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Learning ODbjectives

Identify the major aspects of the economics of
Information technology.

Explain and evaluate the productivity paradox.

Describe approaches for evaluating IT
iInvestment and explain why is it difficult to do it.

Explain the nature of intangible benefits and the
approaches to deal with it.

List and briefly describe the traditional and
modern methods of justifying IT investment.
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Learning ODbjectives (Continued)

|dentify the advantages and disadvantages of
approaches to charging end users for IT services
(chargeback).

Identify the advantages and disadvantages of
outsourcing.

Describe the economic impact of EC.

Describe economic issues related to Web-based
technologies including e-commerce.

Describe causes of systems development failures,
the theory of increasing returns, and market
transformation through new technologles
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Moore’s Law
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Value of Information - Evaluating

One measurement of the benefit of an investment is
the value of the information provided. The value of
information is the difference between the net benefits
(benefits adjusted for costs) of decisions made using
Information and the net benefits of decisions made
without information.

Value of information = Net benefits with information - Net benefits without information
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Cost-Benefits Analyses - Evaluating

TABLE 14.2
Tvpe of

Investment
Infrastructure

Required—
{compliance),
managerial
control

Mo other way to
do the job

Diirect return
from IT

Indirect returns

Competitive
necessity

Strategic
application

Transformational
IT

Example

Wide area
network

OSHA, 50X
reporting
system, budgets

Computerized
reservations
system, air
traffic control

Merrill Lynch,
Chrysler

CRS in travel
agencies

Bank ATMz= much
EDI, electronic
commerce

Baxter, Merrill
Lynch CMA

Virtual
organizations,
Oticon

Comments

Support current business—
may allow for future
investments

Usnally a cost of doing
business

Enable new task or process,
provide better customer
service, new products

Structure, cost-benefit, and
NPV appropriate

Potential for considerable
return, but indirect benefits
hard to estimate

Meed the system to compete
in the business; what is the
cost of not investing in
technology?

High risk-high potential; may
be able to estimate return
only after implementation

Must be combined with changes

in management philosophy;
good for fast-response
organization—risky to
change structure, but high
potential rewards

Upside
Benefits

Little itself, but allows
new pPrograms

SOX compliance may
generate benefits

Could gain more than
forecast

A little if vou can build
on the investment

Could be substantial
future benefits

Very little if you are
following the industry

A high potential

A high potential

Probability
of Return

210 1.0 (.5)

0to.5(.2)

5t 1.0 (.75)

T 10 1.0 (.9)

0to 1.0 (.5)

Dto1.0(.2)

0to1.0(.5)

0to1.0(.5)




“Costing” IT Investments - Evaluating

Placing a dollar value on the cost of IT investments is not a simple
task. One of the major issues is to allocate fixed costs among
different IT projects. Fixed costs are those costs that remain the
same In total regardless of change in the activity level.

Another area of concern is the Life Cycle Cost; costs for keeping it
running, dealing with bugs, and for improving and changing the
system. Such costs can accumulate over many years, and
songletimes they are not even anticipated when the investment is
made.

There are multiple kinds of values (tangible and intangible)
Improved efficiency
Improved customer relations

the return of a capital investment measured in dollars or
percentage

many more ...

Probability of obtaining a return depends on probability of
Implementation success
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Intangible Benefits
Sawhney's Method of Handling

Think broadly and softly.

Supplement hard financial metrics with soft
ones

Pay your freight first.

Think carefully about short-term benefits that
can “pay the freight” for the initial investment
In the project.

Follow the unanticipated.

Keep an open mind about where the payoff
from IT and e-business projects may come
from
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Specific Evaluation Methods
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Specific Evaluation Methods (Continued)

Stratagic Considerations

Strategic Objectves of
Investmeant in IT

Support for Corporate
Strategy

Top Managemant
Support

Competitive Performance
Objectives

Long-tarm Costs and
Benafits

Tactical Considerations

Performance Indicators
Genarating Data

Evaluation Mathods

Sacurity

Invalvement of Senior
Managers

Operational Considerations

Existing IT System

Data Migration

Softwara

Users' Parception

Serars

Syatam Intagration

Ezxisting Operating
System

Intangibles

Competitive Advantage
Senices to Sociaty
Job Enrichrmeant
Cluality Improvement

Improve Customar Relationship

Enhance Confidence
Securing Future Business
Risk of Mot Investing in IT
Teamwork

NS

Good Image
Tangiblas
Justification of Financial
Investmeant in
—"|  ITProjects Budgets

/\

Pricrity of Investmant
RO

Product Cost

Market Research
Altemate Technology
Profit Level

Ravanue

Morfinancial

Lead-time

Inventory

Labor Abzanco

Defactive Rate of Products
Setup Time
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"Costing” |IT — Economic Strategies

TABLE 14.3

Value analysis. With the value analysis method, the organization evaluates intangible benefits using a low-cost, trial
EC system before deciding whether to commit to a larger investment in a complete system.

Information economics. Using the idea of critical success factors, this method focuses on key organizational objectives
and potential impacts of the proposed EC project on those objectives.

Scoring methedology. This method assigns weights and scores to various aspects of the evaluated project and then
calculates a total score. Information economics methods are used to determine the aspects to include in the scoring.

Benchmarks. This method iz appropriate for evaluating EC infrastructure. Using industry standards, for example, the
organization can determine what the industry is spending on e-CEM. Then the organization can decide how much it
should spend. Benchmarks may be industry metrics or best practices recommended by professional associations or
consultants.

Management by maxim. An organization may use this method to determine how much it should invest in large EC
(and IT) infrastructures. It is basically a combination of brainstorming and consensus-reaching methodologies

Real-options valvation. This is a fairly complex assessment method, and used only infrequently. It can be fairly
accurate in certain situations. The idea behind this method is to look at future opportunities that may result from the
EC investment and then place monetary values on them.

Balanced scorecard. This method evaluates the health or performance of the organization by looking at a broad set
of factors, not just financial ones It is becoming a popular tool for assessing EC projects (see Chapter 11).

Performance dashboard. This is a variant of the balanced scorecard that is widely used in e-business situations. A
dashboard is a single view that provides the status of multiple metrics (see Chapter 11).

A ctivity-based costing. This managerial accounting concept was adapted for assessing EC investments in recent years
and has been proven to be fairly successful.

Unfortunately, none of these methods i1s perfect or universal. Therefore, one needs to look at the advantages and
dizsadvantages of each, which vary according to the specific situation.




Outsourcing

TABLE 14.4

Financial

+ Avoldance of heavy capital investment, thereby releasing funds for other uses.

+ Improved cash flow and cost accountability.

+ [mproved cost benefits from economies of scale and from sharing computer housing, hardware, software, and personnel.
Less need for expensive office space.

+ Reduce and control operating costs.

Technical

+ Access to new information technologies.

+ Greater freedom to choose software due to a wider range of hardware.
Ability to achieve technological improvements more easily.

+ Greater access to technical skills not available internally.

+ Faster application development and placement of I'T applications into service,

Management

+ Concentration on developing and running core business activity. Improved company focus.

+ Delegation of IT development (design, production, and acquisition) and operational responsibility to suppliers.
Elimination of need to recruit and retain competent [T staff.

Reduced risk of bad software.

Human Resources
+ Opportunity to draw on specialist skills, available from a pool of expertise, when needed.
+ Enriched career development and opportunities for remaining staff.

Quality
+ Clearly defined service levels (see Chapter 13).

¢ Improved performance accountability.

+ [mproved quality accreditation.

Flexibility

+ (Quick response to business demands (agility).

+ Ability to handle IT peaks and valleys more effectively (flexibility).
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Economic Potential of IT
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Web-based Systems - Economic Strategies

Web-based systems can considerably increase productivity and
profitability. However, the justification of EC applications can be difficult.
Usually one needs to prepare a business case that develops the baseline
of desired results, against which actual performance can and should be
measured. The business case should also cover both the financial and
non-financial performance metrics against which to measure the e-
business implementation and success.

Most decisions to invest in Web-based systems are based on
the assumption that the investments are needed for
strategic reasons and that the expected returns cannot be
measured in monetary values.
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Failures

Information technology is difficult to manage and can be costly
when things do not go as planned. A high proportion of IS
development projects either fail completely or fail to meet some of
the original targets for features, development time, or cost. Many

of these are related to economic issues, such as an incorrect cost-
benefit analysis.

The economics of software production suggest that, for
relatively standardized systems, purchasing or leasing can
result in both cost savings and increased functionality.

Purchasing or leasing can also be the safest strategy for
very large and complex systems.
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Managerial Issues

Constant growth and change.

Shift from tangible to intangible benefits.
Not a sure thing.

Chargeback.

Risk.

Outsourcing.

Increasing returns.
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