
Glancing over the brochures of
offshore suppliers of software
development services, clients often
assume that offshoring develop-
ment tasks will unfailingly result in
phenomenal cost savings and soft-
ware of the highest possible quality.
While there certainly is the poten-
tial to reap significant benefits,
these promotional materials hardly
ever mention:

Additional effort and costs

Risks

Practical difficulties in putting
offshoring into action

Difficulty of achieving a
quantitative assessment of the
actual success of an offshoring
initiative

In my experience, the projected
objectives are rarely met, and
almost never in the first offshore
project a client commissions.
Successful offshoring takes at least
five to six years or at least three to
four projects to implement success-
fully. This is in sharp contrast to the
expectations of clients who think
that making use of the difference in
labor costs alone will save huge
amounts of money from day one.

The problem with the idea of a
highly competent yet inexpensive
supplier is not that this idea is com-
pletely mistaken; the problem is

that it is not thought through. Every
so often, it turns out that a seem-
ingly simple idea neither is simple
to implement nor achieves the
expected objectives. In particular,
clients underestimate what they
have to contribute to a successful
offshoring initiative, both in terms
of the organizational changes they
need to make and the tasks they
have to perform. 

In this article, I will explore some
of the less-well-known aspects
of offshoring IT application
development:

Organizational issues

The project’s business case

Contractual issues

The common denominator among
these issues is that initially they
cost money and require effort.
The amount of money and effort
required in most cases goes far
beyond what management
expects, and naturally these
expenses need to be subtracted
from the savings the offshoring
initiative may realize. 

ORGANIZATIONAL ISSUES

Supply Management
One of the most decisive conse-
quences of offshoring is that a
client establishes a contractual

relationship with a supplier who
has fundamentally different profit
motives. Clients therefore need to
organize, direct and develop this
relationship. The most important
activities are:

Management of suppliers.
This includes activities such as
supplier appraisals and audits. 

Supplier development. The
client must nurture and sup-
port suppliers proactively. 

Supplier integration. Client
and supplier establish the basis
for their interorganizational
cooperation by working
together closely beyond the
scope of individual projects.

The long-term objective is to build a
network of highly competent and
competitive suppliers. This requires
a purchasing department with both
knowledge of sourcing strategies
and the ability to help projects
achieve their technical objectives. 

Usually, however, there is no supply
management. Instead projects
establish and maintain their rela-
tionships with suppliers without
involving the purchasing depart-
ment at an early stage. The client
classifies suppliers as resources
that can be substituted at short
notice, and neither client nor sup-
plier takes the long-term perspec-
tive that is necessary for a mutually
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beneficial business relationship.
With no supply management in
place, clients squander one of the
biggest opportunities for cutting
costs. 

Project Governance
Often the executive board arrives
at the conclusion that offshoring
will result in improved quality or
reduced costs — or even both —
and mandates that the develop-
ment of a system take place else-
where. Yet project managers and
technical staff of offshoring projects
do not receive management sup-
port when it comes to making the
project a success. 

Establishing project governance
is an important prerequisite for
successful offshoring. Project gov-
ernance is the set of structures, sys-
tems, and processes surrounding
the project that ensure the effective
delivery of the project through to
full deployment and benefits real-
ization by the organization. Project
governance is essentially an
approach to risk management.
This approach must be in place
even before the offshoring initiative
starts. Risk management in this
context means maintaining the bal-
ance between the extremes of risk
avoidance and risk abdication. 

The organization must have ade-
quate checks and balances to
ensure that the project is delivered
and meets the organization’s risk
and compliance regime without
an excessive set of process require-
ments. The implementation of
effective governance processes
across the whole system lifecycle
enables both the project manager

and the organization to deliver the
system, reap the benefits, and
make the hard choices when
required.

Project governance typically
requires the following high-level
roles:

The project manager is
accountable for the manage-
ment and delivery of the proj-
ect as specified in the project
management plan.

The project steering committee
is accountable for the overall
delivery of the business system
to the organization and reports
to the information manage-
ment group.

The information management
group is accountable on behalf
of the executive board for the
program management and bal-
ancing of business systems
projects against available
resources and the information
management strategic plan.

IT services applies suitable
project management proc-
esses and ensures consistency
with IT standards and change
control.

The business system owner is
accountable for the manage-
ment of the business systems
lifecycle and the realization of
benefits identified in the busi-
ness case.

Implementing project governance
goes beyond the creation of a steer-
ing committee and selection of a
sponsor. It extends across all
aspects of the system lifecycle from
inception though to replacement.
The composition and allocation of

the aforementioned roles will vary.
In a large organization, committees
may fulfill the roles. However, in a
small organization, the roles may
be exercised through the chief
executive officer and the project
manager. If the questions are asked
and checked, then the result is an
informal governance process.

The benefits of project governance
are that the organization maintains
a focus on the business purpose
and expectations while still manag-
ing the typical technical and organi-
zational change issues that arise
during the life of a project. The
point is that if an organization with
undefined structures and processes
offshores, either the supplier’s
capabilities are not exploited —
which results in higher cost and
longer schedule — or the client
eventually shapes up. 

Effective governance ensures that:

The system lifecycle is man-
aged and benefits are realized.

The outcomes are aligned with
business needs, balanced
against the desires of inter-
ested parties.

Risk profiles are managed to
acceptable levels.

Project deliverables meet the
planned timelines, cost, and
quality.
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The scope and milestones for
go/no-go are managed.

The organization has the
capacity and capability to uti-
lize the delivered outcomes.

Appropriate methodologies
are used for planning,
design, installation, and
implementation.

The system is installed, stabi-
lized, and standardized, and
a process for continuous
improvement is implemented
before any enhancements
are begun.

Clients are often all too happy to
hand over the responsibility for a
project to a competent supplier.
Yet it is the client’s responsibility to
make sure that they get what they
pay for and that the project and the
offshoring initiative itself are techni-
cal and financial successes.

THE BUSINESS CASE

How can an organization be sure
that an offshoring initiative will yield
a cost reduction at all? The tool of

choice for comparing expected
results with the actual outcome is
a business case. A business case
supports decision making and
planning, including decisions
about whether to “make” or to
“buy” in the first place. Business
cases are generally designed to
answer questions like: What are
the likely financial and other busi-
ness consequences if we take this
or that action? 

A good cost model is one of the
essential building blocks of a
meaningful IT business case. It
is also useful for managing costs
and benefits during the course
of an offshoring initiative. A good
starting point for a business case
consequently is to define a com-
plete cost model for the business
case analysis.

The cost model is important
because the real number of cost
items of an offshoring initiative
and their specific costs are often
unknown to the project staff and
management. This is important,

as clients often assume that the
promised cost reductions are
calculated on the basis of total proj-
ect costs. However, this is not the
case: suppliers advertise their ser-
vices on the basis of their value
proposition, which might make up
only a fraction of the entire effort.
Let’s assume, for the sake of argu-
ment, the project cost structure
shown in Table 1.

If a supplier promises to cut the
software development costs by
50%, then clearly the total cost
reduction for the project will be a
far cry from 50%. This is simple
enough to understand, yet clients
get carried away by these adver-
tised cost reductions and, for some
reason, assume that the total
bill will be reduced by a similar
amount.

A cost model enables the project
team or higher management to
track down all the relevant cost
impacts that result from the project
while helping to prevent double
counting. A good model shows
every possible place to look for cost
impact, and it clarifies which items
and data to omit as well. Models
bring together cost or benefit items
that have common causes and thus
change together (e.g., expenses
that have the same cost drivers).
This gives management effective
“real-time” financial control during
implementation and operation of
a system.

CONTRACTUAL ISSUES

For an offshoring initiative to suc-
ceed, the system to be developed
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Item Percentage of Cost  

Hardware 3% 

Development of software 36% 

Installation/rollout 4% 

User training 7% 

Support 15% 

Maintenance 5% 

Infrastructure 30% 

Table 1 — Sample project cost structure.
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must be analyzed and specified as
precisely as possible before the
contractual negotiations begin.

The client’s domain experts — who
usually specify the system to be
developed — have to accept that
they cannot commission changes
or additional features at will. With
process-driven development and
an outside implementer, every
change and every additional fea-
ture will incur costs. Any change to
the original specification is treated
as out of scope. Usually these addi-
tional features are charged at a
higher rate than comparable fea-
tures that were included in the
original specification.

In order to avoid these additional
costs, a client has to make sure
that the domain experts follow a
process. This process comprises: 

Specifying features

Ensuring the quality of
deliverables

Specifying changes or addi-
tional features that will be
implemented in a future
release (“Future release”
does not necessarily mean
“the next release.”)  

While this sounds easy, it is actually
very difficult. As every change
comes with a price tag, domain
experts often worry that changes
will not be approved by manage-
ment even though they are essen-
tial to the system. Management has
to reassure domain experts that it
really will make and pay for these
changes somewhere down the
line, even if the domain experts for-
got or overlooked features in the

specification that formed the basis
of the contract. It is particularly
important to ease this fear during
the phase in which the domain
experts are learning how to specify
for an outside implementer.

For their part, domain experts must
be trained to specify features as
completely and in as detailed a
manner as possible. Not many peo-
ple can write good specifications.
With in-house software develop-
ment, this deficiency is offset by
software developers who have a
grasp of the domain and are able to
live with incomplete or even incor-
rect specifications. With an outside
contractor, the client gets what the
client specifies. Therefore domain
experts will have to learn to live
with results that are not perfect
until one of the next releases. In
terms of cost, it is an absolute disas-
ter when the scope of a specifica-
tion is changed significantly during
the implementation phase. 

Legal Know-how
A good contract is often the key to
a successful IT offshoring relation-
ship. Issues such as quality of ser-
vice, staffing, pricing and payment,
warranty and liability, escalation
mechanisms, termination, intellec-
tual property matters, and informa-
tion security need to be formalized.
It is important for the client to
resolve these issues internally
before negotiation starts so that a
more proactive stance can be taken
during the negotiation. Such a
proactive stance can enhance the
client’s bargaining position and
help the client obtain more favor-
able terms.

Individual projects that are not
embedded in an overall offshoring
strategy tend to accept the sup-
plier’s standard form contracts.
This is usually a mistake, as these
contracts are geared toward the
supplier’s interests. A client has
to assume that a supplier has far
more knowledge about the legal
aspects of an offshoring initiative,
and equaling this edge will not
come for free.

If the client is not on par with the
supplier, they will find that it costs
a lot of effort and money to con-
stantly renegotiate contracts
over the course of a project.
Consequently, a client needs
legal advice, at least for the first
offshoring project. The legal advisor
must have experience with off-
shoring contracts; it is a fair
assumption that a client does not
possess the required legal know-
how in house and will have to bring
it in from outside. Trying to save
money by relying on the goodwill of
the supplier, their standard con-
tract, or the assumption that they
like their clients so much that they
forgo their profit margin when the
client has difficulties fulfilling their
part is a mistake.

Negotiations
Contracts in most cases take a
considerable time to negotiate,
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and once implemented, they are
difficult to unscramble without
incurring a substantial amount of
extra cost.

If a well-drafted contract is in place,
its effective management should
not be too difficult, because the
necessary mechanisms should
have been built into the contract.
The client should assign the con-
tract management responsibility to
either the purchasing department
or to managers who understand the
services provided by the supplier.
They will have to deal with routine
measurement of the supplier’s
quality of service against contrac-
tual requirements, handle change
requests and payments, and
assume the overall responsibility of
ensuring that the services provided
by the supplier are of an acceptable
quality. In many cases, the quality
of IT systems is critical to a com-
pany’s success, and hence a direct
communication channel should
exist between top management
and the managers dealing with
post-contract management so that
problems detected in contract per-
formance are communicated to
senior management quickly and
efficiently.

Specifications
As I’ve said, the system to be
developed must be specified as
accurately as possible before nego-
tiations start. If this is not the case,
the supplier will charge more for
the additional flexibility incom-
pleteness mandates. Also, every
additional feature will be charged
at higher prices than the ones in the

original specification. This makes it
an absolute necessity for the client
to implement requirements engi-
neering well before the offshoring
initiative starts. 

In case requirements are not speci-
fied completely at the time the con-
tract is signed, the contract needs
to include provisions for the analy-
sis of these incomplete require-
ments. If this is not planned for,
the delivered system will have
properties that are determined by
assumptions made by the supplier.
It is a safe bet that these assump-
tions will be those that are cost-
effective for the supplier. 

Dispute Resolution and Termination
Offshoring often involves large
sums of money and complicated
issues over the contract period.
Disputes are therefore not uncom-
mon in the course of a project.
Instead of resorting to expensive
and time-consuming legal action
every time there is a dispute,
proper mechanisms should be built
into the contract for dispute resolu-
tion through an independent third
party (e.g., an arbitrator). In cases
where the escalation mechanisms

fail, the contract is terminated. One
common weakness in offshoring
contracts is that the consequences
of termination are not taken into
account. It is important to address
the following issues:

Buy-back arrangements for
hardware and third-party soft-
ware and a formula for price
determination

Transfer of intellectual property
(e.g., via code escrow)

Transfer of relevant third-party
contracts (e.g., maintenance
contracts)

Transfer of data and 
know-how

Guarantee by the vendor to
assist and cooperate in a
smooth handover of whatever
work products exist at the time
of termination

In addition, there should be explicit
agreement about the termination of
services in cases where service lev-
els are not met or the supplier goes
into liquidation. Trust and profes-
sional behavior cannot be relied
upon once a contract is cancelled,
because the relationship between
client and supplier is cooling very
quickly.

Communication
For the offshoring initiatives of non-
US/UK companies, there is usually
a need for professional translation
of all kinds of project documenta-
tion, such as contracts and specifi-
cations. This takes considerable
time and money, because a work-
ing knowledge of languages other
than English is practically nonexis-
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tent among offshoring suppliers.
This is not a problem as long as the
business case and the project plan
include cost and time provisions for
these factors. Usually they do not.

If the entire system is developed
offshore and the targeted market is
the national market of the client,
then the GUI, system documenta-
tion, help systems, tutorials, and
operation manuals need to be
translated back into whatever the
client’s language is. Some clients
and suppliers use student transla-
tors with no domain knowledge
whatsoever for this task. The results
are usually a disaster and require
extensive post-editing. 

As vexing as a clumsily translated
operations manual can be, there is
the potential for a greater problem
here. Language skills acquired in
school a long time ago are no basis
for contractually relevant docu-
ments that might result in damages
worth hundreds of thousands of
dollars. For example, what happens
if the supplier implements some
requirement according to an incor-
rect translation? Who pays for the
additional effort (or contract
penalty) in this case? 

This scenario demonstrates the
importance of quality-assuring
every translation. Offshoring
requires investments in the lan-
guage skills of the staff involved in

a project. Engineers are usually not
trained for this kind of work, so if
offshoring is a long-term option:

Authors have to be trained to
describe requirements using a
standard vocabulary, which
must be defined in a company
or project dictionary. Ideally a
semi-automatic translation
becomes possible.

The client should work closely
with a translator who has
knowledge of the client’s
business.

For US and UK companies, there is
no need for translations, provided
their offshoring suppliers are
located in India or are otherwise
fluent in English. If such compa-
nies decide to offshore to Eastern
European countries, however, they
might face a translation problem.
The knowledge of English is not as
good there as in the countries US
and UK companies have thus far
preferred for offshoring. 

SUMMARY

In this article I have explored some
of the less-well-known offshoring
issues. Successful offshoring takes
time and results in less-than-
expected cost reductions because
clients need to prepare offshoring
initiatives by building up knowl-
edge in various areas unrelated
to software development and

establishing structures and
processes that — depending on
the client — might well be projects
in their own right. Clients therefore
need to realize that offshoring is a
long-term option. 

The most important difference
between offshoring and inhouse
software development is the con-
tractual relationship offshoring
brings about. The relationship
between client and supplier
requires the client to both manage
the relationship and deal with con-
tractual affairs that are of no con-
cern with actual employees. Both
of these aspects involve effort and
costs that are often overlooked
when an offshoring initiative is
started.
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