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     Abstract

Financial institutions throughout the world today 
are facing various issues such as higher volatility 
and uncertain business. The pressure posed on the 
financial institutions by the regulatory and socio-
political environments has forced them to make their 
bottom-line more sustainable and predictable. Many 
financial institutions still fail to have streamlined 
processes which are creating hindrance to their day 
to day operations. There thus exists a dire need today 
for the financial institutions to work around a 
framework to improve their processes thereby 
resulting in increased profits in order to ensure 
financial stability for themselves.

The financial institutions today are posed with 
several problems which are hampering their 
profitability and reducing their market share. Some 
of these problems include adverse economic 
conditions, market volatility, shrinking demand, 
globalisation, competition, stringent regulatory 
control, increasing need for large capital, high 
pressure to reduce costs and scale up their 
businesses etc. At the same time the customers now-
a-days have become highly demanding thereby 
expecting services across a wide range of 
communication channels. The financial institutions 
thus need to overcome all these challenges and focus 
more on their strategic planning activities in order to 
sustain themselves in this competitive market, 
enable customer satisfaction and increase their 
profit margins drastically. In order to do this, many 
financial institutions have resorted to. 

Many financial institutions in such situations have 
opted for outsourcing of their increasingly complex 
and sensitive banking and financial operations to 
third parties which will enable them to strengthen 
their operations with the help of their deep domain 
expertise. Outsourcing or the use of third-party 
service providers is a business strategy that enables 
organizations to focus on their core operations and 
outsource other support activities which will help 
them to respond to an increasingly competitive 

market place.
It will also facilitate global delivery network and 
enable the financial institutions to have a strong 
focus on their operational excellence and core 
business operations. Outsourcing also acts as a 
strong support in decision making since outsourcing 
agencies have an expertise in conducting several 
researches and this can help the financial 
institutions to grow significantly. Outsourcing has 
also enabled the financial institutions to improve 
customer satisfaction levels, unlocking cost 
efficiencies and have facilitated continuous process 
improvements and technology optimization.

Having listed the advantages of outsourcing, it needs 
to be borne in mind that outsourcing raises potential 
supervisory concerns for the financial organization. 
Outsourcing arrangements need to be handled with 
utmost care since it poses several key challenges and 
if not addressed adequately, can introduce 
significant risks for the financial institution.
 
Thus, with continued growth in the economy, 
increasing globalization and diversification of 
various industries, the outsourcing sector today has 
become more complex than ever before. Outsourcing 
market has been successful in developing 
customized services, implementing innovate 
strategies, supporting fast paced technology 
changes, identifying new business niches and 
capturing new market opportunities for the financial 
institutions. At the same time the change process has 
become increasingly fast than it was expected to be. 
The current economic situation has become very 
uncertain which will lead in slowing down of many 
trends due to the macro-economic situation.  This 
paper thus intends to highlight how outsourcing has 
become a critical component of financial 
institutions’ management of their business 
operations and control of their costs.
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     Introduction
 
The concept of outsourcing has been derived from 
the American terminology ‘Outside Resourcing’  
which means to obtain resources from outside. Later 
the term was used in economic terminology to 
indicate usage of external sources of resources to 
develop business, wherein majorly internal 
resources were used. Hence we can say that the 
concept of outsourcing is not new. In fact it is as old 
as capitalism and its roots can be traced back to 15th 
and 16th century. It started through setting out 
production system for household items needed by an 
emerging capitalist market in 15th and 16th century.  
Despite the fact that there was growth in factory 
system, then to need for outsourcing remained intact 
as no industry was enough self-reliant to produce 
everything they needed within their industry sites.

According to some estimates, in 1946 only 20% of 
the value added of US goods and services were from 
external sources, 50 years later, the proportion has 
tripled, reaching 60%.

Post- war Japan due to its constraint of geographical 
space , had to develop a sophisticated pyramidal 
system of industrial subcontracting involving 
several layers of subcontractors ,  having 
specialization in production of various industrial 
products. And in order to make this concept 
successful they have developed several management 
concepts like kanban, Just-in-time delivery of inputs 
and outputs to allow the seamless manufacturing of 
industrial products based on outsourced parts and 
components.

Fan (2000) states that outsourcing is a contractual 
agreement between the user and one or more 
providers to provide services or processes that the 
user is currently providing internally. He states that 
the fundamental difference between outsourcing and 
any other purchasing agreement being that the user 
contracts-out a part of their existing internal activity.

     Classification of Outsourcing

A) Traditional Outsourcing:
 It refers to when routine jobs or tasks are 

identified and the service provider hire staff 
for this job.

B) Green Field Outsourcing:
 Without hiring the service provider the 

organization can directly hire an imminent 
company, which can execute their business, 

which was not done in the organization 
internally.

     Types of outsourcing

A) Business Process Outsourcing (BPO) : 
Under this type of outsourcing, the service 
provider is been entrusted with the entire 
business process. The service provider takes 
on the full systems, which support the 
business process. It not only does the 
operation functions but also maintains and 
manages the IT systems. e.g. call centres, 
payroll etc.   

B) IT Outsourcing:
 Denotes that the service provider takes on the 

operation and maintenance of the service 
customer IT systems. The service provider is 
responsible for the customer’s computer and 
communication systems as well as their data 
centres. In most cases the service provider 
also takes on the company‘s internal IT 
personnel.

     Ways of outsourcing

A) Off Shore Outsourcing:
 Also known as near shore outsourcing. Here 

the entire business process or part of it is been 
outsourced to a country other than where the 
product or its services are not been used. 
Generally it is undertaken where the process 
is more of repetitive nature and involves high 
information content. This type of outsourcing 
helps in gaining economies in wage rates due 
to differential wage scale in other countries.

B) On Shore Outsourcing:
 It means that BPO or ITO of the business is 

outsourced to another company within the 
same country. Hence it also known as 
domestic outsourcing.

     Growth of BPO in india

Business Process Outsourcing (BPO) can be defined 
as transfer of organisation’s non-core but critical 
business functions to an external vendor who uses an 
Information Technology (IT) based service delivery. 
Since delivery is IT based, BPO is also referred as IT 
Enabled Services (ITES). Even though outsourcing 
of operations in IT field has been taking place for 
many years but it gained momentum since late 
1990’s due to rise of Internet and Communication 
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Technologies. With the fast changing socio – eco- 
politico environment across the world the 
outsourcing became an important issue in all 
industries. Business houses underwent a paradigm 
shift from just having a provision for necessary 
service to handle them with core competencies and 
expertise.

In early 1990’s General Electric recognized that it 
can get lot of benefits if the company shifts it’s Back- 
Office operations and Customer service processes to 
India. After doing so, the step turned out to be great 
success and the company was able to better services 
at much cheaper costs. The success model of G.E. 
created a momentum wherein even other players 
from America started to explore India as a new 
destination for outsourcing.

Subsequently another corporate giant like American 
Express followed the move and shifted its 
transaction process work and Call Centres to India. 
Availability of better services, at cheaper cost 
promoted many other companies to start their 
operations in India. Thereby it resulted in emergence 
of India as global hub for IT outsourcing along with 
countries like China and Canada.
 
The privatization of telecom industry has resulted in 
emergence of new players and significant drop in 
telecom rates. Continuing competition in the 
industry is expected to result in a further reduction in 
telecom prices. The worldwide market grew at a rate 
of 9% and touched $ one trillion by 2007 from $773 
billion in 2002. But the BPO industry in India grew 
at 54% annually from 2002-2008 and reached from 
$2 billion to $ 15 billion in 2008

Several other factors like availability of highly 
qualified staff, active cooperation from the 
government and better infrastructure like launch of 
India first private undersea cable in the recent past 
resulting in dramatic improvement in international 
bandwidth, also acted as a catalyst in promoting the 
growth of the BPO industry.

The main customers who are mostly benefited from 
the business process outsourcing services are the 
industries related to Healthcare, Insurance, Banking 
and Finance, Telecom, Automotive, E-commerce 
and Retail, Pharmaceuticals, and Airlines. Some of 
the leading BPO organizations, well known for their 
performance and service standards in India are 
Wipro, Infosys BPO, HCL, Satyam, IBM Daksh,

     Impact of BPO on economic environment of india

BPO’s have made a significant change in the 
economic environment of India. The driving forces 
that have led to the increase in the Indian economy 
are mentioned below:

1) Emphasis on quality services
2) Skilled sets and workers
3) Cost effectiveness
4) Quality products
5) English speaking manpower

Many of India’s service providers are capturing the 
huge talent pool available by designing large scale 
talent reengineering initiatives and facilitating 
employee engagement activities. This has given way 
to both end-to-end and high-end-value added 
services across various sectors in India. At the same 
time, the Indian BPO industry has given way to long-
term contracts resulting in high earnings of 
individuals which in turn contributes in a large way 
to the economic growth of India.
India’s economic environment has boosted in the 
last couple of years due to the following reasons:

1) Nearly 4.4 million graduates and post 
graduates have joined BPO industry in 
FY2012.

2) India has pre-dominantly held the leading 
position of making 400,000-500,000 
graduates available who can be hired on an 
immediate basis.

3) I n d u s t r y - N A S S C O M - G o v e r n m e n t 
i n i t i a t i v e s  t o  e n h a n c e  l o n g - t e r m 
employability through finishing schools, 
mentorship programmes, setting up industry 
benchmark (NASSCOM Assessment of 
Competence) and IT-BPO Sector Skill 
Council (SSC) initiative has also contributed 
in a large way to the development of 
economic environment in India.

4) Best performance awards, recognitions, 
opportunities for career development of BPO 
employees, retention based bonuses and 
several CSR initiatives are some of the 
employee engagement activities which have 
given way to long tenure of BPO employees 
who in turn contribute effectively in churning 
lots of money thereby facilitating a growth in 
the Indian economy over the years.

     Objectvies

1) To study the reasons for outsourcing in 
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financial institutions
2) To study the impact and challenges of 

outsourcing in financial institutions
3) To study the future prospects of financial 

services outsourcing

     Reasons for outsourcing

 Reduced costs :
 L o w e r  c o s t s  c a n  a t t r a c t  fi n a n c i a l 

organizations to outsource its processes. This 
is basically due to economies of scale, 
spec ia l i za t ions  and  t ac t i ca l  focus . 
Outsourcing will also enable the organization 
to lower its costs by converting fixed costs 
into a variable cost structure so that 
fluctuations in labour and equipment needs 
can be taken care of.

 Enhance performance
 Outsourcing may be done with an intention to 

enhance performance since a third party 
would not have any biasness with the 
organization and would be the right source to 
understand the processes thoroughly and 
suggest any changes required to be initiated 
in it. This in turn will help in development of 
the organization. 

 Ability to access superior expertise and 
industry best practices

 Outsourcing enables the organization to gain 
expert knowledge which in turn can help in 
the growth, development and advancement of 
the organization. Superior knowledge and 
expertise can help in streamlining and 
enhancing the processes which can prove 
beneficial to the organization in the long run.

 Desire to devote scare human resources to 
core businesses

 The choice of the activities to be outsourced 
is often determined by the strategic value of 
the activity and its level of operational 
performance. Generally, the lesser strategic 
activities or activities which have lower level 
of internal performance are more likely to be 
outsourced. Outsourcing is generally 
undertaken by organizations to enable their 
own employees to concentrate fully on the 
core business of the organization.

     Future prospects of financial services  
     outsourcing

It is very evident in the current scenario that the 
financial institutions are facing an increased 
challenge of competition. This is evident from the 
fact that the net interest margin of the financial 
institutions has drastically reduced over the last one 
decade. With increased liberalization and 
globalization, this fall has further narrowed down to 
1-1.5% especially in case of banks in the developed 
countries.  In order to curb this loss, the financial 
institutions will have to take several measures such 
as undertaking product innovations and process re-
engineering, looking for more options like fee-based 
income to fill the gap in the interest income etc. All 
these changes will be aimed at meeting the customer 
requirement in addition to reducing the cost and 
improving the efficiency of service. Service charges 
will now be decided only after taking into account 
the costing and deciding the amount of traffic that the 
bank can bear in future. Several banks may also 
think about reframing and restructuring their costing 
and pricing so that the profitable and non-profitable 
businesses are accordingly segregated. The cost of 
services across all banks has more or less been equal. 
However, banks which have a better cost control are 
in a position to achieve higher profits as compared to 
the banks which incur losses on account of under-
utilization of resources, un-remunerative branch 
network etc. In order to do away with the high 
overheads, banks have now started charging 
customers to cover the expenses incurred by them 
and achieve the estimated profits. In fact many banks 
now view profit as revenue minus the cost equation 
unlike a decade ago where revenue for banks was 
calculated as the cost in addition to the profit 
equation.

In order to have consensus with their clients, banks 
will now initiate several tie-ups with various banks 
and corporate clients and their retail outlets. This in 
turn will enable banks to have an increased volume 
of business resulting in higher revenues. Banks 
would also introduce new products on the liabilities 
side such as forex linked deposits, investment-
linked deposits etc. since investors with varied risk 
profiles will look for better profitability. Similarly 
banks would also improve the quality of their 
products by way of introduction of new innovative 
products which in turn would help in building brand 
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equity in the market for specialized products. With 
all these changes, the investors will then see the 
potential and advantage of investing their money in 
the banks and merchant banking entities which will 
enable the growth of the financial institutions 
rapidly.

As the business of the financial institution increases, 
outsourcing and adoption of BPO’s will also 
drastically increase. However, outsourcing of the 
business activities would pose more threats to the 
financial institutions which they should foresee and 
accordingly deal with. Hence, the financial 
institutions should only outsource those functions 
which do not play an important part in its strategic 
planning process. At the same time, these institutions 
will also start looking analytically into the various 
processes and practices that are into existence at 
present to understand the need for making any 
appropriate changes which would enable them to 
reduce costs and avoid delays.

The financial institutions would start giving more 
emphasis to competition rather than co-operation. 
This will enable them to increase they customer 
base. It will also help in reducing costs and 
increasing their efficiency. Outsourcing their 
operations would enable the financial institutions to 
relocate many of their functions, especially those 
pertaining to their back offices which will enable 
them to reduce their costs and increase productivity. 
Outsourcing of the business activities of the financial 
sector has given rise to many job opportunities in 
India since it now forms the key domain of many 
organizations in India today.

Work Flow and Growth Prospects:
Outsourcing of financial institutions includes 
handling several banking processes, processing 
applicat ions,  customer support ,  enabl ing 
verifications, software and solutions of core banking 
and facilitating financial statement analysis and 
market analysis. As per the recent study, Banking, 
Financial Services and Insurance (BFSI) comprise 
38 per cent of the outsourcing industry in India today 
(worth $47.8 billion in 2007). This share is further 
expected to grow by 30-35 per cent every year. 
Outsourcing by the financial sector will enable them 
to have a competitive edge in the market since they 
would now be able to add value to several future 
oriented projects through emergence of several 

financial networks and an opportunity which in turn 
will facilitate a ‘network bank’. Outsourcing will 
also enable the financial institutions to improve their 
cost-income ratios on a long-term basis and secure 
competitive edge which will help them to gain a 
significant market share.

Outsourcing in the financial sector has been 
instrumental in formation of supply chains across a 
number of value added stages which has enabled 
banks to be a networked enterprise.

     Challenges of outsourcing

 Licensing and copyright issues :
 There is a high possibility of the outsourced 

projects being copied and sold to several 
agents. This may involve passing on the 
information to the competitors as well who 
can use this information for attaining their 
market share. This then leads to various 
issues with regards to licensing and 
copyright.

 Loss of time in managing the project :
 There is a lot of time spent in managing the 

project. This is because the project has to be 
communicated to the client first. Depending 
on the feedback of the client, the project has 
then to be reframed and implemented. 

 Poor communication and cultural 
differences :

 The outsourcing agent may have a poorer 
standard of work on account of poor 
communication skills. At the same time there 
would be cultural differences which would 
act as a hindrance in good quality of the 
project. 

 Political Instability : 
 India is politically instable. Change in 

government rules, norms and regulations can 
completely go against the outsourcing 
project framed earlier which may result in 
huge financial losses for the organization.

 Lack of quality control :
 The quali ty of programming varies 

considerably demanding great deal of trust. 
There is a possibility of problems cropping 
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l a t e r  which  may  be  expens ive  fo r 
organizations to fix later.

 Customer Service :
 Customer Service needs to be given the 

highest priority when outsourcing of a 
product considered. Outsourcing agencies 
are many times unaware of the seriousness of 
this fact due to which customers may not 
receive prompt service which is up to their 
satisfaction level. Thus, organizations may 
lose valuable customers on account of 
unsatisfactory quality of services provided 
by the outsourcing agencies.

 Risks to confidential and personal data :
 Once the data is outsourced, the outsourcing 

agency has full information about the 
organizations core business. This data, if 
revealed to outsiders can pose a serious threat 
to the organizations existence in the market 
and eventually be a major cause of its failure 
and close down.

 Increasing long term costs :
 It is forecasted that India’s cost advantage 

which was 1:3 in 2007 will disappear by this 
year, on account of increasing Indian wages 
at a rate of 15% per year. Hence, outsourcing 
would mean budgeting for long term 
increased costs in addition to providing time 
to manage the project as well as have 
adequate budget to meet the risks of 
outsourcing.

 Economic insecurity and fraud :
 Several frauds which have come up in the 

recent years have posed a serious threat to the 
country’s economic insecurity since the 
currency is soon getting drained off.

 Effectively recruiting a work force :
 The BPO industry has created a unique blend 

of recruitment challenges. At present, BPO 
offers jobs to millions of Indian professionals 
and it is expected that this number will still 
rise drastically in the near future. In view of 
th i s ,  an  o rgan iza t ion  wi l l  have  to 
considerably outreach its activities to reach a 
potential talent pool. It is estimated that for a 
voice-based process, an organization will 

need to screen at least 20 candidates to be 
able to recruit 1 (20:1). This number is fast 
increasing and it is expected that in the near 
future, this ratio will be 50:1. This proves the 
complex nature of recruitment in India.

 Training investment :
 Outsourcing necessitates huge training 

investment. New recruits have to be well 
trained in order to meet the huge expectations 
in terms of ramp-up of processes. The 
customization in the standard three week 
‘voice/accent’ programme seems to be too 
low which means there are additional costs 
involved in re-training and on-the-floor 
training needs. These training programmes 
also suffer a setback since they fail to address 
the deeper cultural issues that impact cross 
cultural communication.

 Managing retention :
 Attrition levels in the ITES/BPO have 

increased drastically in the past few years. 
These range from 15-60% per year out of 
which the average attrition level for a voice-
based call centre is estimated to be 40%. 
Some of the major causes of attrition in 
BPO’s are hype in India about the glamour of 
working in a BPO environment and the 
monotonous nature of the work which has 
taken a toll on the physical health of BPO 
employees on account of working in night 
shifts. It is also true that many companies 
have failed in their attempts to have a 
motivated and energised workforce.

     Conclusion

In the current scenario, financial services across the 
globe are enormously taking help of this party in 
order to carry out their day to day activities which 
would otherwise be done by them. Recent studies 
have shown that many financial institutions have 
outsourced both their regulated and unregulated 
activities which are becoming very complex day by 
day.

Outsourcing has been primarily taken up by 
financial institutions to reduce costs and achieve 
strategic aims. The future of outsourcing in financial 
institutions can be seen across various departments 
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in an organization such as information technology, 
call centres, finance and accounting, administration 
and several back-office activities. Several regulatory 
surveys have now revealed that financial firms are 
intending to enter into arrangements with other 
related firms within a corporate group and third party 
service providers to outsource both, their regulated 
and unregulated activities as well.

Outsourcing involves completely letting off of a 
function or department to a third party. In doing so, 
the organization is expected to provide for any risks 
arising out of this in its regular risk management 
framework.

Outsourcing has been beneficial in the financial 
institutions for raising issues related to risk and 
transfer management. However, it is true that 
outsourcing has increased the reliance of financial 
institutions on a third party which in future may have 
an impact on the ability of regulated entities to 
manage their risks and at the same time monitor their 
compliance with regulatory requirements. At the 
same time, there is an increasing concern among 
financial institutions to ensure that the steps that they 
are taking to manage their risks and comply with 
applicable regulations are up to the mark. 
The biggest concern that financial institutions are 
facing with respect to outsourcing is the potential for 
over-reliance on outsourced activities which are 
very crucial for the on-going viability of a regulated 
entity as well as its obligations towards their 
customers. Taking steps such as establishing 
effective risk management programmes, provision 
for contingency planning by the outsourcing firm, 
drawing up comprehensive and clear outsourcing 
policies, negotiating appropriate outsourcing 
contracts and analysing the financial and 
infrastructure resources can help the financial 
institutions to successfully outsource their business 
activities and also handle the risks attached to it 
amicably. 

Outsourcing today is viewed by financial institutions 
as a valuable strategic tool which helps them to focus 
on the core competencies since the direct operational 
responsibilities are outsourced to a third party. At the 
same time, outsourcing of business activities enables 
financial institutions to gain expertise. Some of the 
challenges faced by financial institutions with 
respect to outsourcing are selecting a capable, 

qualified and appropriate service provider, 
addressing human resource problems effectively, 
introducing employee engagement programmes, 
motivating employees and controlling attrition 
levels, establishing controls, independent validation 
and viable contingency planning and facilitating an 
arrangement that meets the needs of both parties. 
However, the financial industry has not employed 
ample resources to mitigate outsourcing risks by 
developing business practices which effectively 
manage and monitor outsourced activities. 

On the whole, outsourcing results for a financial 
institution have resulted in significant development. 
Significance of the outsourced activity, control 
mechanisms introduced by the institution over 
outsourcing risk and the strength of the service 
provider will reveal whether the outsourcing risks 
have been adequately taken care of. Unplanned and 
unmanaged outsourcing can only increase an 
institution’s overall operational, legal and 
reputational risk thereby leading to unintended 
credit exposures and huge business expenses which 
might eventually lead to the down fall of the 
financial institution.
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     Abstract

Outsourcing of IT activities helps the organizations 
to focus on their core business. It also helps the 
organizations to minimize the cost by tapping the 
cheap and skilled labour across the globe. However, 
there are lot many issues to be tackled to make the 
outsourcing successful. The issues and challenges 
are more significant in case of offshore outsourcing 
due to regulatory, legal, economic, cultural and 
political issues. This paper examines the 
opportunities and issues in outsourcing information 
technology with particular reference to offshore 
outsourcing.

The major factors for outsourcing can be classified 
as Financial, Strategic and Organisational, 
Technical and Staff implications. The cost cutting 
has been the major strategy in most of the 
organisations in a highly competitive environment.  
Companies that have interest in keeping capital 
expenditure low prefer outsourcing.  One important 
strategic decision that the companies outsource 
their IT is to enable them to focus on their core 
business. India is known for providing software 
solutions to various western countries. The 
companies not only look for the low cost solution but 
also seek for the efficient and reliable solution with 
post implementation support.  Outsourcing vendors 
are perceived to have a wider spectrum of skills than 
can be developed and retained on a cost-effective 
manner in-house by non-IT firms. Despite of several 
advantages of offshore outsourcing many countries 
put lot of restrictions to engage overseas vendors 
and workforce due to fear of unemployment in the 
host country.

The outsourcing of IT activities of organisations not 
always presents a rosy situation.  There are host of 
issues and risks associated with offshore 
outsourcing viz. realistic estimation of cost 
reduction; risk of security breaches or intellectual 
property protection; sharing strategic business 
knowledge with offshore vendor; cumbersome 
process if the vendor fails to deliver; lack of 
sensitivity of offshore vendor to the industry specific 

requirements and ability to comply with government 
regulations; cultural difference between the client 
country and the vendor country; etc. 

     Key Words:

Outsourcing IT; Overseas Outsourcing; IT Enabled 
Services (ITES), Business Process Outsourcing 
(BPO),

     Introduction

The definition of outsourcing presents a problem and 
a survey of outsourcing vendors by Michell (1994) 
illustrated the wide difference of interpretations 
about what constitutes the outsourcing. The 
outsourcing of Information Technology (IT) and 
associated services has been growing with 
phenomenal dimensions.  IT outsourcing is is 
generally referred to as the commissioning of a third 
party (or a number of third parties) to manage client 
organization’s IT assets, operations, people and/or 
activities to required results.  Thus, the focus of 
outsourcing is on the management of the client's IT 
activities by the vendor to defined specifications or 
service level.  This may often involve a degree of 
transfer of assets and staff between the client and 
third vendor.  With the development of reliable and 
robust Internet technologies, a host of IT enabled 
Services (ITeS) have been commissioned by the 
outsource organizations on behalf of client 
organizations. The recent developments of cloud 
computing and cloud storage have provided lot of 
relief to the organizations by outsourcing their data 
processing and storage activities to third party and 
focus on their core activities. These technologies 
have also facilitated offshore outsourcing breaking 
the limits of national boundaries due to host of 
strategic and financial considerations. Although 
most companies have outsourced selected IT 
projects and functions for many years, the offshore 
outsourcing has exploded in size as companies have 
sought lower labour costs and other strategic 
benefits. The offshore outsourcing has created host 
of opportunities both for the client and vendor, but, it 
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has also brought various challenges due to 
regulatory, legal, economic, cultural and political 
issues. India and Philippines have been the preferred 
destinations for American and European companies 
whereas China and Vietnam has generally been 
preferred for overseas outsourcing by Japanese 
companies. The knowledge and understanding of 
English has given advantage to India to grab many 
overseas outsourced contracts from the western 
world.

     Literature Review

Mohammed H.A. Tafti, (2005) has identified major 
risk categories of offshore IT outsourcing, discussed 
various risk factors within each category, and 
provided a general framework for the study of risk 
factors in this area. The study provides a general 
framework and a check-list of the major risk factors 
related to offshore IT outsourcing.

Khan N, Currie W.L, Weerakkody V, and Desai B. 
(2003) through from an ongoing research study on 
offshore IT outsourcing presented its findings. Field 
work was carried out in India and in the UK to 
evaluate the scale and scope of outsourcing 
activities. CEOs and CIOs were interviewed in 
fifteen supplier firms in India and two customer firms 
in UK, about strategic positioning in the offshore 
outsourcing market; benefits and risks from 
outsourcing; and other demand and supply-side 
issues. The findings suggest that, though offshore 
outsourcing offers new business opportunities for IT 
suppliers, much of the outsourced work continues to 
be low risk and low value. The challenge for 
outsourcing suppliers is therefore to devise 
strategies to move from body-shopping work to low 
cost, high value contracts, without incurring 
additional risk.

Khan S.U., Niazi M, Ahmad R. have identified 
factors such as cost-saving, skilled human resource, 
appropriate infrastructure, quality of product and 
services, efficient outsourcing relationships 
management, and an organisation's track record of 
successful projects which are generally considered 
important by the outsourcing clients. The results 
indicate that appropriate infrastructure, cost-saving, 
and skilled human resource are common in three 
continents, namely Asia, North America and Europe. 
Appropriate infrastructure, cost-saving, and quality 
of products and services are being common in three 
types of organisations (small, medium and large). 
These ident ified four  factors-appropriate 

infrastructure, cost-saving, quality of products and 
services, and skilled human resource have been 
common in the two decades (1990–1999 and 
2000–mid 2008) for the success of IT outsourcing.

The study also observed that the cost-saving should 
not be considered as the driving factor in the 
selection process of software development 
outsourcing vendors. Vendors should rather address 
other factors in order to compete in the OSDO 
business, such as skilled human resource, 
appropriate infrastructure and quality of products 
and services.

Lacity M.C., Khan S.A., and Willicocks L.P. (2009) 
through the reviews of research studies of 
information technology outsourcing (ITO) practice 
found substantial evidence that researchers have 
meaningfully and significantly addressed the call for 
academics to produce knowledge relevant to 
practitioners. Based on a review of 191 IT 
outsourcing articles, the insights for practice on six 
key ITO topics relevant to practitioners were 
extracted. The first three topics relate to the early 
1990s focus on determinants of IT outsourcing, IT 
outsourcing strategy, and mitigating IT outsourcing 
risks. A focus on best practices and client and 
supplier capabilities developed from the mid-1990s 
and is traced through to the late 2000s, while 
relationship management is shown to be a perennial 
and challenging issue throughout the nearly 20 
years. More recent studies have developed around 
offshore outsourcing, business process outsourcing 
and the rise, decline and resurrection of application 
service provision. 

Oza, N.V. and Hall, T., (2005) presented an 
empirical investigation of difficulties in offshore 
software outsourcing relationships by investigating 
eighteen high maturity software vendor companies 
based in India. They found that the difficulties in 
offshore outsourcing relationships have been 
relatively unexplored. Therefore a detailed 
investigation of the difficulties in commercial 
offshore software outsourcing relationships was 
conducted by collecting qualitative data through the 
standardized open-ended interviews and analyzed it 
through a grounded theory approach. Results of 
study indicate that outsourcing vendors are aware of 
potential difficulties that could be faced by both 
vendors and clients in offshore software 
outsourcing.  The main offshore software 
outsourcing difficulties uncovered by this 
investigation include cultural differences, 
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expectation mismatch, language differences, loss of 
control, job loss and transition. 

     Activities and Services Outsourced

The major IT outsourcing activities include (1) 
Hardware maintenance; mainframe/data centre 
management, (2) Software development and 
implementation, (3) Networking activities like 
p l ann ing ,  de s ign ing ,  imp lemen t ing  and 
management of networks, (4) Data Processing and 
storage. The outsourcing could be complete where 
the vendor takes care of entire operations on behalf 
of the client and manage all the resources or it could 
be partial where the vendor helps the client to carry 
out its operations by providing technical and 
resource support. In case of IT Enabled Services 
(ITeS), the entire operations are generally 
outsourced in the form of Business Process 
Outsourc ing  (BPO) ,  Knowledge  Process 
Outsourcing (KPO), etc. Recently, there is a spate of 
outsourcing of specialized functions related to 
medical and legal aspects documents/data creation 
and management. 

     Rationales for Outsourcing

Many outsourcing decisions are based on a number 
of inter-related factors. The major factors for 
outsourcing can be classified as:

(a)  Financial implications
(b)  Strategic and Organisational
©  Technical
(d)  Staff implications

     Financial implications

The cost cutting has been the major strategy in most 
of the organisations in a highly competitive 
environment.  Thus, most obvious reasons for 
outsourcing IT is to save cost.  Cost savings due to 
outsourcing are claimed to accrue for a number of 
reasons mainly due to economy of scale and 
expertise.  A specialized vendor, it is argued, can 
perform and organise IT more efficiently than the 
client itself, obtaining savings in areas like 
deployment of hardware, telecommunication 
infrastructure, staff and management of backup and 
recovery provisions, etc.  Economies are also 
claimed on the software licenses, upgradation of 
technology, etc.  The vendor has all the relevant 
technology and expertise and is in a position to 
upgrade it on a continuous basis, whereas the 

individual client has cycles of updating and tolerate 
lot of obsolescence of the technology to its 
disadvantage under competitive environment.  The 
vendors can also obtain a better discount from the 
suppliers.  It is also argued that sometimes the cost 
savings offered by the vendor is more to do with the 
inefficiencies of the client company's current IT 
operations rather than the applicability of any true 
economies of scale. Lacity (1993) argues that all 
potential benefits can be achieved in house by most 
reasonably sized IT departments if they have 
adequate competence and operate with efficiency. 
According to the study of vendors by Michell (1994) 
most of the established vendors do not regard price 
as the most important discriminating factor.  It is the 
quality of the product and service rather than the 
price that matters most.  A price that is felt to be too 
low is often viewed suspiciously.  There is also a 
feeling that the vendor should be allowed to make a 
fair profit on the contract otherwise the project may 
end up paying in other ways and may lead into 
trouble.

Outsourcing IT also has impact on the balance sheet 
of the company in terms of moving from capital 
based IT activities to revenue based IT services.  
Companies that have interest in keeping capital 
expenditure low prefer outsourcing.  This gives 
them greater financial flexibility and more 
borrowing power. The cloud computing and storage 
facilities help the clients to minimize their capital 
expenditure and pay for the use based services.

 In case of offshore outsourcing the major advantage 
comes from the availability of cheap manpower in 
developing countries and the exchange rate 
differentials. The client organizations always have 
the flexibility to choose the vendor from anywhere in 
the world to suit their requirements and meet price 
expectations.

     Strategic and Organisational

Strategic and organisational reasons for outsourcing 
are many and varied.  One important strategic 
decision that the companies outsource their IT is to 
enable them to focus on their core business.  The 
philosophy behind this approach is based on the 
concept of core competencies.  The argument 
presented by this kind to focus on core activities is 
that it is difficult for organisation to attain standard in 
everything they do.  Thus organisations focus on 
their core activities only and outsource the other 
activities to third parties where those activities are 

Opportunities And Issues In Outsourcing Information Technology With Special Reference To Offshore Outsourcing



International Conference on Outsourcing Strategy as a New Paradigm

53

the core business.

A related rationale for outsourcing is the attempt to 
focus on important activities, not in the business as a 
whole, but within IT and related functions.  This 
embodies a recognition that IT is now covers such 
multi- faceted activities that require a wide range of 
skills, expertise and physical resources that a single 
organisation can not adequately have in-house, and 
that they should focus on those IT areas that they can 
do best, or are most important, or are of highest 
value, and outsource the rest.  In contrast to the core 
business focus this rationale obviously does not lead 
to the total outsourcing of IT but only to a degree of 
IT being outsourced. According to Porter and Millar 
(1985), IT provides the key to competitive 
advantage, particularly in information intensive 
industry.

Many organisations are going for their restructuring 
which inter-alia involves decentralisation of 
activities and reduction of staff, improve efficiency 
and reduce cost.  Outsourcing has been considered 
as a useful opportunity to fulfill these restructuring 
objectives.

A further important reason for some organistions to 
outsource was the fluctuating demands for IT 
services and the difficulty for in-house IT capability 
to cope with such fluctuations and the cost of 
attempting to do so.  In a number of cases the 
outsourcing of some or all of the IT activities is seen 
as a better option of responding to fluctuations in 
demand rather than creating and sustaining an in-
house IT capability to meet peaks of demand.

Many times the organisation needs an IT service or 
solution more rapidly than can be provided in-house.  
Such situations can be handled only by outsourcing 
to meet the business commitments and opportunities 
within the time frame.

Some of the countries are known for having core 
competency in providing a particular aspect of IT 
services and IT solutions. India is known for 
providing software solutions to various western 
countries. The companies not only look for the low 
cost solution but also seek for the efficient and 
reliable solution with post implementation support.  
Besides availability of expertize manpower, the 
other factors such as social, political, regulatory and 
legal environment of the host country vis a vis the 
outsourced country also play an important role for 
the decision of offshore outsourcing. Japanese 

companies often exploit the foreign labours 
particularly Chinese and Vietnamese by violating 
the Employment Security Act and Labor Standard 
Act set by Ministry of Health and Labors in Japan 
using the name of Offshoring.
 
     Technical

Some companies may find the provision of certain 
types of IT service activities problematical in terms 
of allocating required sources viz. to buy the 
necessary hardware or telecommunication 
platforms, and obtaining and retaining necessary 
technical skills and expertise.  Smaller IT 
departments particularly find themselves in this 
position due to inadequate in-house IT expertise.  
Such organisations heavily depend on outside 
vendors for any technical advice.

Poor performance of in-house IT often leads to 
outsourcing.  This could be due to variety of reasons.  
The main amongst them is attributed to high 
turnover of IT staff. The high rate of turnover of IT 
staff in non IT companies is generally due to limited 
growth opportunity and lack of appreciation of IT 
activities.

     Staff implication

It is not easy to retire or retrench the surplus staff 
rendered on account of outsourcing due to various 
prevalent labour legislations.  The surplus staff is 
generally utilised in the organisations at sub optimal 
level.  This generally negates the cost advantage of 
outsourcing.

Outsourcing does not always result in reductions in 
IT staffing levels.  Some outsourcing is undertaken 
to handle demand for IT services that cannot be 
achieved internally due to lack of resources, skills or 
time schedule for completion, etc. Moreover large 
majority of outsourcing is partial rather than total.  
In such cases reduction in IT staff is not the main 
motive.

Outsourcing may help to overcome shortfalls in 
staff, provide access to a wider range of skills and 
experience, and complement in-house resources and 
expertise.  IT is now becoming too diverse, 
developing quickly and require too many specialist 
skills. Outsourcing vendors are perceived to have a 
wider spectrum of skills than can be developed and 
retained on a cost-effective manner in-house by non-
IT firms.
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From a managerial perspective there are sometimes a 
number of rigidities and constraints in terms of in-
house culture, terms and conditions of employment, 
restrictive practices and bargaining arrangements that 
may restrict the development of IT within the 
organisation.  In such situations outsourcing has been 
seen to be an attractive proposition.

Despite of several advantages of offshore outsourcing 
many countries put lot of restrictions to engage 
overseas vendors and workforce due to fear of 
unemployment in the host country. The local technical 
professionals always put pressure on government to 
implement restrictions for fear of job loss against low 
cost global workforce.

     Problems encountered in Outsourcing

The outsourcing of IT activities of organisations not 
always presents a rosy situation.  A number of 
problems are encountered in dealing with the vendors. 
The Survey Conducted by Fizgerald G. (1996) 
identified the following major problems related to IT 
outsourcing:

(a) Defining service levels,
(b) Client's ability to manage the contract and its 
 details,
© Getting different contractors and vendors to 
 work together,
(d) Vendor's lack of flexibility,
(e) Vendor's lack of responsiveness, and
(f) Vendor's total commercial attitude and profit 
 motive.

Willcocks and Fitzerrald (1994) found that the 
management of contracts and vendors require quite a 
different set of skills to those normally present in an IT 
department, and some companies have failed to 
recognize this.

     Issues and Risks of Offshore Outsourcing

There are host of issues and risks associated with 
offshore outsourcing. The first risk is associated with 
the expectation of cost reduction which cannot be 
estimated realistically due to hidden cost, uncertainty 
and differences in operating models. Second, the risk 
of security breaches or intellectual property protection 
is inherently raised when working in international 
business. Privacy concerns must be addressed. Third, 
the Capability Maturity Model (CMM) becomes an 
important measure of a company’s readiness to adopt 
an offshore model. Offshore vendors require a standard 
model which is CMM level 5. Fourth, Most IT 
organizations have business knowledge that resides 

within the developers of applications. Sharing 
strategic business knowledge with offshore vendor 
sometimes becomes risky. Fifth, what happens if the 
vendor fails to deliver, even inspite of best intentions. 
Thus, the risk analysis and competency assessment of 
the vendor becomes paramount. Sixth, all outsourced 
contracts baseline and assumptions. If the scope of the 
work varies it may add substantial cost which may not 
be estimated in advance. Seventh, offshore vendor 
must be sensitive to the industry specific requirements 
and have ability to comply with government 
regulations and provide sufficient transparency 
showing that it does comply and accountable during 
audit. Eight, cultural difference between the client 
country and the vendor country has to be tackled 
properly. Many vendors have to put the call centre 
employees through accent training. Many vendors also 
sensitise the employees to the culture of client. Ninth, 
Key personnel are always in demand; therefore, there 
is always a risk to lose the key personnel midway. 
Tenth, the time and efforts to transfer knowledge to 
vendor rarely account for by the client’s organization. 
Time spent to transfer the knowledge sometimes 
reduces the efficiency of the client’s organization.

     Conclusion

Outsourcing of IT activities helps the organizations to 
focus on their core business. It also helps the 
organizations to minimize the cost by tapping the 
cheap and skilled labour across the globe. The robust 
and reliable internet technologies have helped the 
organisations to connect to the outsourced vendors 
worldwide for their strategic advantage. However, 
there are lot many issues to be tackled to make the 
outsourcing successful. The issues and challenges are 
more significant in case of offshore outsourcing.

The Outsourcing IT is not a homogeneous activity that 
can be treated in the same way in all cases.  
Organisations have a variety of differing rationales to 
justify their outsourcing. Outsourcing should not be 
with the intention to get rid of a current problem or 
poor IT performance. Outsourcing cannot be the 
panacea to all problems.  This is likely to lead to 
unsuccessful outsourcing due to the fact that an 
organisation that cannot successfully manage its own 
IT is unlikely to be able to specify and organise the 
outsourcing of it.  Outsourcing requires a detailed 
understanding in order to be able to adequately specify 
the requirements to the vendor.  It is the IT which 
should be outsourced not the problems of the 
organisation.

Organisations should be very careful not to outsource 
their IT or those aspects of their IT, that are strategic to 
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the business or that differentiate them in a positive way 
from the competitors.  If these areas are outsourced 
there is a danger that the organisation will lose control 
of one of the elements that places the organisation to a 
competitive advantageous position and makes a 
difference to its performance and business.  Moreover, 
the outsourcing may provide access to the vendor into 
all the critical areas and sensitive data.  The client 
organisation may run the risk of leakage of critical 
information through an outside agency. The control 
over vendor’s operations may be difficult to enforce if 
it is an offshore outsourcing. Thus, the reputation of 
offshore vender should be taken into consideration 
before outsourcing.

Within IT there are likely to be some elements that can 
be successfully outsourced and some that cannot.  
Even if a substantial proportion of the IT can be 
outsourced there will be a limit.  If every thing is 
outsourced, the organisation is likely to lose the ability 
to manage and assess the IT by itself. There should be 
in-house expertise to evaluate the capability of the 
vender and the solution provided by the vendor. 

One important key to success for the client is to manage 
the vendor and evaluate performance on an ongoing 
basis.  Contracts need to be actively managed in order 
to build relationships with the vendor for the future. 
Establishing the relationship with the offshore vendor 
is still more difficult. In case of IT enabled services like 
call centres, BPO, KPO, etc. a long-term smooth 
relationship between the client and the vendor 
becomes absolutely necessary to avoid any business 
and reputation risk.

Outsourcing of software solutions may require 
ongoing maintenance and modification of software by 
the vendor.  Sometimes the solutions are even handed 
over without proper testing and documentation. The 
client is put to a helpless situation. The vendor 
sometimes make the client so dependent on it that the 
client does not have any option to shift to other vendor, 
thus, creating monopoly like situation. 

Thus, the key to successful outsourcing of IT appears 
to be the identification and observation of an 
outsourcing strategy, which recognises the potential, as 
well as the dangers of the outsourcing. A sound strategy 
may be to adopt a step-by-step approach whereby the 
safest, most fully understood elements would be 
outsourced initially.  With the organisation gaining 
experience of how to manage outsourcing, further 
activities may be outsourced until a suitable balance of 
in-house and outsourced activities is obtained. The 
offshore outsourcing poses more problems due to 

political, social, regulatory and legal issues which may 
not be compatible between the two countries. The legal 
recourse becomes extremely difficult when the client 
and the vendor belong to different nations having 
different set of legal provisions.
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