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Most organizations are dissatisfied with the innovation delivered in
outsourcing engagements. Sourcing, procurement and vendor management
leaders should use the Gartner I3 Innovation Model (Incentivize, Identify and
Implement) to get the value they seek.

Key Challenges
■

Many IT organizations look to their service providers to deliver innovation. However, most
requests for innovation are ill-defined, and when requests come across to the service provider
team as optimization, they may do nothing, especially if the contract does not properly drive the
provider behavior. All this results in both client and provider dissatisfaction.

■

Sourcing executives responsible for outsourced engagements often focus only on service
provider day-to-day performance management, thereby ignoring potential continuous
improvement opportunities and disruptive innovation completely.

■

Even in mature IT organizations, good innovation ideas presented by the service provider are
not put into action due to a lack of innovation governance and a lack of client change
management processes, resulting in missed opportunities and wasted effort.

Recommendations
Sourcing, procurement and vendor management leaders seeking to improve service sourcing and
get more innovation and value from their service providers should follow the Gartner I3 IT
Outsourcing Innovation Model:
■

Incentivize — Include innovation behavior drivers within contracts. Define strategic objectives
and include an innovation plan, which includes benefits for both sides. Create a vision for the
service and clearly state the expectations of continuous improvement versus disruptive
innovation.

■

Identify — Collaborate to innovate. Use quarterly sessions with business and IT commitment to
invest in ideation, identification, estimation and joint execution of innovation initiatives.

■

Implement — Put in place the governance to ensure that all and any ideas can be evaluated
and progressed as needed. Build the internal capability and resources that will be able to
incubate and deliver on the innovation opportunities identified.

Introduction
1

IT outsourcing makes up over a quarter of IT spend, and usage of service providers for technology
is growing. On IT outsourcing deals, sourcing executives tend to put in place strong service provider
performance management targets for efficient and reliable services by defining IT SLAs and key
performance indicators (KPIs). They hold the providers responsible through penalties and earnbacks, which focus on IT delivery only, and do not address service providers’ capability to transform
the service to deliver business value. Today, most organizations that use managed service
2

outsourcing want to get innovation from their service providers. There is an opportunity to realize
additional benefits if the balance of delivery efficiency and delivery improvement can be managed
with the providers.
The IT Outsourcing Innovation Model (see Figure 1) is a three-phase model:
■

Incentivize — Include innovation and behavior drivers in the contract.

■

Identify — Identify improvement and innovation opportunities through regular collaborative
interactions.

■

Implement — Once identified, initiate the effort to implement the improvement or innovation.

Figure 1. Gartner I3 IT Outsourcing Innovation Model
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Analysis
Incentivize — Contract for Innovation
Even if service providers are more than capable of delivering substantial business-relevant change
and innovations to their customers, they don’t because most sourcing contracts are not designed to
reward exploratory innovations coming from the sourcing partner. This particularly applies to
innovations that cannibalize the sourcing partner’s own outsourcing revenue streams. Service
providers are currently investing in innovations that will cannibalize their current revenue (e.g.,
robotic automation), but it is naïve to think that they will proactively come forward on existing deals
to reduce current revenue. Sourcing executives need to think creatively about how they can
encourage the innovative behaviors of service providers.
To establish and maintain incentives, innovation must be planned as part of the engagement from
the very beginning of the sourcing cycle. It is impossible to know the truly innovative ideas at
contracting time, but it is possible to establish the direction and the processes needed to incubate
innovation ideas. Effective innovation frameworks start in the strategy phase and continue in the
RFP, contract negotiation and ongoing governance phases. The cost and impacts of innovation
must be considered throughout the sourcing cycle.
There are three key areas to consider, each of which must be incorporated into the service contract
to ensure innovation delivery:
1.

A funding model that facilitates account innovation costs and impacts

2.

A specific contract exhibit to cover innovation

3.

A process for handling the intellectual property (IP) of the innovation

Take Three Actions to Incentivize Innovation Delivery
No. 1: Select a Funding Model to Drive Innovation
There are multiple ways to separate the funds needed to motivate a service provider to invest in
innovation. It’s most important to recognize that innovation activities must be paid for in some way;
a service provider will not work on initiatives that reduce its revenue on your account (unless that
cannibalization is absolutely essential to stave off external competition). These models can be
considered:
■

Billable activity — In this model, you recognize that activities contributing to innovation are
billable activities for the service provider. Depending on the agreements in place, these can be
billed on a time and materials basis according to a preagreed rate card, or as a fixed price
based on statements of work (SOWs) agreed on for deliverables. This can work well where the
client has an internal innovation fund (like a venture capital fund) that is used to fund all the
activities contributing to an innovation initiative. It falls short when the client is very prescriptive
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on what is done and will not encourage innovative thinking within the service provider
organization.
■

Innovation pool or fund — It is common nowadays to incorporate some pool of hours or
money for innovation into your deal at contracting time. The supplier accounts for this fund
when pricing the deal, and these funds/hours can be used by the client and service provider to
seed the innovation investigations and fund innovation changes. Even if established as funds,
these can only be used in exchange for labor from the service provider, and use is limited to
incremental innovation activities. These funds are also generally time-bound and available on a
“use it or lose it” basis.

■

Innovation vouchers — Similar to the innovation fund, these vouchers can be exchanged for
service provider services; however, in this case, they are more explicitly purchased by the client.
The client agrees to fixed revenue over time, but the service provider still commits to cost
improvements year over year. The difference is then converted to vouchers for service provider
services that can be invested in whatever the client wishes. This could be innovation, but it
could also be legacy transformation or internal projects. This is a rare model but can sometimes
be seen when service credits are repurposed to be used on innovation activities.

■

Benefit sharing — In this model, the parties agree to share the benefits achieved from the
innovation when implemented. This can be agreed on in advance (for example, with a 50/50
split) or on a case-by-case basis prior to embarking on an innovation initiative. This can be very
powerful because it gives the service provider full freedom to look at disruptive changes.
However, in practice, this is very difficult to execute. The achieved benefits are hard to measure
and the supplier will want more control of the business rollout of the change in order to achieve
the expected benefits.

No. 2: Include an Innovation Plan
The Gartner contracting methodology proposes developing an innovation plan as an attachment to
the master service agreement (MSA). Gartner provides a Toolkit for innovation plan development
(see “Toolkit: Drive Innovation With an Outsourcing Innovation Plan, Attachment L”). It includes an
agreed-on high-level definition of innovation; defines the structure, methods and procedures that
both parties will use to introduce innovation into the sourcing arrangement and documents; and
outlines the innovation direction for a specific service, and any rewards and incentive plans. It
should also explain how both parties will share the additional efforts and costs of introducing
innovation. Ideally, innovation should support and provide benefits to both parties. By using this
Toolkit during the contracting phase, the service provider can get incentivized to deliver innovation,
and the parties can get aligned on how that innovation will be enabled, delivered and tracked.
No. 3: Contract to Protect or Share Any IP
The service provider’s business model is built around the replication of innovation within its
customer base. This can result in a conflict for disruptive innovation projects when the intellectual
property (IP) of an innovation is of interest to the service provider for other clients, but is also
something that provides competitive advantage to the client. The plan to resolve this may include:
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■

Limited use of the innovation by service providers

■

Limitations on use within the client’s industry or by competitors for a period of time

■

A license agreement to allow royalty payments to the client (which should include a time period
of exclusivity)

■

Gain-sharing the benefit for financing the innovation

These approaches can go a long way toward mitigating the issue of IP, enabling the service provider
to provide more than just operational improvement innovations, and supporting some of the
disruptive innovation that can have high impact and business value (see “Toolkit: Outsourcing
Contract Article 12 — Proprietary Rights”).

Identify — Collaborate to Identify Improvements or Innovation

“Innovation is the execution of new ideas that create business
value.”
That is the Gartner definition of innovation and it emphasizes that innovation must be both new and
relevant. Innovation is not about managing the status quo; it is not known at contracting, but is
about change that provides value for the business. Such value may not only be financial, but also
about speed to market, reducing risk or promoting the brand; however, it must be accepted by the
business as valuable. To proactively provide relevant innovation ideas, the service provider must
understand what is valuable for the business and maintain a conversation with the business and IT
stakeholders — led by the sourcing executive — to update the definition of what is valuable. Such
conversations should be held at minimum every six months, but preferably every quarter.
Changes in the IT service delivery environment can be thought of in three categories:
■

Continuous improvement (optimization): This refers to improving the current way of working
to get more productivity from the service delivery. This is expected from the service provider
and usually governed through service and/or performance management. Typically, for managed
service delivery, this is done in the form of continuous process improvement and elements such
as the use of standardized ITIL-based service delivery processes, tool use optimization and Six
Sigma quality management. This is not considered innovation; it is expected and contracted for
with the service provider.

■

Improvement innovation: This refers to dramatic change from the current way of working that
provides a step change in delivery, but still uses the original delivery framework for the service.
Typically, for project delivery, this comes in the form of business/technology process
improvement and business process re-engineering. This is often delivered by implementing new
packages bringing better ways of doing business to internal processes. It can also be applied to
IT service delivery (particularly in service desk improvement, such as moving support earlier in
incident processing, using analytics to reduce incidents or via new robotic process-automationtype processes).
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■

Disruptive innovation: This refers to doing something in an entirely different way — one that is
not known at the time of contracting — to achieve desired outcomes. It establishes a new
delivery framework to achieve business outcomes. Typically, for businesses, this involves using
new technologies to deliver business re-engineering-style changes.

The key is to provide value to the business — sometimes it is speed, and other times it is revenue or
cost optimization. The issue for sourcing and vendor management leaders is traversing the many
layers between the service provider and the business stakeholders, and establishing an alignment
on what “a good idea” looks like. In an ideal world, the CIO would have an IT innovation charter (see
“What a World-Class IT Innovation Charter Should Contain and Why You Need One”) that defines
the innovation vision and process (but that is only likely in very mature organizations), and sourcing
executives would summarize the organizational direction they are aware of and share that with
strategic service providers.

Take Three Actions to Identify Innovation Opportunities
No. 1: Connect Your Service Provider
Invite a representative from your senior leadership team once a year to the quarterly review board
(QRB), where each strategic service provider shares its vision for IT and also provides board-level
snapshots of what has been achieved on the account. Alternatively, hold a single annual meeting
with all strategic suppliers present to outline the business priorities for the client organization (see
“Host Strategic Vendor Events to Strengthen Strategic Vendor Relationships”). This can be difficult
with so many vendors in the room, but it can be very productive in aligning the supplier base with
the current business priorities. Create a shareable overview of internal organizational vision
statements, and ensure that strategic service providers are briefed on business priorities that are
known.
No. 2: Focus on Business Goals
Set proactive service provider goals aligned to the business or IT operational improvements the
business is looking for. These should be simple, quantifiable statements that can be used to focus
innovation activity; for example, reduce new customer average onboarding time from 30 days to
two days, or reduce month-end close errors by 50%. See “Digital Business KPIs: Defining and
Measuring Success” for examples of business-focused measures that could be used to focus your
service providers.
No. 3: Look Beyond the Account Team
Engage supplier organization teams beyond the immediate account team. The account team will
usually be focused on performance and incentivized on revenue, while others in the supplier
organization may be industry- or product-focused and bring fresh thinking to the table.
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Implement — Add Governance to Ensure Innovation Will Progress
Across all phases lies a need to govern the contract, the operational delivery, and the improvement
or innovation. It is an integral part of the I3 model. Even if there is a strong service provider incentive
and the innovation proposed matches the business focus, the opportunity will fail if the organization
is not able to execute the internal change needed to implement the proposed innovation.
The ownership of innovation rightfully lies with the CIO and business stakeholders. However,
sourcing executives can play a significant role in facilitating delivery by utilizing the governance
mechanism available to them.
In a mature organization, the required innovation governance and culture may be in place, and
sourcing executives just need to incorporate the service providers into that governance structure.
However, in many organizations, this is not the case. Sourcing executives have to act as facilitators
to ensure that the incentives for innovation in the service provider’s contract are connected with
internal sponsors so that resources and change management can be applied to incubate
innovations through to implementation. Along with making this connection, there must be a process
for approving or rejecting ideas that is linked to innovation metrics. But any metrics must be
focused on all the ideas provided — not just successful ideas. For innovation to work, there must be
“freedom to fail” and no barrier to any idea coming to the table.

Take Three Actions to Implement an Innovation Capability
No. 1: Schedule Innovation at the QRB
These quarterly reviews cover provider delivery and performance on current scope, as well as
discussion of the strategic opportunities and value delivery that the provider can bring to the client.
The participants from both sides at the QRB include the sponsors (usually the client’s CIO and the
provider’s account leader), the business unit leaders from the client receiving the services, the IT
leaders responsible for delivery from the provider and the client. Build time into the QRB agenda
(20%) to allow the provider to bring its ideas to the leadership, clearly connecting to business value.
Require the innovation charter to specify the QRB’s responsibility for assessment and approval or
rejection of the innovation ideas presented by the provider within 30 days.
No. 2: Set Up Strategic Supplier Dashboards
These balanced scorecards have four quadrants covering financials, performance, people and
innovation, with each clearly defined by metrics that are updated monthly and communicated at all
levels of delivery. Use innovation delivery metrics in this strategic supplier dashboard, celebrating
the number of ideas along with the benefit potential from that supplier, and how many were
approved and executed, along with aggregated benefits achieved to date.
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No. 3: Have an Innovation Leader and Facilitator
Convince the CIO to assign a direct report as an innovation single point of accountability who is
accountable for the innovation delivery achieved with the provider. Consider how you can include
senior or technology expert service provider representatives at your business strategy/innovation
planning discussions. Suitable nondisclosure can be in place and conflicts of interest avoided. This
leader will also facilitate the allocation of budget and resources among all involved parties to
implement the agreed-on improvement or innovation and monitor the benefits realization as a
means to trace impact.

Some documents may not be available
“Seven Best Practices to Create an Innovation Center”
“Fuel Innovation by Funding Ideas Using Venture-Capital-Like Practices”
“Best Practices in Staffing for Technology Innovation”
“Toolkit: Building Innovation in Your IT Team”
Evidence
1 Gartner

2017 IT Key Metrics Data on distribution of IT spending shows 27% of IT spend was on
outsourcing. This is a 3% increase from 2016.

2 Data

gathered from client inquiries shows that for the 12-month period from August 2017 to the
end of July 2018, Gartner analysts received over 7,500 requests that included a reference to
innovation.
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