Copyright © 2012 IEEE.
Citation for the published paper:

From Offshore Outsourcing to Offshore Insourcing: Three Stories

Nils Brede Moe, Darja Smite, Geir Kjetil Hanssen

IEEE International Conference on Global Software Engineering (ICGSE)

2012 Porto Alegre

This material is posted here with permission of the IEEE. Such permission of the IEEE does
not in any way imply IEEE endorsement of any of BTH's products or services Internal or
personal use of this material is permitted. However, permission to reprint/republish this
material for advertising or promotional purposes or for creating new collective works for
resale or redistribution must be obtained from the IEEE by sending a blank email message to
pubs-permissions@ieee.org.

By choosing to view this document, you agree to all provisions of the copyright laws
protecting it.



From Offshore Outsourcing to Offshore Insourcing:
Three Stories

Nils Brede Moe Darja Smite Geir Kjetil Hanssen
SINTEF ICT Blekinge Institute of Technology SINTEF ICT
Trondheim, Norway Karlskrona, Sweden Trondheim, Norway
nilsm@sintef.no darja.smite@bth.se ghanssen@sintef.no
Abstract — Most large software companies are involved in While this transition from offshore outsourcing to offshore

offshore development of some sort, and now the trend is that
small and medium sized companies are also going global. While
empirical research suggests that offshoring are not always
successful, evidence explaining the reasons for terminated
collaborations is scarce, especially for small and medium sized
companies. In this paper we explore the stories of three
Scandinavian medium-sized software companies that have
terminated their offshore outsourcing relationships and changed
to offshore insourcing arrangements. The main reason for
termination was disappointing low quality of the software
delivered, being caused by insufficient domain knowledge, high
turnover and a lack of motivation among the remote and external
developers. We apply the theory of single-loop and double-loop
learning in order to explain why the companies failed to correct
the experienced problems, and the theory of escalating
commitment to explain why the companies did not correct the
failing course of action earlier. Finally we describe the change in
the choice of the principle sourcing strategy from outsourcing to
insourcing.

Keywords — global software engineering, global software
development, offshoring, insourcing, outsourcing, single-loop
learning, double-loop learning, escalating commitment, empirical
study

L INTRODUCTION

Software companies nowadays outsource, insource, expand
through acquisitions, and build partnerships and joint ventures.
Offshoring, which means that software development occurs in
a different country, has matured over the recent years.
However, far from all offshoring relationships are successful.
Experience reports provide conflicting results balancing from
announcements of success to total failure, with a majority
being dedicated to problem reports [24], suggesting that
offshore collaborations will always be challenged.

Offshore outsourcing (sub-contracting to third party
vendors from other countries) is one major trend within
offshoring, and often motivated by the opportunity to reduce
development cost (ses e.g.. [4, 6]. However, results from
industrial surveys indicate that the number of terminated
outsourcing contracts is high [2]. Also, more current
investigations demonstrate that traditional reliance on offshore
outsourcing has recently changed in favor of insourcing
(collaboration within the company boundaries) [22, 23].

insourcing has been more carefully studied in information
systems research, the topic has gained little attention in the
field of software engineering. In fact, systematic reviews in the
field of global and distributed software development suggest
that offshore insourcing as a business model is least researched
[20, 24].

Notably, while research on offshoring is often centered on
large-scale software development in large sized companies [3],
most software companies, in fact, are small or medium sized
(SMEs). Software companies with fewer than 50 employees
even in the USA reaches 94% [8]. Further, because offshore
collaborations are enabled through a variety of different forms,
and initiated for different reasons [23], the choice of sourcing
strategies significantly depends on the context [21, 24], and
since SMEs often follow different business strategies than large
companies, there is a need for case studies with focus on
specific needs of SMEs [3].

Motivated by the need for research on small and medium
sized companies moving from offshore outsourcing to offshore
insourcing, we have identified the following research
questions:

RQI: What are the reasons for terminating
outsourcing relationships?

offshore

RQ2: What are the reasons for switching from offshore

outsourcing to offshore insourcing?

In this paper we study three product companies involved in
small-scale software development in an attempt to understand
the reasons for their initial engagement in offshore outsourcing
and sequential transition to insourcing. The aim is not to
explore which sourcing strategy is the best, but what worked,
what did not work, and for which reasons in the particular
contexts of the cases studied.

The rest of the paper is organized as follows. In Section II
we present an overview of research related to the termination
of sourcing contracts and theoretical background of
organizational learning that we further apply for its explanatory
power. In Section III we present an empirical study design and
the background of the three cases. Results from the empirical
studies are provided in Section IV, followed by a discussion in
Section V. Finally, Section VI concludes the paper with the
summary of the major findings.



II.  RELATED WORK

A. Outsourcing and Insourcing Software Work Offshore

There are four main types of sourcing arrangements with
offshore outsourcing as an important trend [23]. However,
while a number of studies have been published on outsourcing
performance that measure efficiency, user and business
satisfaction, service quality, and cost reduction, comparison of
these studies revealed conflicting results [17]. One explanation
is that suppliers over-promise and under-deliver [15]. These
findings can be the main reasons for why researchers [22, 23]
have found that the previous popularity of outsourcing in
global software development has started trending toward
insourcing and partnerships [ibid] (See Fig.1).
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Figure 1. Types of sourcing arrangements

Although studies on offshore outsourcing performance
have conflicting results, offshore outsourcing failure stories are
rarely told. There are however some studies from the field of
Information Systems. For example, Barney et al. [2] refer to
two surveys on offshore outsourcing, where one reported that
30% and another that 50% of the companies being involved in
outsourcing cancelled their contracts. The main reasons for
terminating the outsourcing contracts was that cost savings did
not eventuate, as well as the need for protecting their
intellectual property.

While, research on the comparison of outsourcing and
insourcing to date is scarce [24], we found one empirical study
by Prikladnicki et al. [21]. Five different projects applying
different strategies were studied, and the authors claim that it is
easier to follow traditional development lifecycles in
outsourcing projects, while insourcing projects are easier for
iterative and incremental development [ibid]. They also
conclude that the simplest level for process definition and
execution is supported by onshore insourcing strategies, while
offshore outsourcing depends on a high level of formalization.

B. Organizational Learning

Findings from an empirical investigation suggest that
instead of blaming suppliers for poor performance, a sourcing
relationship requires joint improvement efforts to evolve [21].
In other words, to succeed with offshoring software companies
need to learn how to improve their offshore processes. One can
argue that commitment to learning rather than to any
offshoring model is more important to succeed with offshoring.
For this reason we rely on the theory of learning as defined by
Argyris and Schon [1] for understanding what affects
organizations when they try to improve their offshoring
relationships or choose to terminate their sourcing contracts.

Argyris and Schon distinguish between what they call
single and double-loop learning in organizations. Single-loop
learning is to change practice as problems arise in order to
avoid the same problems in the future. For example,
management often engages in single-loop learning by
monitoring development costs, software quality, sales, client
satisfaction, and other indicators of performance to ensure that
the organizational activities remain within established limits,
keeping the organization “on course”. In single-loop learning;
if outcomes of actions are not met, the actions are changed
slightly to achieve the desired results. It is a feedback loop
from observed effects to making some changes or refinements
that in turn influence these effects.

Double-loop learning, on the other hand, is when time is
taken to understand the factors that influence the effects, and
the nature of this influence, called the governing values. It is
about using the problems being experienced to understand their
underlying causes, and then taking some action to remedy these
causes. One example is what happens when low quality is
detected in a delivery. Correcting the errors itself can be seen
as single loop learning, but if something is done with whatever
caused the errors to be introduced (e.g. providing training to
developers because of missing competence), that is considered
double-loop learning. The changes based on this type of
understanding will be more thorough.

Existing research indicates that some organizations learn,
experientially and often painfully, how to manage outsourcing
[15] while others decide to terminate their contracts, e.g. as
referred by Barney et al. [2]. In this paper we will rely on the
concept of single and double loop learning to understand how
and why three companies terminated their offshore outsourcing
contracts and moved to offshore insourcing, and whether these
lessons learned may help other companies to identify, avoid or
escape from unfitted offshore collaborations.

III. STUDY DESIGN

In this paper we look into three SME product companies to
illustrate and discuss reasons for why companies terminate
offshore outsourcing relationships in favor of offshore
insourcing. The reason for choosing these companies was that
they were all part of research projects where the researchers
participated and fulfilled the selection criteria which made it
possible to answer the research questions — a) a small or
medium sized company, and b) a history of a terminated
sourcing relationship. The cases were also chosen for the
availability of rich empirical material. All three cases are
Scandinavian SMEs terminating or not renewing their



outsourcing contracts in Asia. A summary of the cases and an
overview of data collected can be found in Table 1.

This study is a multiple case study as described by Yin
[26]. According to Yin, case studies are the preferred research
strategy “...when a «how» or «why» question is being asked
about a contemporary set of events over which the investigator
has little or no control.” (ibid, p. 9). The three stories told are
taken from three case studies, one lead by each of the authors.

In this study we relied on data triangulation as defined by
Yin. By using data triangulation our findings and conclusion
are likely to become more convincing and accurate. Yin
suggests six major sources of evidence when performing data
triangulation. We relied on:

e documentation,
e interviews,
e  direct observation

We will now briefly describe the case companies. A more
detailed description of the cases and their domain is given in
the result section.

Dolphin. The story of Dolphin is taken from an ongoing
longitudinal study of distributed development that started in
2009. The main objective of the study is to diagnose and
improve existing offshore collaborations. As a part of this
research we retrospectively collected experiences from the
previous outsourcing attempts. The data collected includes
formal and informal discussions during group meetings with
the unit managers at the onshore office of the company,
observations from current collaborations collected during an
offshore site visit and documented in meeting minutes, as well
as a few dedicated interviews with product managers, and
development unit managers at the company.

Guppy. The story of Guppy is taken from a longitudinal
study of the organizations development, going on from 2004 to
2009 [10]. The main objective of the study was to track the
adoption of the agile software development method Evo and
the following effects on the organization and its development
processes. An important part of this study was to understand
how the offshore collaboration and the change in sourcing
strategy affected the development of the organization. Data
was collected as observations of customer meetings and
marketing events, as interviews with various roles such as
developers, team managers and system architects and by
reviewing product plans.

Nemo. The story from Nemo is taken from studying several
agile projects involved in global software development, first
with India and later with China in the period from 2007 until
2011. The data collected for this study includes interviews of
project members from all sites, project managers, and people
from the business department. Also several meetings (planning,
review and retrospective) were observed. Two Indian
outsourcing projects have been described in more detail in
Hole and Moe [12]. The outsourcing relationship with the
Indian company that was terminated and the following
insourcing relationship with the Chinese department of Nemo
are described in more detail in Barney et al. [2].

TABLE L CASES AND DATA COLLECTION
Dolphin Guppy Nemo
Number of ~40 ~60 ~100
developers
Headquarter Sweden Norway Norway
Out§0ur.c1ng India Vietnam India
destination
Work One team One team Virtual team
structure working on working on developing
one project one module modules
Inso.urc1‘ng Russia Russia China
destination
Team Several teams Several teams  Virtual team
structure working on working on developing
several several modules
modules modules
Study length 2009-2012 2004-2009 2007-2011
Interviews 8 3 11
Observations 9 6 10
and informal
dialogues
Group 1 1 3
interviews
Documents 1 2 1

In the next section, the companies and context are described
in a narrative as described by Langley [16] to achieve an
understanding of what took place in the companies studied.
The narratives have been validated with representatives from
the companies. Empirical results are then discussed in the light
of Argyris and Schons theory of learning [1].

IV. THREE STORIES OF TRANSITION FROM OUTSOURCING TO
INSOURCING

A. Dolphin

Company profile. Dolphin is a medium-sized business unit
wholly owned by a major multinational corporation producing
software intensive products with the main development centers
located in Sweden. The types of systems developed by Dolphin
are complex products for process automation and control, in
which software is being only a part of the system. Systems
development undergoes a rigorous set of processes that involve
coordination of work among multiple departments. Some
projects are applying agile methods with dedicated product
owners steering the evolution of each system, and several
development teams supporting this. Although software
development is not the company’s primary business, the
amount of software embedded in its products grows every day.
For pure cost reasons and inability to employ people in the
high-cost countries, the corporate management decided to
engaged in offshore development.



Outsourcing to India. Although the first experience with
offshoring goes back to 1995 when Dolphin hired two
engineers in Russia, a serious attempt to embrace the benefits
of globalization was done in 2001, when the company
contracted one of the largest consultancy companies in India.
When Dolphin made the decision, a market investigation was
performed and potential outsourcing partners were evaluated,
one of the criterions being the CMM (Capability Maturity
Model)[19] certification. Out of a final list of 2-3 companies,
Dolphin chose the biggest supplier, which they believed, would
provide the best quality. This outsourcing experience became
the first endeavor of this kind both to management and
developers. The sub-contracted work included non-core
competencies, in particular software development, testing and
bug fixing, but no ownership for independent pieces of
software was transferred. This means that outsourcing in the
Dolphin’s case let to distributing development tasks across two
locations.

Because of the small scale of outsourced projects the
supplier company in India gave low prioritization to Dolphin’s
contract resulting in a tremendous high turnover among
employees. Development managers complained that every time
they visited India, they would see new faces. This however
triggered a negative loop — once the people were trained for the
work in the project they would leave and new developers
would require training again. Additionally, the levels of
commitment to the work outsourced were unsatisfactory.
Swedish employees felt that their Indian developers did not
really involve themselves in the project, which was one of the
reasons for the failure.

Socio-cultural and temporal distance was also seen as
problematic. Cultural clashes caused misunderstandings, which
were difficult to solve over the time zone differences. In
combination with the inability to influence employee turnover,
lack of commitment, and the inherent problems the projects
never gained the expected benefits to justify the
inconveniences of the distance. After three years of suffering
from poor software quality and poor efficiency, the ongoing
outsourcing contract was terminated and it was decided to
change the sourcing strategy and expand within the already
established subsidiary in Russia.

Transition to insourcing in Russia. Transition from
outsourcing to insourcing started small and scaled into a new
offshore office with 20 developers within four years. It
required much more support than initially anticipated. In their
offshore insourcing relationship Dolphin now had to take care
of many administrative concerns associated with running an
office themselves. On the other hand, it enabled a better control
over the offshore location and ability to influence their
experiences. Although an internal aversion to trust offshore
engineering was seen within the business units after the failed
outsourcing contract, other impediments on the engineering
level were fewer.

Learning from experiences of a high turnover in the
outsourcing relationship, Dolphin invested resources and
implemented incentives and control mechanisms to avoid
employee turnaround in their insourcing relationship.
Recruitment was now seen as strategic practice, and was taken
care of by employing an experienced leader at the offshore site.
To increase motivation and cultivate commitment Dolphin

transferred responsibility for the entire maintained products to
the offshore site. Today insourcing relationship is
acknowledged for its benefits, despite a few challenges that
still exist. The lessons learned from Dolphin’s experience of
transition from outsourcing to insourcing where formulated by
the development manager as follows: “If you are going to go
down the path of transferring long term product development
work — go with insourcing to a site where you can steer your
success criteria rather than having some of those variables
locked for you”. In Dolphin’s case, the outsourcing vendor
locked staff turnover, competence level and engineering
culture.

B. Guppy

Company profile. Guppy is a medium-size software
company that develops, maintains, and markets a business and
market analysis software package. They have become the
market leader in the high-end segment of the market they
serve, with some of the world’s largest market research
agencies on the client list. Currently Guppy employs about 260
people, including more than 60 developers. The main office is
located in Norway, which houses the main section of the
development department as well as the top management and
various support services such as operations, technical support,
sales, training and others. The rest of the organization is
distributed internationally with development departments and
sales and other support services in other parts of the world.

Outsourcing to Vietnam. Due to growth and problems in
recruiting more developers locally in Norway, in 2004 Guppy
hired 10 developers at a Vietnamese consultancy company. In
order to establish good communication with this offshore team
one Norwegian, being married to a local, took the role as team
leader at the office of the consultancy company in Vietnam,
taking on a customer-on-site type of role. The team was
maintaining parts of the code for one of the main modules in
the product and was at that time the first and only external
group of developers in the company. The rest of the
development organization in Norway had some concerns
regarding latency in communication due to time-zone
differences but the management did not see this as a major
problem. The offshore team worked for about a year, which
was the release cycle duration at that time. However,
approaching the release deadline, it became obvious that the
quality of the code was so poor that some features developed in
Vietnam had to be dropped from the release.

The low quality of the code being produced by the
Vietnamese team led to the decision to terminate the contract
with the outsourcing partner. All the work was backsourced to
the main office in Norway. After the following release, an in-
house team of development and system architecture experts
had to spend a lot of effort on fixing the code and the design to
bring it back to an acceptable quality level. According to one of
the experts, this drop in quality had never happened before or
after the failing outsourcing attempt. In a search for an
explanation, the Norwegian developers raised a handful of
issues: First, according to one of the team leaders, the externals
had a lack of corporate spirit that the in-house developers in
Norway felt they had developed from working on the product
development for several years. Also, the external developers
did not show the same pride in the product. Second, the remote



developers did not have the same knowledge and
understanding of the underlying business domain that the
product were supporting. Third, the follow-up and quality
assurance of the Vietnamese work was not good enough (even
with a local inhouse representative working with the
developers on a daily basis). Forth, there was also a ‘culture-
crash’, to use the term of one of the Norwegian developers;
Vietnamese developers did not dare to tell if they didn’t
understood the problem and the tasks they were assigned
which created misunderstandings and consequently low quality
code. The code quality problem became even more evident
towards the end of the release period when integration started.
Some code was even considered too low to go into the next
release and were discarded. This situation lead to the decision
of cancelling the outsourcing relationship and bring all
development back to the main office in Norway.

Transition to insourcing in Russia. Due to the growth of the
size and complexity of the product and the growing market for
it, the need for hiring more experienced developers became
even more pressing. Based on the experience with the
unsuccessful attempt of outsourcing development and an
opportunity of buying a competitor, Guppy made a strategic
decision to integrate both their software product as well as the
people with their own organization. The organization grew to
more than 250 employees, now including two offshore
development departments in Russia. The costs of realizing the
first phase of this strategy were much higher than setting up an
outsourcing arrangement, but the results shows that keeping
development insourced, yet offshore, have helped Guppy to
avoid the problems they experienced in their previous
outsourcing relationship when someone outside the
organization was given the responsibility of developing parts of
their product. In order to ensure a common culture in the
distributed software development departments, the company
now invest in continuous training of developers at the offshore
sites and in the alignment of software development process
between on- and offshore sites. These efforts have been
expensive when it comes to time and money, yet the result is a
high level of quality and engagement in the product
development, which was absent when work was outsourced.

C. Nemo

Company profile. Nemo is a Norwegian SME, producing
specialized software for the engineering domain. Nemo sells
mass-market software and also writes customer specific
software on a contract-basis.. China has recently become an
important market for its products. Nemo has very low staff
turnover; less than 10% per year in its software division. Most
of the people working in the software development department
have been trained as engineers (2/3 of the staff) rather than
professional software developers (1/3 of the staff) but the
proportion of software developers is increasing. In addition to
conducting software development work in the main office in
Norway, Nemo also conducts software development in its
offices in Eastern Europe and the UK. These are wholly owned
subsidiaries of Nemo, however they were not a part of this
study. While Nemo had some experience from global software
development they have never engaged in outsourcing.

Outsourcing to India. Three software development projects
were set for collaboration with a development team in an
Indian consulting firm. The project manager in Norway
mediated communication between the Indian developers and
the Norwegian developers. The expected savings of employing
the outsourcers were not realized, because they were not
getting the features or the quality that was expected. These
problems led Nemo to trial modifications, first just to the
routines used to collaborate with the outsourcer and then both
the routines and the resources used. Nemo trialed making more
complete specifications, reviewing and commenting on the
code developed in India to give the Indian developers feedback
about how they could develop code that was more in line with
Nemo's goals and coding conventions. However as a product
owner in Norway explained: “We then started sending them
work-packages specified in detail, but we realized it would be a
too big job to do this for each work package.” There was a
perception among some of the Norwegian developers that this
change in the routines had actually made things worse in the
Norwegian office. One team leader commented: "Our people
felt like they were spending basically all their time writing
work orders and writing code for these guys through [email]".

Nemo then trialed more drastic changes to the project
structure that it hoped would address the communication and
coordination problems, by changing not just the routines but
also the resources employed. The lead developer from one of
the teams in India was brought to work in Norway. Having the
team leader collocated with the Norwegian developers
considerably changed her characteristics as a resource. Now
communication between Norway and India was conducted
using the team lead as the intermediary. One team leader said:
“This improved the situation a lot. The productivity increased
while she was here. The important issue is to communicate
with only one person.”

There was a general perception that this considerably
improved their ability to communicate with the Indian
developers and coordinate their work. While this change did
lead to higher satisfaction with the outsourcing relationship,
Nemo felt that performance related to the software developed
was still insufficient to justify continuing the relationship. The
quality of the software was not good enough. In retrospective
we found out that most of the code delivered by the Indians
over a period of three years was not used or had been removed
from the final products. One executive felt that the business
model of the outsourcer was one reason for problems with the
quality. He said: “It took us quite some time to understand their
business model. We started out the work with individuals and
they have this idea of having one programmer and taking ten
from the street and hope that things work out. First it took us a
long time to understand that was how it works. Then we tried
to make up relationships with people with no understanding
and knowledge and just from school...”

Those interviewed at Nemo felt that high turnover among
the outsourcer's employees meant that the outsourcer's
developers did not have sufficient time to acquire the human
capital related to the engineering domain and the complicated
software architecture. Which again affected the quality. At the
end of the outsourcing relationship, one executive interviewed
came to recognize that the combination of domain knowledge
and software development expertise was one of the company's
sources of competitive advantage. This was not considered



when the decision was made to outsource development to
India.

Transition to insourcing in China. Eventually it became
clear that the situation was untenable and that the outsourcing
effort would have to be terminated. Nemo had commitments
related to the release of the software that the outsourcers were
working on therefore they could not terminate the relationship
immediately, since it would jeopardize these commitments.
Instead, it was decided that the outsourcers effort with India
would continue for another year. No new projects would be
assigned to India. At the same time, the expansion of the
Chinese office made backsourcing part of the previously
outsourced software development and offshoring some
development work to its captive office in China an attractive
alternative to the outsourcing. Nemo incorporated what it learnt
about conducting global software development into its
relationship with its office in China. By sending experienced
engineers to China it facilitated the Chinese. The Norwegian
expatriates also arrived in China with a network of contacts at
Nemo to call to resolve problems when they arise. This allows
them to quickly resolve problems that the expatriates are not
able to resolve themselves immediately and far more
expeditiously than the outsourcers could. The Chinese office
soon experienced some success stories.

The Chinese developers are also offered attractive
conditions ensuring low turnover, which made it possible for
Nemo to plan how to increase the competence of the
experienced Chinese developers even more.

D. Summary

We have now presented the story of how and why Nemo,
Guppy and Dolphin changed their sourcing strategy from
offshore outsourcing to offshore insourcing. In Figure 2 we
illustrate the course of sourcing decisions and how these
relationships evolved. While two of the companies had some
experience with global software development, none of the
companies had prior experience with outsourcing. All three
targeted a satisfying outsourcing relationship; however, the
course towards successful offshoring diverged from their initial
plans.

In case of Dolphin, the company decided to outsource from
Sweden to India. Dissatisfied with the relationship several
improvements were initiated, but after three years of failure to
achieve satisfactory outcome, the contract was terminated and
the company decided to expand its insourcing relationship in
Russia. The latter became a successful relationship, ongoing
for more than ten years. The course of events in Figure 2 is:
Outsourcing — Dissatisfying relationship — Relationship not
terminated — Improvements — Dissatisfying relationship —
Termination of outsourcing — Insourcing — Satisfying
relationship.

Similarly to Dolphin’s case, Nemo initiated outsourcing
from Norway to India, which led to dissatisfying results. After
three years of failing attempts to improve the relationship, the
contract was then terminated. Later the company decided to
insource to China, which turned into a satisfying relationship
that is ongoing for four years. According to Figure 2 the course
of events is the same as in the Dolphin’s case: Outsourcing —
Dissatisfying relationship — Relationship not terminated —

Improvements — Dissatisfying relationship — Termination of
outsourcing — Insourcing — Satisfying relationship.

In the Guppy case, the company outsourced work from
Norway to Vietnam, but in the light of poor quality after the
first release cycle (about one year) they decided to terminate
their relationship and backsource the development in-house.
One year later the company decided to establish an insourcing
relationship through acquiring a Russian company. The
relationship is ongoing for more than five years. The course of
events according to Figure 2 is: Outsourcing — Dissatisfying
relationship — Termination of outsourcing — Insourcing —
Satistying relationship.

While all companies ended up with a satisfying sourcing
strategy, they still are working to improve their offshore
insourcing relationship.

Satisfying
outsourcing
relationship

Initial target
in all three cases

Satisfying
relationship?

Two cases
tried to
improve their
unsatisfying
outsourcing
relationships

Outsourcing

outsource

Terminate
relationship?

Outsource or
insource?

Improvements

Satisfying
relationship?

Satisfying
insourcing
relationship

Final destination

in all three cases

Figure 2. Evolution of sourcing relationships

In the next section we discuss why none of the companies
achieved the initial target, satisfying outsourcing relationship,
and how the companies came to the final satisfying insourcing
relationship.



V. DISCUSSION

We have described three companies that changed their
offshoring arrangements from outsourcing to insourcing. We now
discuss the cases in light of our research questions:

e What are the reasons for
outsourcing relationships?

terminating offshore

e What are the reasons for switching from offshore
outsourcing to offshore insourcing?

Despite the differences between the three organizations
studied, all three cases share some similar experience (see
Table II). Parallels can be drawn with respect to the reasons for
outsourcing in the first place, reasons for ending the contracts
and further switching to insourcing.

A. Reasons for terminating offshore outsourcing relationships

All three companies studied terminated their offshore
outsourcing relationships because they were not able to solve
the problems related to the offshore outsourcing arrangement,
which they rapidly experienced. Common for all companies
was that software being developed had too low quality to go
into production. Two of the companies tried to improve their
relationships, while one company ended the contract after the
first year of collaboration without even trying to improve the
outsourcing relationship. To answer our first research question,
it is important to understand why the three companies
experienced problems and why they were not able to solve
them. Further we will discuss how the lack of motivation in the
remote company and a lack of outsourcing experience are
related to the reported problems. Finally we will discuss why
two of the companies delayed their decision on terminating the
relationship. In the next sections we will therefore discuss four
important themes:

1. Failure to improve the relationships, due to inability to
solve the underlying problems,

2. The impact of low motivation,
3. The impact of missing outsourcing experience,

4. Reasons for delaying the termination of the failing
relationships.

Not solving the underlying problem. Dolphin and Nemo
both initiated improvement programs to improve the code
quality. New working practices were introduced, and more
resources were allocated for improving communication and
coordination. The working practices in Nemo included e.g.
switching to agile practices, introducing coding conventions,
and implementing new quality assurance QA routines.

TABLE II. PROBLEMS AND THEIR SYMPTOMS

\. Problems

Dolphin Guppy Nemo Symptoms

Communication and coordination was improved by spending
more money on travel and developers using a lot of time
communicating directly between the sites. In the case of Nemo,
one Indian Scrum master was even moved to Norway for a
longer period. While the efforts of the two companies
improved the situation to some degree, problems continued.
The main reason was that the remote developers were missing
important domain knowledge. The second major reason was
the high turnover among the Indians in the case of Dolphin and
Nemo. When a developer finally became productive, he or she
would move to a new job or project within the outsourcing
vendor company. Working on a product over time is necessary
to build the knowledge of a particular business domain, which
became hard due to the constant turnover.

The strategy of how the Dolphin and Nemo tried to
improve the outsourcing relationship can be understood as a
feedback loop from observed problems to making changes or
refinements, which in turn influence these problems, hence
cases of single-loop learning. However, failing to solve the
real, underlying problem, which was related to the incomplete
competence of the remote developers, can be seen as failing to
do double-loop learning. The main reason for not being able to
solve the real problem was related to the lack of influence over
the outsourcing vendors, which confirms previous views that
third-party vendors provide the least cooperation and control,
while captive centers usually provide most [13]. In our cases,
neither Dolphin nor Nemo were able to motivate the remote
consultant companies to solve the competence and turnover-
related problems. We also observed that outsourcing contracts
for small customers and large suppliers created a misalignment
of interests since there is no benefit for the vendor to invest
more than the minimum in the work. In our study, the projects
were small, and therefore probably not important enough for
the offshore companies, which acted in self-interest mostly
motivated by short-termed monetary goals. Being small and
thus having low influence is therefore found to be one barrier
of making fundamental changes in an offshore outsourcing
project, e.g. a barrier to do double loop-learning which often
requires radical measures.

In contrast to the two other companies, Guppy decided not
to implement any corrective actions when they experienced the
problem of low code quality close to the release of the new
version of their product. Unlike Dolphin and Nemo they
abruptly cancelled the whole outsourcing arrangement after
one year and brought back the development to the central
development department in Norway. In that respect, we can
see this radical decision as a case of double-loop learning as
they directly addressed the underlying problem of the “missing
corporate spirit” and the low knowledge of the business
domain by taking both under control.

Dolphin Guppy Nemo Casual dependencies

X X X Low quality ;\/ High turnover
X X X Inefficiency of work Culture clashes
X  Expected savings Time zone differences
not achieved Lack of commitment

Lack of domain knowledge

Poor communication

Increase in specification needs

X X Unsolved due to lack of control

X X Targeted by improvement efforts

X Inherent problem

X Unsolved due to lack of control

Unsolved due to lack of control and high turnover
Targeted by improvement efforts

Unsolved due to inability to increase domain knowledge

HHR AR K
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The impact of low motivation. In addition to small contracts
being one reason for the inability to implement actions to solve
the competence problem, another explanation is a lack of
motivation among the remote developers. All three companies
started small: neither transferred any ownership in the products
they developed nor provided other motivation than monetary
reasons. Lack of challenge, responsibility and affiliation might
have caused this low motivation and low commitment in the
offshore sites. There exist several theories that can help to
understand the role of motivation amongst developers [9]. For
example, the role of affiliation (part of McClelland’s Need
Theory) might be particularly relevant in cases with external
developers. Motivation usually evolves from the feeling of
being part of a team with a corporate identity, something
inherently missing in an outsourcing arrangement. Thus it
appears that offshore developers employed by the outsourcing
vendor could be as little attracted by the contracted work, as
their corporate management was attracted by the small
contracts they received.

The impact of missing outsourcing experience: All three
organizations considered outsourcing parts of their software
development to someone outside their own organization in
order to benefit from more developers with lower cost. This
confirms the current view that companies outsource because “it
is cheaper, and skilled labor is easier to find” [5]. Notably, all
three Scandinavian companies chose to outsource to Asian
suppliers without any prior offshore outsourcing experience,
which might indicate that the companies took offshore
outsourcing benefits for granted. A study on outsourcing by
Hirschheim and Lacity warns that senior executives promote
sourcing as the preferred vehicle for reducing the costs, and
ignore threats to service quality and technical competence,
which might be somewhat esoteric aspects from the top
management perspective [11]. The outsourcing experiences
shared in this paper are no different. Our findings are also in
accordance with DeLone et al., who claim that the reason of
failure in global projects is mainly related to the lack of
awareness of the unique threats [7]. All three companies did
not consider the challenge related to knowledge, domain
knowledge, high turnover and poor motivation when initiating
the offshore relationship.

Reasons for delaying the termination of the failing
relationships. While the reasons for not being able to solve the
problems in the outsourcing relationships and subsequently
terminating offshore outsourcing contracts are evident, one
question remain: Why did Nemo and Dolphin stay in a offshore
outsourcing relationships for so long? One explanation can be
that the companies experienced escalation of commitment [18].
Escalating of commitment can be defined as an increasing
commitment to a failing course of action [25]. The decision
makers in the companies first allocated resources to start an
offshore outsourcing relationship, and then even more
resources in the hope of improving the relationship. They
continuously received feedback that they have not yet reached
that goal, however continued to invest more resources. One
manager in Dolphin described why they did not terminate
earlier: “we believed for a long time we could get it to work”.
According to escalating commitment theory [14], individuals

tend to continue to commit to a course of action in order to
self-justify the correctness of an earlier decision to pursue a
particular course of action. In other words, people do not like to
admit to themselves or others that a previous decision was
wrong.

B. Reasons for switching from outsourcing to insourcing when
offshoring

While all companies realized that they were not receiving
the expected benefits from their offshore outsourcing
relationship, and therefore terminated the cooperation, they still
perceived offshoring as an important strategy for the future. To
answer the second research question we will now discuss how
the companies’ previous experiences resulted in new
offshoring relationships.

Because the companies now realized the importance and
the difficulties of gaining access to competent and motivated
developers in an offshore outsourcing relationship, their
perception of how to organize offshoring changed. In our
multiple case study, we found the use of two different
approaches: 1) creating new or exploiting existing sites owned
by the company, and 2) acquiring other companies and then
integrating them into the corporate culture. Nemo was
motivated by the importance of being close to the Chinese
market, and since they already had a support office in China
they choose approach 1). Dolphin had tried sub-contracting
work to two developers in Russia and decided to expand by
establishing an office, thus choosing approach 1) as well.
Guppy wanted to grow by including new technology developed
by another firm competing with their product and integrate the
remote developers into their own organization, and therefore
choose approach 2).

Existing norms and rules were challenged and changed in
these companies, and new ways of working were found. This
approach to organizational learning is understood as double-
loop learning [1], because the organizations were discussing if
they were doing the right things and then changed their
offshoring arrangement. The companies were not only
motivated by the access to highly skilled low cost developers,
but also the need of gaining access to a new market and new
technology.

The companies knew from recent experience that building a
new lasting model based on offshore insourcing would require
potentially huge long-term investments that inherently are
avoided in an outsourcing arrangement. One example was that
Nemo moved two highly skilled architects for three years from
Norway to China. Also it takes a long time to build up an
effective remote department from scratch, and to merge two
companies with different cultures, technologies and processes
that was the case for Guppy. To make sure Nemo got the right
developers with the right competence when recruiting in China,
they hired software developers with the same competence as in
Norway (mathematicians and physicists). Similarly Dolphin
recruited a knowledgeable and experienced offshore site
manager, who was given the responsibility for the further
recruitment to ensure good quality of the new employees.
Additionally, product responsibility in the Dolphin case was
gradually transferred to the offshore site to increase the
motivation and commitment.



Switching to an offshoring insourcing arrangement allowed
all companies to address the problems they experienced from
their outsourcing attempts, such as maintaining control over
recruitment, training and commitment. This positively affected
the challenge regarding turnover because developers at the
offshore sites were better motivated and had the feeling of
affiliation with the corporate culture.

VI. CONCLUSIONS

In response to “What are the reasons for terminating
offshore outsourcing relationships?” we conclude that
outsourcing relationships were terminated because of the
disappointing quality of the software being produced, which
was caused by insufficient domain knowledge, high turnover
and a lack of motivation among the remote developers. Also
the various improvement programs, merely addressing the
symptoms, were not helping because the fundamental problems
were not solved. Once identified, the companies further
realized that the real problems could not be solved within the
existing relationships, because of unbalanced size of the
collaboration partners, the relatively small projects not being
prioritized by the remote companies, and unwillingness or
inability to transfer the ownership of the software being
developed to external parties.

To succeed with offshoring, a company needs to make sure
the offshoring arrangement enables finding a balance between
optimizing current processes (single-loop learning) and doing
fundamental changes (double-loop learning). If that is not
possible, a company should not be involved in offshoring in
general, or outsourcing in particular, as in our three cases.

Although we cannot undoubtedly conclude that outsourcing
was a wrong strategy, we attribute several important problems
to the type of contract chosen. First of all, we argue that when
small customers outsource to large suppliers, it is difficult to
achieve conditions of mutual interests. Thus offshore vendors
might act against the customers’ interest e.g. by prioritizing
larger contracts and relocating their expert developers.
Another problem is related to the limited control over the
vendors, which becomes a hindrance for on demand
recruitment, termination, protection, motivation or education of
offshore developers.

We also observed that two of the companies fought with
symptoms for several years instead of addressing the true
causes of their problems. This was probably to self-justify the
correctness of an offshore outsourcing decision and because of
unwillingness to admit the failure. We thus encourage early
engagement in identifying the underlying problems (double-
loop learning), as it might save the unnecessary investments
and painful failures, like we see with the Guppy case.

In response to “What are the reasons for switching from
offshore outsourcing to offshore insourcing?” we conclude that
offshore insourcing helped to address many challenges
experienced in outsourcing, although some of them remained.
This was enabled by a larger control over recruitment,
motivation and leadership. Further, in our study the new model
gave access to new technology and a new market.

While all companies improved their situation by turning
from offshore outsourcing to offshore insourcing, the
companies still experienced some challenges in their sourcing
relationship. However those problems are not part of this

paper, require more data collection, and will therefore be
reported in future research.

The second direction for future research is related to the
further identification of factors specific for offshore
outsourcing and offshore insourcing, and those that are
generally related to utilization of both sourcing strategies. The
third direction of future work may also focus on differentiating
not only between insourcing versus outsourcing, but also
concrete types of work, scope and context of global projects
and their suitability for different sourcing strategies, as
suggested by Prikladnicki and Audy [20] and Smite and
Wholin [23. As for us, we will continue analyzing additional
cases of failed offshore outsourcing relationships and the role
of single- and double-loop learning in the way these contracts
were terminated.
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