider’) to perform activities that would normally be undertaken by the authorized entity, now or in the future. The supplier may itself be an authorized or unauthorized entity“. In this context an authorized entity is understood as a licensed credit institution (CEBS, 2006: 2). Apart from the decision between providing a service themselves or having a third-party service provider perform it, managers can determine where to locate their organization’s business processes. Introducing this second dimension of geography to the dichotomy of “own provision” versus “use of a third party” leads to a 2x2-matrix of service provision typologies (see figure 1).

Figure 1: Service provision typology
According to the World Trade Organization (WTO) there are four different ways in which services can be traded. Mode 1 describes trade in services at arm’s-length, with the supplier and buyer remaining in their respective locations. Such transactions can take place through conventional or modern means of communication, the latter gaining in significance. Under the second mode the service recipient moves to the location of the service provider (e.g. tourism or education provided to foreign students). The WTO speaks of mode 3 in case the service provider establishes a commercial presence in another country to offer his services (e.g. banking or insurance). Finally, in mode 4 the service seller moves to the location of the service recipient (e.g. guest workers or consultants; Bhagwati, Panagaria & Srinivasan, 2004: 95).

Outsourcing in the financial sector typically refers to the situation when financial institutions – as characterized for the purpose of this paper as securities, banking and insurance firms headquartered in the Western hemisphere (FRBSF, 2004: 1) – relocate processes to an independent service provider in an offshore location. These locations are generally developing or emerging countries which feature low wage levels and significant pools of trained personnel (e.g. Kirkegaard, 2005: 18). Interaction between third-party service providers and financial institutions generally takes place via means of electronic information and communication technology (ICT). Consequently, nowadays, outsourcing in financial services is predominantly understood as offshore outsourcing and trade in services at arm’s-length. The terms ‘outsourcing’ and ‘offshoring’ will thus be used interchangeably for the purpose of this paper.

Research question

During the US-presidential campaign of 2004 outsourcing, and particularly offshore outsourcing was the single most discussed economic issue (e.g. Mankiw & Swagel, 2005: 5). Given the substantial surge in outsourcing activities since then and the public attention that it has been receiving, there appears to be a need for two interrelated streams of research: Firstly, the status quo of outsourcing in the financial industry needs to be examined, including the consequences for the various stakeholders. And secondly, the most important future trends which will affect the industry’s architecture need to be discussed. Thus, this paper investigates:

What is the current status quo of outsourcing among banks, insurance companies, and other financial services businesses, and what impact does the outsourcing activity have on the financial sector and on the countries involved?

Which developments and trends will the financial services industry witness in the future?

Methodology

As for the analysis of the current situation the academic literature since 2004, as well as primary industry publications are reviewed in depth. The approach chosen is purely qualitative due to fact that there is no agreed upon model or indicator to measure outsourcing activities. “Current economic statistics do not provide reliable indicators of the scale or characteristics of offshore outsourcing,” as the European Foundation for the Improvement of Living and Working Conditions stated (Eurofound, 2004).

Statistics that are still used to describe the phenomenon include the migration of jobs or countries’ balance of payments statistics since the imports of services include the categories that are most closely related to outsourcing: “other business services and computing and information services” (Amiti & Wei, 2004: 37). Additionally, foreign direct investments (FDI) or more specifically financial sector foreign direct investments (FSFDI) are sometimes used in the literature. Yet, an important distinction must be made between (offshore) outsourcing and FSFDI. Not all FSFDI are offshoring and they can only partially cover the relocation of activities to emerging and developing economies since outsourcing does not necessarily require investments. This distinction may seem irrelevant on the first glance. Nonetheless, it is for the purposes of this paper sensible, as many of the underlying issues that drive FSFDI affect outsourcing and offshoring to a much smaller degree. (Kirkegaard, 2005: 4) Consequently, FSFDI balances will not be presented in the course of this paper.

The boundaries of the firm

Why do firms organize in an international value chain? The firm decides over two things. First, how much control does she want to have over the firm activity? Should the firm produce inside or outside of the firm boundaries? Second, where should she locate production, at home or abroad? (Marin, 2004: 2)
The theoretical literature on the firm’s decision to produce in-house or outsource through market contracts is extensive. The greater part of this work most commonly focuses on either transaction cost theory, or agency theory, i.e. the principal-agent framework. (Olsen, 2006: 8)

Transaction cost theory

The analysis of outsourcing decisions builds upon the classic make-or-buy problem that is studied predominantly by transaction cost economics (TCE). TCE dates back to the analysis of the boundaries of the firm by Coase. He found that “the main reason why it is profitable to establish a firm would seem to be that there is a cost of using the price mechanism” (Coase, 1937).

Subsequently it was Oliver Williamson (1979) who advanced the transaction cost theory. It is based on two assumptions: Firstly, human decision makers act under bounded rationality and in an opportunistic manner. And secondly, the market is characterized by uncertainty and small number bargaining. Whereas bounded rationality and opportunistic behavior are taken as exogenous, uncertainty and small number bargaining can vary according to market context (Williamson, 1979).

The cost of transacting through the market is determined by three types of costs: the search costs and costs of initiation of a contract, the subsequent negotiation and conclusion costs, and eventually the costs of executing and enforcing the contract. What is more, contracts are typically complex, contingent and especially incomplete (i.e. they cannot cover all contingencies) (Grote & Täube, 2007: 60). In addition, transactions are determined by factor specificity, i.e. one of the contractual partners makes an investment which is of significantly less value in the next best alternative outside the transaction. The question is how easily an asset can be applied in different contexts. Factor specificity may stem from site, physical asset, or human asset specificity. The consequence of factor specificity is dependency. The partner who makes the relationship-specific investment bears the risk of so-called ‘holdup’, i.e. the other partner takes hostage her counterpart by benefiting more from the transaction than originally agreed. Holdup is especially tempting when contracts are highly incomplete, so that proving the breach of contract is difficult (Besanko et al, 2003: 136; Jacobides, 2005: 467). What follows is that in essence “outsourcing is only desirable as long as the costs of asset specific investments, contractual incompleteness and search efforts are lower than the expected cost advantage” (Olsen, 2006: 8). The firm thus has to ask herself under which circumstances activities can be performed more efficiently by the market and when vertical integration is the better choice.

An example may demonstrate how transaction costs determine firms’ outsourcing decisions: The attractiveness of CEE as a recipient of outsourced tasks has risen because (among others) the risk of being held-up and the associated costs have decreased in Eastern European countries since their accession to the European Union (EU) thanks to improvements in the contracting environment (Marin, 2005: 1). In addition to this firm-level analysis, Jacobides (2005) shows that transaction costs are rather an incidental part of industry evolution. For mortgage banking, he finds that intra-firm specialization simplifies coordination along parts of the value chain within the industry. 
Agency theory

Agency theory deals with resolving two problems that arise when a principal delegates work to an agent. First, responsibilities are typically delegated to a great number of agents in a firm. Therefore, they dispose of an information advantage in their respective field which leads to information asymmetries between the firm’s principal and his agents. Second, the latter normally pursue other goals than principals and they draw on their information advantage to reach them. The problem here is that the principal and the agents may prefer different actions because of different risk preferences and attitudes towards work. Various mechanisms may be used to align the interests of the agents with those of the principal, such as piece rates, profit sharing, efficiency wages, or threat of lay-offs (Eisenhardt, 1989).

In the context of outsourcing the agency theory states that bounded rationality, unequal distribution of information, and opportunistic behavior of a firm’s employees can result in productivity losses. In particular, conflicting goals and interests between the firm’s principal and his employees may represent a problem for the firm. The firm can try to reduce inefficiencies stemming from this source by outsourcing certain activities to an external provider and control the output or effort of the provider through an outcome based contract (Olsen, 2006: 8). The special advantage of outsourcing then is that external providers are disciplined by the market instead of the firm itself which reduces agency costs.

Core competences & economies of scale

Apart from TCE and agency theory the core competences model is sometimes used to explain the dis-integration of many firms’ value chain. According to its authors, Hamel and Prahalad, companies should build around a core of shared competences which should provide potential access to a wide variety of markets, make a significant contribution to the perceived customer benefits of the end product, and be difficult to imitate. (Hamel & Prahalad, 1990) On the other hand, non-core activities should be performed outside the firm, i.e. by specialized third-party service providers.

As for the financial sector, the competition among firms in specific market segments has changed into fierce rivalry within and outside certain parts of the value chain. The challenge thus is to critically analyze the processes of the value chain, identify those core competences which provide a competitive advantage, and redesign established organizational layouts accordingly (Achenbach, Moormann & Schober, 2004: 154).

Last but not least, the concept of economies of scale plays an important role in many companies’ make-or-buy decision. Scale economies exist, when average cost of a production process declines as output increases. Declining marginal costs may stem from indivisibilities and the spreading of fixed costs, increased productivity of variable inputs, better use of inventories, or the phenomenon that production capacity is proportional to the volume of the production vessel, whereas the total cost of producing at capacity is proportional to the surface of the vessel (‘cube-square-rule’; Besanko et al, 2003: 76).

If many firms relocate activities to a limited set of specialized providers, the latter surpass a certain threshold and can offer their services at lower costs due to economies of scale. As one financial sector senior executive put it: “For us, outsourcing is the process whereby noncompetitive functions and activities are combined with the same functions of other firms to gain economies of scale. To us, outsourcing brings benefit by removing noncompetitive activities from our organization and pooling them with other organizations to gain economies of scale that would never be achievable if the functions were maintained internally (Kakabadse & Kakabadse, 2005: 192).
Status quo of outsourcing in the financial sector

I think outsourcing is a growing phenomenon, but it’s something that we should realize is probably a plus for the economy in the long run. We’re very used to goods being produced abroad and being shipped here on ships or planes. What we are not used to is services being produced abroad and being sent here over the Internet or telephone wires. (Gregory Mankiw, Chair of the Council of Economic Advisors; in: Bhagwati, Panagaria & Srinivasan, 2004: 93)

Financial firms’ motives

In 2004, a study of the Meta Group as cited in a Deutsche Bank report (Schaaf, 2004: 3) revealed that banks and other financial services providers are more likely to move activities to an offshore location than any other industry (see figure 2). But why is it that financial services businesses are so keen on relocating various business processes and jobs to low-cost destinations, even more so than the manufacturing sector which is traditionally associated with outsourcing? The answer lies in the nature of the financial services business. While quite distinct in actual practice, banks, insurance firms and other financial services providers have several common features that predispose them toward using a large degree of outsourcing. Specifically, they handle large volumes of information, in both paper and electronic form, and they typically provide customers with a wide variety of services. As a consequence, the financial sector features, relatively speaking, the largest IT budget among all industries and has thus the greatest potential to cut costs via outsourcing (FRBSF, 2004: 1).

Figure 2: Industries’ propensity to outsource

Moreover, the high potential to “industrialize” is one of the main reasons for outsourcing among financial services providers. Banks are typically much stronger vertically integrated than the manufacturing sector. German banks, for example, create 80 percent of their products and services themselves, compared with 25 percent in the automotive sector. Concentrating on core competencies not only helps to cut costs but also to gain strategic advantages (Pujals, 2005: 3).

According to the Joint Forum, a working group of the Bank for International Settlement, the potential for significant cost savings is also the most important motive among the many compelling commercial reasons for outsourcing (BIS, 2005: 6). Cost savings may stem from two sources: Either a third-party service provider has managed to develop scale economies and has thus relative cost advantages in a particular transactional area. Or an operator has access to lower cost labor in another, usually developing country. It needs to be added, though, that apart from cost reduction, companies are increasingly focusing on cost optimization strategies (Deloitte, 2004: 7).

The desire to improve the company focus is equally important as cost considerations. As predicted by the core competences theory, financial firms wish to improve their core business processes to create a sustainable competitive advantage by building global operating capabilities. The improvement of the core processes occurs through a reallocation of internal resources, both in terms of human and economic capital, away from non-core activities. (FRBSF, 2004: 1)

Other drivers for outsourcing mainly center on resource issues and risk-diversification considerations. Figure 3 gives an overview of the main reasons for outsourcing:

Figure 3: Reasons for outsourcing

In fact, what those top drivers for outsourcing mean is that funds are limited and that companies would rather invest in their core capabilities and purchase specific expertise from the outside. Additionally, it becomes obvious that more strategic aims, such as a better allocation of resources and capabilities, and a potential risk diversification are considered as well. A study conducted particularly on EU-banks’ motives for outsourcing reveals a slightly different image. With cost reduction still being the most crucial driver (with 89% of answers), European banks also seek access to new technology and better management respectively (60%). The focus on core internal processes only comes third (58%; BIS, 2005: 6).

Factors that promote outsourcing

Several influential factors have enabled the rapid surge of outsourcing in the financial sector. First of all, ICT-advances in combination with telecom deregulation have significantly improved the quality and stability of communication links at lower costs. In particular, the rapid increase in bandwidth (i.e. the capacity of digital communication channels) has made the physical separation of headquarters and third-party service providers feasible. Furthermore, integration applications and business process management software have become more scalable and sophisticated (Jacobides, 2005:  466; Tas & Sunder, 2004: 51). 

Apart from technological progress, the emergence of talented, well-educated human resources in developing or emerging countries provides an overwhelming potential pool of workers to meet changing needs. Locations like India offer an attractive combination of low labor rates and a highly educated work force thus allowing companies to simultaneously achieve two seemingly conflicting goals: lower costs and higher service quality (Deloitte, 2004: 4). Additionally, international quality standards such as ISO and SEI CMM have been defined and have meanwhile reached wide acceptance. They ensure that the quality of business processes moved offshore can be enhanced through a focus on productivity improvement. Last but not least, the first years of the 21st century proved to be a difficult market environment for financial services. Outsourcing thus became an enticing strategic option since it yields significant opportunities for improving flexibility and making fixed costs variable (Tas & Sunder, 2004: 7).

The current extent of outsourcing

In the financial services industry, outsourcing has been in use for quite some time. Essentially, financial institutions have used outside service providers for such clerical activities as printing customer financial statements and storing records since the 1970s. The financial services industry is conceptually structured in terms of front and back offices and outsourcing in that era mainly occurred in back-office business processes. Examples include check clearing and payment processing in retail banking, or clearing and settlement functions that are outsourced to central clearinghouses within the trading industry. Similarly, credit rating within the lending industry and custody of assets functions within the investment management industry were frequently outsourced in the 1970s (Tas & Sunder, 2004: 41).

As information technologies (IT) evolved during the 1980s and 1990s, financial services firms began to outsource a greater variety of IT activities in order to lower their operating costs and gain faster access to state-of-the-art technology (Pujals, 2005: 2). For example, a rising number of financial institutions decided to purchase software for producing internal reports and customer statements from a specialized vendor instead of developing and maintaining that software in-house (FRBSF, 2004: 1). Besides IT, even core functions aren’t sacrosanct anymore, such as for instance treasury activities, risk management or asset management in the banking sector (Pujals, 2005: 8). And since financial firms are building up outsourcing and shared services capabilities that create economies of scale, even the relocation of middle-office functions like finance, accounting and human resources becomes a viable option (Deloitte, 2004: 5). 

Whether an activity can be outsourced depends on several factors. Business tasks ideally suited for outsourcing are ones which are digitized to a high degree and can therefore be processed electronically. Additionally, tasks should feature a high modularity and be transparently structured (Schaaf, 2004: 2). Other basic requirements for business processes to be outsourced include that they are well-defined, self-contained, and measurable. Further, robust processes with stable practices and low levels of variance typically make the easiest transition to an outsourcing arrangement (Tas & Sunder, 2004: 51). What is more, outsourcing is particularly likely to occur if an activity is scale sensitive (Freedman & Goodlet, 1997: 24). In sum, services that are like commodities for which detailed specifications can be written and quality can be measured are easiest to outsource (Sen & Shiel, 2006: 146). These criteria mentioned above hold true in particular for settlement, IT-services, analytical and technical services as shown in figure 4.
Figure 4: Processes best suited for relocation

According to an influential study by Deloitte (2004: 3), size is a critical factor for the impact of outsourcing. Larger financial firms seem to be driving change across the financial services industry and benefiting from outsourcing to develop a competitive advantage over their smaller rivals. Approximately 80 percent of the world’s largest financial institutions – characterized as firms with market capitalization exceeding $10 billion – are already working outside their home market. In 2006, 15 major financial groups had more than half their assets abroad (Gentle, 2007: 20). As for smaller companies, only about half of them procure services from an offshore location.

Recipient countries

In general, the biggest shares of outsourcing activities of Western financial services providers are extending around the so-called Indian Ocean Rim (see figure 5). India itself lures around 80 percent of all financial service offshore outsourcing thanks to its scale, skills, culture and governance (Pujals, 2005: 6). Some of the world’s largest financial corporations including HSBC, Lloyds TSB Group, Axa Insurance, and Barclays PLC raised public attention when they relocated substantial parts of their IT-development and credit card processing to India (Bronfenbrenner & Luce, 2004: 68). In total, large internationally operating banks such as Citigroup and General Electric Capital are said to employ approximately 22.000 people in India alone (BIS, 2004: 7). 

Figure 5: The Indian Ocean Rim

However, financial services firms don't want all their business processes in one location. Consequently, they are creating more than one outsourcing relationship and are sending work to secondary locations, too. This provides them with the opportunity to diversify risks involved in the outsourcing process and to create labor arbitrage between the offshore service providers to produce the best cost savings. Secondary work is going to Sri Lanka, China, Russia, South Africa, the Philippines, Singapore, Malaysia, and Australia (Deloitte, 2003).

Apart from the Indian Ocean Rim, the relatively speaking cheap labor markets of CEE-countries are currently establishing themselves as enticing destinations for outsourcing. In Hungary, Rumania, Slovakia or Poland, a surging number of call centers and other third-party service providers are serving the needs of Western clients, mostly European financial services firms. A study on the outsourcing behavior of German and Austrian firms confirmed that Eastern European countries have clearly become new members in the international division of labor (Marin, 2005: 7). Or as the New York Times put it: “Western Europe is turning more frequently these days to its own backyard, transforming a few urban centers of the former Communist bloc into the Bangalores of Europe” (New York Times, 2007).

European financial services firms are even ready to accept a lower cost cutting potential than is available in India. Whereas in India costs can be reduced by up to 50%, CEE-markets “only” offer 30% lower costs (Roland Berger Strategy Consultants & UNCTAD, 2004: 16). On the other hand, financial companies benefit from stable destinations inside the European Union and from labor costs which will most likely remain low in the intermediate-term (A.T.Kearney, 2003: 2). Figure 6 highlights these differences in the outsourcing preferences of US and Europe-based financial companies respectively. While for both India is clearly the single most important recipient of outsourced business processes, US-American corporations rank other markets of the Indian Ocean Rim and neighboring countries higher than their European competitors. The latter obviously favor geographically closer markets in CEE instead (A.T.Kearney, 2003: 10).

Figure 6: Attractiveness of selected countries to US-American (left) and European (right) financial firms

Success factors

Having outlined, who the main players are, what drives them in the current outsourcing trend, and where they are seeking operational efficiency in their international value chain, let’s now turn to several critical requirements that must be considered in order to harvest the full benefits from outsourcing. Although every shift of tasks from a Western country to an emerging or transition economy is idiosyncratic, certain requirements apply to the majority of them.

First of all, the volume of the business process or activity to be relocated needs to surpass a certain volume. This can be achieved either internally through the sheer size of the function or via bundling of volumes with competitors. Additionally, transparent standards have to be defined, both for service-level requirements and for business processes. (A.T.Kearney, 2003: 9) The same holds true for the communication between the financial services firm and its third-party service provider (Bielsky, 2006: 40).

As minor as it may seem, a well defined communication pattern and a mutually understood terminology are further cornerstones of successful outsourcing. Last but not least, operations should be simplified, standardized and automatized. (A.T.Kearney, 2003: 9). Yet, that last point naturally only applies to back-office tasks which typically do not involve any customer contact. Front-office activities such as call-centers or complaints management, though, will always be characterized by a high level of context specificity.

The impact of outsourcing

Offshoring so far has delivered relatively impressive savings, largely by capitalizing on cheap labor (Gentle, 2007: 24).

The effects of the outsourcing activities are two-sided: On the one hand financial firms can indeed improve the efficiency of their operations and pursue their strategic goals more effectively. On the other hand, though, outsourcing and especially off-shoring, opens the door to an array of additional risks, which make outsourcing a balancing act. 

Increase in efficiency

Banks and other financial services providers potentially benefit from several advantages thanks to the relocation of activities: They can improve the service quality, focus on their core competences, speed up process cycles, increase market agility, and accelerate the response time and speed time to market. Moreover, they are able to counteract internal bottle-necks in personnel or capacity, extend the scope of services provided, bolster their subsidiaries in foreign markets, and gain access to technology and infrastructure (Roland Berger & UNCTAD, 2004: 6).

The single most important benefit from outsourcing is an increase in efficiency of processes due to reduced costs, though. Especially labor costs can be decreased considerably. Financial services companies are said to have already realized significant savings from outsourcing, up to $12 billion since the turn of the millennium (Sankappanavar, 2007). Breaking these numbers down to the individual process outsourced means that up to 37 percent savings can be achieved by relocating an activity (Deloitte, 2004: 2). Asked for their experiences with offshore outsourcing, 45% of US-American and European financial services companies reported cost savings higher than 30% (A.T.Kearney, 2003: 5). Yet, these numbers need to be put into perspective since the literature on outsourcing in the financial sector does not give a unanimous picture of the cost-saving potential. For instance, according to one source banks are allegedly able to save “only” 8-12% of their overall costs, and insurers as much as 10-15% (Pujals, 2005: 6).

[image: image4.emf]Still, it is common ground that insurance companies first and banks second typically have a great variety of IT-based processes and corresponding costs, and that they consequently benefit from the biggest cost-savings potential to be tapped by relocating processes and positions to low-cost destinations (see figure 7). 

Figure 7: Cost saving potential of outsourcing in selected industries

Capitalizing on wage differentials and tax incentives of up to 55 percent (as granted by some Eastern European countries) is only one aspect of successful outsourcing, though. Further, financial firms can enjoy productivity and consolidation gains from a less expensive but very skilled workforce. The value derived from the outsourced services is thereby significantly increased. Last but not least, re-engineering processes can further increase the savings to a total of 60-70 percent less than the initial costs (Sankappanavar, 2007).

Apart from those impressive savings, financial firms should not overlook the fact that outsourcing does not come without a price. First of all, low labor costs in a country cannot be fully translated into lower costs of production since emerging or developing markets typically feature lower productivity levels than Western countries. As an example, in 2005 the productivity level in CEE only reached 23% of that in Germany while wages in these countries also were as low as 23% compared to Germany. Thus, under outsourcing labor unit costs in CEE were practically the same as in Germany (Marin, 2005: 4).

Furthermore, outsourcing normally involves substantial costs (which will certainly vary with location and degree of control involved). Cronin, Catchpowle & Hall (2004) identify five major areas of cost in outsourcing and offshoring starting with search costs: Since services cannot be fully standardized, price alone is insufficient to judge utility. Thus, the search for a suitable third-party service provider consumes greater resources compared to outsourcing in manufacturing for instance. “A rule of thumb for search costs in IT is between 1 and 10 percent of contract value” (Overby, 2003). Secondly, when moving a process to a third-party provider, training of and familiarizing the new provider with existing operations can cost up to 3 percent of contract costs, while redundancies and associated costs can add another 5 percent. Additionally, initial productivity shortfalls of 20 percent in the first years of contracts need to be taken into consideration (Overby, 2003).

Coordination and integration of outsourced activities is a further area of costs. Overby (2003) estimates that ongoing costs in specifying operational requirements of projects for IT outsourcers can account for 1 to 10 percent of the contract price. What is more, the enforcement of the terms of exchange and costs associated with specific assets risks represent a final set of costs.

“As a result, achievable cost savings usually have to be scaled down to a large extent and can by no means be set equal to wage differentials” (Wolgast & Theis, 2006: 3), and especially large global financial institutions remain the main beneficiaries of outsourcing. They possess the means and experience to fully capitalize on the economies of outsourcing whereas for smaller firms, the additional complexities are likely to offset many of the benefits (Deloitte, 2004: 7).

Additional risks

While outsourcing can enhance the ability of financial institutions to offer their customers better services without the expenses involved with owning the required technology and human capital to operate it, the underlying business risks associated with providing these services normally are not reduced. Instead, although relocating tasks to emerging or developing countries can reduce certain other risks, it also introduces new challenges and risks (FRBSF, 2004: 1). They tend to fall into three categories: operational, reputational, and legal risks.

Operational risk has been defined as “the risk of monetary losses resulting from inadequate or failed internal processes, people, and systems or external events” (Pujals, 2005: 10). While operational risk exists whether or not a firm outsources certain business activities, the transfer of managerial responsibility, but not accountability, to a third-party service provider introduces new concerns. These include fraud and error by the third-party service provider, technology failure, and an inadequate financial capacity to fulfill obligations. In addition, failure to choose a qualified and well-suited service provider, and to structure an appropriate outsourcing relationship, may lead to ongoing operational problems (BIS, 2004: 11).

Poor service from the third party and a customer interaction which is inconsistent with the overall standards of the outsourcing entity represent reputational risks. Furthermore, the company’s reputation may be damaged if a third-party service provider does not stay in line with agreed upon practices of the financial firm (BIS, 2004: 11). While the legal responsibility for that clearly resides with the service provider, the financial institution would not easily be able to avoid damage to its reputation (Pujals, 2005: 10).

Finally, legal risks of outsourcing include the non-compliance of third-parties with privacy, consumer, and prudential laws, and that the outsource provider does not have adequate compliance systems and controls (BIS, 2004: 11). Although legal concerns affect all outsourcing firms, financial institutions are particularly affected since first, they deal with customers’ highly sensitive information and second, they face a relatively high degree of government regulation (FRBSF, 2004: 1). In some areas, even a thriving black market for confidential information has emerged. “Stolen names, addresses, phone numbers, and bank account information – including account numbers – are sold on Indian streets for pennies” (Swartz, 2004: 24).

When outsourcing agreements are made abroad, concerns regarding country risk factors are also introduced. Business continuity planning is more complex than in the domestic market and political, social, and legal issues need to be considered carefully. Cultural and social problems possibly involve the resistance by current staff, or differences between the financial institution and the service provider in understanding and approaching the customer.  Pujals (2005: 10) surveyed European banks’ assessment of risks from outsourcing and found that the potential risk arising from the loss of control or from an undesirable dependency on the third-party service provider is the single most important concern (see Figure 8).
Figure 8: EU-banks’ assessment of key risks to outsourcing

Last but not least, seen from a global perspective, the concentration of outsourcing in a limited set of foreign locations increases systemic risk. Continuing dis-integration of the value chain and the concentration of outsourced activities in a few locations – both provider and geographic – increases the risk for the individual company and the financial industry as a whole. So far, this implicit long-term geopolitical risk has not been factored into the cost-benefit equation of outsourcing (Furlonger, Feiman & Leskela, 2004: 1).

The regulatory perspective

Regulators have recognized the challenges that outsourcing presents at both a national and international level. As a consequence, practically all Western countries have had their regulatory bodies develop standards or legislative controls on outsourcing in order to mitigate these risks (BIS, 2004: 9). In addition to the national approaches, industry organizations have reacted to the apparent lack of harmonization in the area of outsourcing undertaken by financial institutions. They made an effort to establish high-level standards applicable to almost all financial services providers. For instance, the Committee of European Banking Supervisors (CEBS) proposed a set of principles in December 2006. They include the guideline that “the ultimate responsibility for the proper management of the risks associated with outsourcing or the outsourced activities lies with an outsourcing institution’s senior management” and that “an outsourcing institution should take particular care when outsourcing material activities” (CEBS, 2006: 3-4).

Furthermore, the principles suggest that the financial institution should have a proper outsourcing policy including contingency plans, and that it should explicitly manage the risks associated with its outsourcing arrangements. Ultimately, the formality of all outsourcing agreements and the careful treatment of “chain-outsourcing” (i.e. the sub-outsourcing of outsourced activities and functions to third parties) are emphasized (CEBS, 2006: 7-9). In effect, these guidelines could serve as consultation basis for the whole financial sector and it seems as if financial institutions themselves principally approve of them. Or as a JP Morgan Chase executive put it:

“We believe that the concept of a series of ‘high level principles for outsourcing’ provides a useful structure and guidance for financial institutions, especially those operating in multiple jurisdictions. However, we are concerned that the consultation contains some proposals which, if implemented, may impact upon the efficient operation of the infrastructure needed to provide global services” (JP Morgan Chase Bank, 2004: 1).
The impact on countries that outsource

Outsourcing not only has an effect on financial services providers, but also on their countries of origin. Countries of the Western hemisphere face the challenge that more and more positions, mainly in IT, are relocated to far-off destinations which offer significant cost advantages. Jobs that are most at risk require no face-to-face customer service and use remote telecommunications technology (Bronfenbrenner & Luce, 2004: 5). In the UK alone, 180.000 such jobs in financial services are said to move to low-cost centers located in countries such as India and South Africa until 2010 (Insurance Business Review Online, 2005). Likewise, some 2.3 million jobs in the banking and securities industries are threatened in the United States (Celent, 2004).

Economists also argue that offshoring contributes to lower inflation and higher productivity in industrialized countries, meaning that the overall economy will grow faster. For instance, there are estimates that the annual US GDP-growth would have been lower by 0.3 percent between 1995 and 2002 without offshore outsourcing of jobs in information technology (Pujals, 2005: 1). Likewise, researchers claim that the cost to the UK of not relocating jobs offshore would be five times higher than the estimated loss due to a drop in output and a subsequent slowing of GDP growth (Eurofound, 2004: 12).

Figure 9: Imports of computing and business services as a share of GDP

Drawing up the balance, Western countries – and the US and UK in particular – turn out to be exporting more business services than they import from emerging or developing countries (see figure 9). As for the jobs affected by outsourcing, analyses unveiled that the relocation of business processes from industrial to developing countries is not negatively correlated with job creation. In fact, only a small fraction of positions is made abundant due to outsourcing while simultaneously there is sufficient job creation in other sectors (Amiti & Wei, 2004: 38). The picture for Europe looks two-sided: On the one hand, there are countries following the American example like the UK which move most aggressively offshore. They are said to benefit from an economic boost from offshore wage differentials. On the other hand, European countries that use offshore services least due to management caution, tight employment legislation, trade union resistance, and the high numbers of smaller companies with limited offshore scope will likely lose. This latter group of countries includes Germany, France, and Italy. (Parker, 2004: 4)

New trends and future development

Services are becoming more like manufacturing as processes can be standardized and data stored for medical diagnosis, benefits administration, and legal services. Information today can be standardized, built to order, assembled from components, picked, packed, stored and shipped, all using processes resembling manufacturing’s. (Sako, 2006: 510)

Growth in importance

Whilst primarily anecdotal and partial in nature, a growing body of evidence points to the rapid growth of outsourcing activity in recent years. In the future, operational efficiency is going to play an increasingly important role. The need to streamline processes, eradicate paper, reduce headcounts and manage related operational risk will affect all parts of the financial services industry (Gentle, 2007: 20). Compared with other sectors, banks and insurance companies show the strongest dynamic in outsourcing. And this trend is most likely to gain momentum in the future. “Financial services executives estimate that between 10 and 20% of the cost-base of financial institutions will be offshore by 2010” (Gentle, 2007: 24). A survey by Deloitte (2004) brought about even more optimistic results: The majority of financial firms expected that at least 20% of the industry’s cost base would have moved to offshore locations by 2010, thus almost doubling the current share. The financial industry’s cost base amounts to approximately $2100 trillion. Simultaneously, the 100 largest financial institutions worldwide will move nearly $400 billion of their cost base offshore (Deloitte, 2004: 3). With regard to Western Europe’s financial industry, outsourcing will grow by 15% per year (Roland Berger & UNCTAD, 2004).

One important driver of this development is growth in IT budgets. Financial services firms give high priority to their IT organization’s potential to reduce the company’s overall operating costs and improve the productivity of the workforce. As pointed out earlier, the financial services industry has therefore the largest IT budgets and outsourcing provides greater benefits to financial services firms compared with other industries. In regard to the banking industry, for example, IT plays a major role – the Western European banking sector’s IT budget is supposed to grow at an average compound annual growth rate of 5,6% between 2004 and 2008 – and it will even gain in importance in the future as the number of electronic cash transactions is still growing (Pujals, 2005: 5).

A limit to outsourcing

Despite the rapid growth of outsourcing in the financial sector, there seems to be a natural cap to this trend. In the 1970s, the manufacturing industry was first to discover the huge cost saving potential that rests in outsourcing. Since that time, the industry has witnessed a radical transformation with many of the largest corporations now focusing their most expensive Western resources on product development, marketing and sales, while farming out assembly and manufacturing to providers offshore. In this context, the case of Levi’s is frequently cited, which started relocating production activities in the late 1970s and closed its final four factories in the U.S. in 2003. Unlike the manufacturing industry, though, financial services firms aren’t likely to fully replicate the transformation in manufacturing due to the need to have greater customer contact (Deloitte, 2004: 3). For instance, tasks which involve face-to-face communication with customers cannot be relocated easily. This certainly applies to the bulk of work in insurance intermediation where the vast majority of customers still attach great importance to a personal face-to-face interaction with intermediaries (Wolgast & Theis, 2006: 2).

In addition, certain activities will prove hard to be outsourced. For instance, many banks will find that their core operations, such as processing current and savings accounts, are “high-volume activities inextricably embedded in custom-made, undocumented legacy systems” (McKinsey, 2002). Although these operations may be inefficient, internal improvements instead of outsourcing are probably the only option, not least because their sheer size makes them so important strategically. In addition, language and cultural differences represent serious obstacles to outsourcing to low-cost countries even in those areas where the customer contact is being handled by telephone, e-mail or other means of ICT (Wolgast & Theis, 2006).

From standardized tasks to business processes

As for the tasks that are moved to low-wage countries, the financial services sector will see a growth of outsourcing in increasingly core areas. The relocations will involve a wider range of internal functions such as financial analysis, regulatory reporting, accounting and human resources. According to an A.T. Kearney managing director "any function that does not require face-to-face contact is now perceived as a candidate for offshore relocation." (Pujals, 2005: 4) Companies are also tapping into more highly skilled resources, such as lawyers, accountants, engineers, and researchers, to perform more value-added processes such as tax processing or investment research (Tas & Sunder, 2004: 51). This will ultimately culminate in the trend of “business process outsourcing” (BPO), which means end-to-end relocation of a complete business line or department. The particular challenge of BPO is that business processes are constantly evolving and are strongly embedded in the culture and identity of the firm. Therefore, the level of understanding, communication, and trust between the firm and its supplier has to be very high – mere contracts are not sufficient. Finally, business processes often form a firm’s value identity and outsourcing such processes may affect the overall culture of the firm (Sen & Shiel, 2006: 146). The third-party service supplier will thus necessarily become more of a strategic partner than a traditional supplier (BIS, 2004: 7).

Changing motives

Apart from the sheer scope of outsourcing financial firms’ underlying rationale will experience a remarkable change. While the relocation of activities was initially motivated by economic pressure and the need to cut cost, it has undergone the metamorphosis from “something to consider” to “something that must be done” (Pujals, 2005: 4). For the future, experts predict that financial services providers will move beyond pure labor arbitrage considerations by taking their offshoring strategies to the next level. They will re-engineer their business processes and eventually develop a truly global operating model. (Gentle, 2007: 24)

As financial firms’ outsourcing activities move up the knowledge intensity value chain thanks to an ever better educated workforce in emerging and developing markets, business process outsourcing will increasingly be accompanied by so-called knowledge process outsourcing (KPO). KPO involves high-end processes like education and training, risk management, valuation research, investment research, legal and insurance claims processing, etc. While for BPO the procedures to solve a problem are typically well known and employees can be trained in the methodology, for a KPO there is usually no standard method of reaching a solution. Despite the high level of uncertainty, KPO (across all sectors) is expected to reach $17 billion by 2010, of which 80% will be outsourced to India (Sen & Shiel, 2006: 147). A further aspect that will play a role in the years to come is that outsourcing not only improves the efficiency of certain tasks, but it can also help banks and other financial firms penetrate emerging market and transition economies. An offshore operation provides a local presence, allowing a firm to get first-hand experience in the market and helping to establish the brand. This initial market position might have the potential to be developed later into full-scale business operations (Gentle, 2007: 24).

Offshore versus nearshore

As regards the geographical dimension of outsourcing, the relocation of functions across national borders will come to full fruition. Especially for the major international financial firms offshore outsourcing to the Indian Ocean Rim or the countries of Central and Eastern Europe will become a standard business practice. This holds even true for suppliers, who are beginning to create their own network of offshore service providers, thereby building practically a “second generation” of outsourcing (Mondarress & Ansari, 2007: 165). Meanwhile, financial institutions’ move to far-off locations is challenged by a trend termed “nearshoring” and defined as “cooperation between partners on the same continent” (Pujals, 2005: 4). “Nearshore emphasizes location and proximity as opposed to the prevailing offshoring archetypes of location transparency and irrelevance of distance and time.” (Carmel & Abbott, 2007: 42) Advantages of outsourcing to geographically closer destinations include proximity benefits, real-time overlaps, cultural, historical, political, and linguistic similarities. Consequently, it is not surprising that clusters of financial services firms and their third-party service suppliers are evolving: In North America nearshoring to Mexico and the Caribbean is on the rise, East Asia – notably Japan – witnesses an increase outsourcing to China, and the European financial sector wants to benefit from the emerging markets in the East where the risks connected to outsourcing seem more controllable than for instance in India (Carmel & Abbott, 2007: 43).

Higher commitment through captive outsourcing

The financial sector will experience another major trend concerning the legal forms of outsourcing. While in the early days of offshoring financial institutions entered into contracts with independent third-party service providers, they will increasingly set up their own offshore base – i.e. through an affiliate. (BIS, 2004: 14) So called “captive outsourcing” – i.e. through wholly owned offshore subsidiaries, intra-groups, joint ventures or strategic alliances – is pulling into a virtual tie with traditional offshore outsourcing (Deloitte, 2004: 2). Figure 10 shows the results of a survey by the UNCTAD and Roland Berger Strategy Consultants on the situation in Europe. Dark grey segments represent types of captive outsourcing, while bright grey stands for traditional outsourcing.

Figure 10: Captive vs. traditional outsourcing

On the one hand, a captive approach entails higher levels of commitment and costs for the outsourcer. On the other hand, though, retaining ownership and more control most certainly reduces risk and gives the financial firm the opportunity to experience the market which may become a source of future income (Pujals, 2005: 8).  Consider for example that by 2010 the middle classes in India and China are each expected to be larger than the entire US population (Gentle, 2007: 23). Nonetheless, banks and other financial institutions will more often use different types of outsourcing models simultaneously, depending on the type of the outsourced activities. On average, two business models for outsourcing are expected to be used per firm. (Pujals, 2005: 8).

New variations

Given standardized information and simplified coordination, ever variations of outsourcing are developing such as “external co-sourcing” – several banks pool their operations if no large-scale provider exists (McKinsey, 2002) –, “global sourcing”, “inter-sourcing”, “blended sourcing”, or “rightsourcing”. However, this terminology is frequently used by mainly US-based offshoring proponents who attempt to divert public criticism by avoiding the term offshoring (Deloitte, 2004: 2). In general, it can be expected that due to the rising complexity of operations, the term “outsourcing” will become obsolete and will probably be simply replaced by the less biased term “sourcing”.
Finally, it should be noted that despite the rapidly rising importance of outsourcing, its extent and in particular the scope of offshoring to foreign countries should not be overestimated.  The balance of staff is likely to remain in onshore locations and the trend will primarily affect large international financial enterprises for which outsourcing will create significant cost advantages over smaller rivals (Deloitte, 2004: 4). Additionally, automation will in many cases replace the need for today’s style of offshoring, resulting in a smaller, more innovative set of offshore service providers (Celent, 2004).

Discussion

The analysis of outsourcing in the financial sector leads to several essential conclusions. First of all, outsourcing is primarily understood as the reallocation of activities from Western financial companies to their offshore low-cost service providers. Interaction between them takes place via electronic means of information and communication technology and does not require physical presence anymore. Outsourcing has been arousing a tremendous amount of anxiety and criticism since the US-presidential campaign in 2004.

What is more, despite the negative image of outsourcing the reallocation of business tasks has become a most viable, if not necessary, option for banks and insurance companies to increase their operational efficiency. Costs can be decreased substantially through locating non-core business processes with specialized third-party suppliers in low-wage countries. Additional advantages of outsourcing include the access to a vast pool of well-trained employees, an improved strategic focus, and the opportunity to benefit from third-party suppliers’ economies of scale.

Furthermore, outsourcing does not only enhance the efficiency of operations through capitalizing on wage differentials, but it also implies significant costs and several operational, reputational, and legal risks. Financial companies must be particularly prudent not to lose control of certain business tasks and suffer from their third-party service providers’ non-compliance with company standards. A growing number of regulations and guidelines are put in place to mitigate the risks associated with outsourcing.

For the purpose of outsourcing the need has been identified to carefully scrutinize the processes of banks’, insurance companies’ and other financial services providers’ value chain. Managers must ask themselves how to respond to the financial sector’s present challenges. Especially large firms will find a solution in identifying those activities that represent core competences on which a competitive advantage can be based. Once those core competences are found, the financial firms’ organizational layout needs to be redesigned accordingly. 

As for the activities outsourcing does not seem to be limited to back-office functions anymore. Whole business processes or departments are getting relocated whilst the only unsurpassable cap to outsourcing proves to be face-to-face customer contact. In the future, even knowledge intensive processes are likely to be provided by suppliers in emerging or developing countries. In general, it can be found that financial firms are increasingly moving up the value-chain in their outsourcing activities.

Moreover, the most important recipient country of outsourced business tasks proves to be India. While other markets of the so-called Indian Ocean Rim and markets in Central and Eastern Europe are gaining in importance, the Indian sub-continent remains the main hub for outsourced business services for Western clients. Additionally, outsourcing to geographically closer locations is gaining momentum since financial services providers are starting to appreciate the advantages of proximity. The economic effect of outsourcing on Western countries has been shown to be rather small. While accused of destroying positions, outsourcing seems to rather lead to lower inflation, productivity gains, and increases in efficiency. Jobs that become redundant due to outsourcing in one sector tend to be compensated by jobs created in another sector. In the future, the financial sector will see the current outsourcing trend come to full fruition. Up to 20% of the industry’s cost base may be located offshore by 2010, and companies will opt for varying degrees of personal involvement.

In sum, this paper provides an overview of the status quo of outsourcing in the financial sector of developed countries. A wide spectrum of topics is covered on the basis of academic literature and reports by large consultant companies. Nevertheless, several limitations to the results of the paper can be identified. First, the breadth of the analysis is the reason for a rather low level of detail. Results for specific industries or countries affected by outsourcing could thus be presented only occasionally. Second, while relatively straight-forward in nature and more or less self-explanatory, the theoretical concepts that are used to explain outsourcing proved hard to integrate in the internal logic of the paper. In addition, outsourcing affects a wide area of academic literature, ranging from business organization, human resource issues, management control systems, to socio-cultural considerations. Therefore, the focus on transaction cost economics and the principal-agency framework might seem too limited to cope with the breadth of the topic. Third, the paper mainly draws on literature dating back to 2004 and 2005. The public attention during these years triggered the research on outsourcing and led to a true flood of publications. Yet, since then, interest in outsourcing and the amount of academic literature on it has decreased. Therefore, this paper can only partially provide most recent literature. Ultimately, the informed reader might criticize the purely qualitatively approach. Although the results are predominantly supported by numbers, they do not base on any quantitative framework or statistical reference as presented in the course of this paper. There lies potential for future research into a convincing indicator of outsourcing activities and by changing the level and focus of analysis from the firm level stronger to the industry level.
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� The opinions expressed are the authors’ personal views and not necessarily those of the institutions the authors are affiliated with. The authors are indebted to helpful comments by Gerhard Fink and the Finance-Growth/Integration Nexus-Team at WU-Wien, http://www.wu-wien.ac.at/europainstitut/forschung/nexus.
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