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ABSTRACT: This exploratory study examines outsourcing and offshoring of software de-
velopment by analysing Indian companies in Finland. Based on qualitative data our results
support the view that offshore outsourcing decisions are usually cost-driven. Another impor-
tant motive has been the availability of software skills. To speed up the product development,
some firms have outsourced maintenance and sustenance of existing products, which, in turn,
has enabled the company to focus its in-house R&D resources on the development of next
generation products and technology. In the future, offshoring software development will
probably increase not only through outsourcing, but also through in-house operations. In addi-
tion to India, other potential locations include Russia and Eastern Europe.
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THVISTELMA: Tassa tutkimuksessa tarkastellaan ohjelmistokehityksen kansainvélistymista
ja ulkoistamista analysoimalla Suomessa toimivia intialaisia yrityksid. Haastatteluihin pohjau-
tuvan aineiston mukaan ulkomaille ulkoistamiset ovat p&asaantoisesti olleet kustannusvetoi-
sia. Toinen tarke&d motiivi on ollut ohjelmisto-osaamisen hankkiminen. Tavoitteena on ollut
nopeuttaa tuotekehitysprosessia. Ulkoistamalla nykyisten tuotteiden yllapidon yritykset ovat
pystyneet keskittdmaén konsernin siséisen t&Kk-toiminnan uusien tuotteiden ja teknologioiden
kehittdmiseen. On todenndkdistd, ettd ohjelmistokehitys tulee kansainvalistymaan myds jat-
kossa sekd ulkoistusten ettd konsernin sisdisten muutosten kautta. Intian liséksi mahdollisia
kohdemaita ovat esimerkiksi Venéja ja Itdinen Eurooppa.
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1 Introduction

Asia has attracted a significant amount of foreign direct investment (FDI). Although the ma-
jority of FDIs have focused on manufacturing operations, current offshore activities are not
limited to production activities alone. During the past few years, companies have also off-
shored business services ranging from routine call centre activities to higher-value software
development. The digitalisation and developed information and communication technology
(ICT) has enabled relocation in sectors that traditionally were described as “nontradable” (see
Brainard & Litan 2003).

India has risen to be a major location of offshore software development. A number of North
American and European companies have relocated part of their software development to In-
dia. While some companies have established their own units in India, others have outsourced

software development work to firms with offshore capacity in India.

Although outsourcing and offshoring are often used interchangeably, these terms represent
two different dimensions. By outsourcing we mean that other firms take over operations that
were previously conducted within the firm. It is important to note that relocation is not a re-
quirement for outsourcing. Offshoring, in turn, is understood to mean relocating activities
from one country to another but not necessarily from one firm to another. Possible combina-

tions are summarised in the following figure (1.1).

Figure 1.1. Combinations of outsourcing and offshoring
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In this exploratory study, we examine Indian software firms operating in Finland®. We focus
on the operations, establishment motives and experiences of these companies. Furthermore,
the division of tasks between India and Finland is also considered. Our qualitative data is

based on interviews with Indian companies and their Finnish customers.

The paper proceeds as follows. In the next section, we briefly describe the current develop-
ment of the Indian information technology (IT) sector by focusing on its globalisation. In sec-
tion 3 we present the results of our qualitative analysis of Indian firms in Finland. Section 4

contains a brief summary and discussion.

! From the viewpoint of Finland and Finnish companies, these activities represent quadrants Il (on-site
work) and IV (offshore work) in Figure 1.1.



2 The software industry in India

2.1 The development of the Indian IT industry

The IT industry plays a significant role in the Indian economy (Figure 2.1). During the past
few years, the IT sector has been one of the fastest growing industries in India. While in 1997

the IT industry accounted for 1.2% of GDP, in 2003 the corresponding share exceeded 3%.

The Indian IT sector proved to be the country’s fastest growing segment even in the troubled
times in 2001-2003. India has continued to be a compelling investment destination, as leading
multinational companies either use Indian subcontractors or establish their own units in India.
Outsourcing of IT requirements by leading global companies to Indian vendors picked up
pace during 2002-03, in line with worldwide trends. The Indian software industry is, however,
heavily fragmented with the top 10 players accounting for less than 20 percent of the total in-

dustry.

The IT industry plays a significant role in the Indian economy (Figure 2.1). During the past
few years, the IT sector has been one of the fastest growing industries in India. While in 1997

the IT industry accounted for 1.2% of GDP, in 2003 the corresponding share exceeded 3%.
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The Indian IT sector is heavily export-driven accounting for around 60 percent of the total
revenue of the IT industry (Figure 2.2). The major trade partner of the Indian software and

services industry has been North America but Europe and Asia Pacific have also been impor-



tant regions for the industry. The UK, Germany and France together account for over 75% of
Indian exports to Europe. Within the Asia Pacific region, Japan continued to be the largest
market for Indian software and services companies followed by China, Hong Kong, Taiwan
and South Korea.

In terms of industries, the Indian software export companies have focused on the financial

services sector. Approximately 40% of the total revenue comes from this sector.

Figure 2.2. Composition of IT Market in India
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Currently India has a high penetration in two IT services markets, namely custom application
development and application outsourcing. In 2001-02, the revenues of the Indian software in-
dustry from custom applications development and application outsourcing were around US$
4.4 billion (roughly 60% of total IT exports). The share of R&D services, such as product de-
velopment and embedded software, is still rather low indicating that MNCs have not out-

sourced a significant amount of R&D to Indian firms (Figure 2.3).



Figure 2.3. Indian Software, R&D Services and Other Services Exports (2001-02)
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2.2 Foreign firms in India

In spite of the growing interest in India as a host country for FDIs, the absolute level of in-
ward FDI to India is rather modest. In 2002 FDI inflows to India were US$ 5.5 billion repre-

senting only 3.5% of the total FDI inflows to developing countries.

Figure 2.4. Inward FDI to India, million US$
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According to recent survey data (Bhaumik, Beena & Bhandari & Gokarn 2003), most of the
foreign firms in India are from the U.S, Germany and the UK. The U.S and Western Europe
together account for approximately 80% of the firms in the sample. However, the focus of
North American and European companies’ investment varies. A significant amount of Euro-
pean investment has focused on intermediate goods and machinery and equipment sectors
while North American firms, in turn, have invested in the IT and financial services sectors.

Even though the survey indicate that foreign firms in India have small R&D budgets, the an-
ecdotal evidence shows that a number of large multinational companies, such as IBM, Texas

Instruments, Sony, Intel, Oracle, Huyndai and Nokia, have established R&D units in India.



3 Indian software firms in Finland

Currently, there are roughly half a dozen Indian IT companies in Finland. Starting in the late
1990s, Indian software companies have been interested in investing in Finland. Typically,
however, they do not have a legal entity in the country. Even though currently only a few In-
dian companies operate in Finland, an increasing number of Indian firms have considered

Finland as a potential location.

3.1 Motives for investing in Finland

Our interviews suggest that there have been two major factors affecting the initial decision of
Indian companies to establish units in Finland. First, the Finnish market with a number of
companies operating internationally has been seen as a potential customer base. While some
of the Indian vendors are mostly interested in large manufacturing, banking and insurance
companies, some others focus more on medium-sized companies. However, practically all the

companies have seen Nokia as the most important and attractive customer in Finland.

‘Why we came here [Finland] initially was because of Nokia.” (Indian vendor)

The second establishment motive has been the reputation of Finland as a country with lead-

ing-edge technology. As one of the interviewees said:

’ The Finnish market is important from the technology perspective.” (Indian ven-
dor)

Hence, Finland is not only seen as a promising market, but also to as a potential location to
increase the knowledge level in at least two ways. First, the presence in the Finnish market
helps vendors to monitor new technological developments in selected fields. Second, learn-

ing-by-doing and learning through experience add the skill base of vendors.

3.2 The benefits and risks of offshore outsourcing

The previous literature suggests that a key motive for outsourcing is simply cost reduction
(see e.g. Girma & Gorg 2002). Companies try to cut costs by contracting out activities that

were previously performed in-house. One interviewee presented it as follows:

“The main thing really is to cut the costs as of now.” (Customer)



While the wage level of a software developer may be 5-10 times higher in Finland than in In-
dia, the difference is remarkably small when communication and management overheads are

included.

‘When you are outsourcing, you have a distance management overhead. You have
to manage that outsourcing. It’s not so that you outsource and then forget it, and
some day you’ll get fine delivery.” (Indian vendor)

The role of management and governance was emphasised in our interviews. In many cases,
outsourcing does not diminish the need for management, but in fact it may require more man-
agement and management skills to monitor and control off-site vendors. By taking additional
costs, such as management, communication, travel and cooperation costs, into account, our
interviews suggest the cost savings from outsourcing offshore become clearly smaller than the
labour cost difference, but they still are substantial. However, increases in software special-
ists’ wages in India (which over the past few years have been increasing at an annual rate of
somewhere between 15%-25%, according to one of the vendors) may change the current dif-

ference substantially. One interviewee highlighted this issue as follows:

‘If the cost level [in India] will really increase by 10% a year, it might be a bigger
disadvantage than many people think. Software competencies exist in many places
in the world.” (Customer)

Thus, though the potential cost savings are substantial, it is not easy to calculate them accu-
rately because usually there is no such thing as a fixed-price contract. All outsourcing con-
tracts contain baselines and assumptions. If the actual work varies from the estimates, the cli-
ent will pay the difference. In most projects costs change by 10 to 15 percent during the de-

velopment cycle.

In addition to cost savings, there are other motives for outsourcing. In some cases, outsourc-
ing decisions are driven by the lack of in-house resources. In principle the company could un-
dertake some activities in-house, but the lack of qualitative or quantitative resources push
companies to utilise external capabilities. Hence, in that context the nature of the relationship
between vendor and customer can be described more as partnering than as pure outsourcing.
By using the talent pool of vendor firms, companies are potentially able not only to augment
their internal capabilities, but also speed up their technology or product development proc-

esses. The following quotations illustrate this view.



“The main driver for collaboration with the Indian companies is the availability of
software skills, and also in terms of processes maturity levels. Our own software
processes level is not so high. Costs certainly are another factor.” (Customer)

‘We have heavily invested in R&D and we came up with certain building blocks of
software... The same software development block, which we sell to one company,
we can also sell to another company and build on top of it. Rather than start from
scratch every day reinventing the wheel, we have these building blocks. So we of-
fer to our customers something which is going to reduce time to market much
more.” (Indian vendor)

From the viewpoint of the customer, another route to accelerate product development is to
outsource the sustaining and maintaining of existing products. Then, the firm is able to con-
centrate its in-house R&D on the development of new technology and the next generation
product development. In these cases, outsourcing also serves as a means to reallocate in-house

resources.

Even though outsourcing offers a potential route to speed up development, targets are not al-

ways achieved as the following quote shows:

‘Time to market was a consideration, but with initial tests we are actually losing
time, maybe we have not been able to define the interfaces well.” (Customer)

In addition to benefits, collaboration in development operations also includes risks and disad-
vantages. A major risk concerns potential information leakage and data security, which dis-
tinguishes R&D outsourcing from production outsourcing (see. e.g. Lai & Riezman 2004).
Hence, even though R&D could be cheaper from external sources, R&D outsourcing is only

undertaken if it does not threaten the competitive advantage of the firm.

Another risk in outsourcing concerns the turnover of key personnel. Rapid growth
among outsourcing vendors has created a dynamic labour market, especially in areas such as
Bangalore, Gurgaon, Hyderabad and Pune. Key personnel are usually in demand for new,
high profile projects, or even at risk of being recruited by other offshore vendors. While off-
shore vendors will often quote overall turnover statistics that appear relatively low, the more
important statistic to manage is the turnover of key personnel on an account. Common turn-
over levels are in the 15 to 20 percent range, and creating contractual terms around those lev-
els is a reasonable request. Indeed, the impact of high turnover has an indirect cost on the IT
organisation, which must increase the time spent on knowledge transfer and training new in-

dividuals.
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3.3 Division of work between India and Finland

Our interviews suggest that typically in software outsourcing projects with Indian companies
part of the work is done in Finland (on-site) and part in India (offshore). The following quote

describes the role of on-site activities:

‘First, the most of the people we have in Finland are here because of a lack of
skills within this country. And second, we have a coordination team here manag-
ing the Indian team. ...so that the customer can see us as one organisation. So we
have one team here, which interacts, with our teams in various places in the world.
This is our global delivery model’. (Indian vendor)

Still the division of work between India and Finland varies by projects, and the following fig-

ure presents stylised features of the division (figure 3.1).

Figure 3.1. Division of work between Finland and India in outsourcing software devel-
opment
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In a typical case, the original ideas and conceptualisation of software is done in Finland by the
customer. In most of the cases, the customer also defines the software architecture. The ven-
dor participates in the designing phase but the coding is mainly done in India. The following

quotes describe the volume and the nature of the on-site and offshore work of vendors.

“The aim is to have a minimum number of people in Finland.” (Indian vendor)
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‘Today, we have about 75-80 people in Finland, and a very large team in India
where maybe close to 400 people are working for Finland.” (Indian vendor)

‘Exact specifications are given, only the coding is done [by Indian vendor] and
then we check the quality, if it is according to the specs it is accepted.” (Customer)

According to our interviews one of the key elements of outsourcing projects concerns the in-
terfaces between outsourced and in-house elements. Without clearly defined specifications the

delivery needs reworking and the cost savings are not achieved.
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4 Future perspectives and concluding remarks

In this exploratory study we have examined Indian software companies operating in Finland.
While in 2004 only half a dozen Indian software firms are operating in Finland, other Indian

companies are considering Finland as a potential location.

Typically, Indian software firms use a combination of on-site and offshore work with their
customers. According to our interviews, in 2004 Indian software companies employed ap-
proximately 200 employees in Finland. However, the total number of employees working in
projects with Finnish companies exceeds this figure substantially. In India, roughly 1,000 em-

ployees of these vendors work on ‘Finnish’ projects.

The initial motives of these companies to come to Finland include seeking customers and
augmenting knowledge. Practically all the companies interviewed have seen Nokia as the

most important and attractive customer in Finland.

From the viewpoint of the customers, our results support the view that the most important mo-
tive for offshore outsourcing is lower costs. However, the additional costs, such as manage-
ment and communication costs, make the cost difference clearly smaller than the wage differ-
ence between Finland and India. But not all outsourcing decisions are based on costs. Compa-
nies have speeded up their product developing process by using external R&D sources. While
in some cases, the lack of in-house resources has pushed companies to use vendors, another
reason is the use of external resources in maintaining and sustaining of existing products
which, in turn, enables the firm to focus its in-house resources on the development of next
generation products. Even though offshore outsourcing of R&D offers substantial potential
benefits, it also includes risks and disadvantages. The crucial risk concerns information leak-
age and data security. Even if some of the R&D could be undertaken with lower costs exter-

nally, the threat of information leaks renders this option unattractive.

It seems that in the future, Indian vendors are moving up in the value chain to designing and
architecture functions. This will probably mean that on-site work will increase. But offshore
work will also increase through both increasing offshore outsourcing and in-house operations.
However, Indian companies are not the only ones in offshore outsourcing market. For in-
stance, Russian offshore companies are also interested in the Finnish market and they are po-

tential competitors for Indian outsourcing companies in the future. However, it is not easy to
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estimate accurately how substantial this development will be and more importantly what im-

pacts the development will have on Finland. One interviewee described the future as follows:

‘I think that we will increase our in-house R&D in India. It is not necessarily away
from Finland but it is away from somewhere. Or the growth will be in India in-
stead of the U.S. which is at least twice as costly as Finland’. (Customer)
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