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“IT backsourcing… best for the long term growth and success of our company, as well as our 

shareholders. Our new capabilities will give us competitive advantages, accelerate innovation, and 

enable us to become more streamlined and efficient.” 

 

Austin Adams, CIO, JP Morgan Chase, The Register, September 2004 
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ABSTRACT 

 

This research paper explores a relatively unknown field, the notion of backsourcing in the context of 

innovation. It explores the relationship between the services supplied by IT vendors and the demand 

of firms in the financial services sector for innovation-driven business solutions to lead them out of 

recession and provides reasons for what motivates the backsourcing decision and suggests best 

practices for backsourcing. The likely future effects of a shift to more backsourcing are also examined. 

A range of managerial economics, strategic, management and innovation theories are applied to the 

backsourcing phenomena in the context of innovation, including Total Innovation Management (TIM), 

Porter’s generic value chain and Hanson and Birkinshaw’s innovation value chain. 

 

This paper is of particular interest to those responsible for innovation, IT sourcing decisions and 

vendors of IT services. 

 

 

 

 



  

Swiss Management Center University Page 4 

 

JEL CLASSIFICATIONS 

 

 

D23 MICROECONOMICS 

Production and organizations – organizational behavior 

F16 INTERNATIONAL ECONOMICS 

Trade – trade and labor market interactions 

J22 LABOUR AND DEMOGRAPHIC ECONOMICS 

Demand and supply of labor – time allocation and labor supply 

J24 LABOUR AND DEMOGRAPHIC ECONOMICS 

Demand and supply of labor – human capital; skills 

L14 INDUSTRIAL ORGANIZATION 

Market structure, firm strategy, and market performance – transactional relationships; 
contracts and reputation; networks 

M14 BUSINESS ADMINISTRATION AND BUSINESS ECONOMICS 

Business administration – corporate culture 

M15 BUSINESS ADMINISTRATION AND BUSINESS ECONOMICS 

Business administration – IT management 

M54 BUSINESS ADMINISTRATION AND BUSINESS ECONOMICS 

Personnel economics – labor management 

O31 ECONOMIC DEVELOPMENT, TECHNOLOGICAL CHANGE, AND GROWTH 

Technological change; research and development – innovation and invention: processes 
and incentives 

O32 ECONOMIC DEVELOPMENT, TECHNOLOGICAL CHANGE, AND GROWTH 

Technological change; research and development – management of technological 
innovation and R&D 
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INTRODUCTION 

 

The process of bringing IT operations back in-house after they have been outsourced as the 

outsourcing contract expires or is terminated is termed ‘Backsourcing’ or ‘Insourcing’. Although this 

may be a temporary trend in some organizations, there is limited understanding of the future effects of 

such a move and the extent to which a backsourcing strategy will positively or negatively influence a 

firm’s innovative capability. 

There is evidence to suggest that some firms implementing a backsourcing strategy are doing so due 

to disappointment at the level of innovation delivered through their existing relationships with IT 

services vendors. There are many reasons for dissatisfaction in the outsourcing engagement, ranging 

from poorly structured contracts, to relationship and delivery problems, behavioral aspects of the client 

and the service provider to a lack of innovation.  

According to IT analyst Forrester (2008)
1
, many IT outsourcing decision-makers are finding 

themselves under even more pressure to deliver short-term cost savings, whilst simultaneously 

improving support for the business. In 2005, research conducted by DiamondCluster
2
 international 

revealed that in the twelve months previous to the study, about 50 percent of the organizations under 

investigation “had abnormally terminated an outsourcing relationship”. In other words, IT contracts 

primarily concluded were terminated before their regular expiration. The fact that this considerable 

number of IT projects failed, certainly confirms the relevance of backsourcing as a future IT topic. 

 

Technology led innovation and changing customer needs are leading banks and insurers to rethink the 

way that they do business in the future and with this, innovation, is taking center stage as to enable 

the necessary change. 

 

                                                 
1
 Moore, S., Ferrusi, C., & Karcher, P. (2008, October 15). Offshore Outsourcing: Things to consider when firing your provider. 

Forrester. 

 
2 DiamondCluster International, Inc. (2006, Spring). DiamondCluster 2005 Global IT Outsourcing Study. 
<http://www.diamondconsultants.com/PublicSite/ideas/perspectives/downloads/Diamond2005OutsourcingStudy.pdf> (Accessed 
on 3 January 2010). 
 



  

Swiss Management Center University Page 8 

 

This paper explores the nature of backsourcing, the motivators to do so and whether or not 

backsourcing is likely to improve the firm’s innovative capability.  
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PART I: Backsourcing – what it is and motivators for the decision 

 

“I have come to the conclusion that my subjective account of my motivation is largely mythical on 
almost all occasions. I don't know why I do things.” 

 

J.B.S. Haldane (1892 - 1964) 

 

What is backsourcing? 

 

‘Backsourcing’, which is often also referred to as ‘insourcing’, is the process of bringing previously 

outsourced IT functions back in-house, after they have been outsourced, as the outsourcing contracts 

expire or are terminated before the expiry date. Backsourcing results from a variety of circumstances, 

including a project or service contract not living up to expectations and the customer pulling the 

supposedly mishandled IT responsibility back in-house. Since backsourcing typically represents a 

decision to end an existing outsourcing relationship and to bring outsourced IT back in-house, such a 

shift can be understood as a result of dissatisfaction in the outsourcing engagement.  

 

Figure I: IT-Sourcing-Map (adapted from von Jouanne-Diedrich)  

 



  

Swiss Management Center University Page 10 

 

The IT sourcing map adapted from Jouanne-Diedrich (2005)
3
, shows factors which influence the IT 

sourcing decision including the number of suppliers, sourcing location, strategic aspects and the 

chronological order; Backsourcing falling under the ‘Chronological Order’ category, after the IT has 

been outsourced. 

Hirschheim and Lacity (1998)
4
 have carried out considerable research in the field of outsourcing. “The 

result of our research in outsourcing showed, at least in our own minds, that outsourcing was not all it 

was cracked up to be,” according Hirschheim. “The press reported outsourcing arrangements during 

what we call the honeymoon period, the first year or even first month or two of an outsourcing deal 

when both vendor and client are happy and talking highly of one another. They never reported what 

happened to companies some time into their implementation.” 

However, as we will explore later, the reason for such dissatisfaction is not necessarily due to poor 

delivery on the part of the vendor, but can result from a variety of reasons over which the vendor has 

limited influence.   

 

When does backsourcing take place? 

 

Backsourcing is typical in two cases: firstly, when firms have (or can cost-effectively acquire) relevant 

knowledge of the IT enabled services for its own organization, sometimes this is done in conjunction 

with the IT supplier (inter-firm expertise) and secondly, when the required expertise already exists 

within the firm (within-firm shared expertise), for example, where a certain unique competency can be 

fully developed into a service center such as a bank creating its own service center of expertise in 

mobile technology.  

 

Economic theories that attempt to explain why business organizers choose one structure rather than 

another; governance by contractual agreement, for example, rather than governance within a firm; are 

called “theories of the firm”. Among the most well-accepted ideas in the “theory of the firm” literature is 

that productive activities will tend to be carried out within a single firm, governed by hierarchical 

                                                 
3 Von Jouanne-Diedrich, H., Zarnekow, R., & Brenner, W. (2005). Industrialisierung des IT-Sourcings.  

 
4 Hirschheim, R., & Lacity, M. (1998). Backsourcing: An Emerging Trend? Outsourcing. 
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decision-making, when the “transaction costs” associated with using markets or contracts is higher 

than the costs of using internal hierarchy. If this is correct, then the widespread shift among 

multinational companies toward outsourcing – in which production activities that had previously been 

carried out within a vertically integrated firm are arranged through one or more contracts across a 

“supply chain” of external organizations – suggests that either the cost of contracting has fallen 

substantially relative to internal governance in a variety of different settings, or the cost of internal 

governance has risen. 

 

Although economists have been studying the theory of the firm for nearly a century
5
, neither theorists 

nor empirical researchers have reached agreement about the primary factors that cause business 

organizers to buy some inputs in spot markets, while they form long-term contracts for other inputs, 

and generate still other inputs from within their firm. Theories of the firm traditionally suggests that 

firms determine their boundaries by choosing whether to “make” or “buy” individual components or 

inputs, for example, Coase (1937)
6
 and Williamson (1975)

7
. Most economists agree with Coase that 

the choice of whether to “make” or “buy” an input probably has something to do with the relative 

transactions costs associated with each approach. But they have not further agreed about what factors 

cause transactions costs to be higher in markets than in internal production (or vice versa). 

 

Firms often need to “make” in order to “know”, but can partially outsource if they don’t possess 

sufficient expertise or find it cost-effective to do so. This phenomenon is explored in economics in the 

resource-based view (RBV) which is a theory used to determine the strategic resources available to a 

firm. According to Wernerfelt (1984)
8
 and Rumelt (2002)

9
, the fundamental principle of the RBV is that 

the basis for a competitive advantage of a firm lies primarily in the application of the bundle of valuable 

                                                 
5 Knight, F.H. (1921). Risk, Uncertainty, and Profit. Hart, Schaffner, and Marx Prize Essays, no. 31. Boston and New York: 
Houghton Mifflin. 

 
6 Coase, R.H. (1937). The nature of the firm. Organizational Economics: Toward a New Paradigm for Understanding and 
Studying Organizations, Barney, J.B., Ouchi, W.G. (Eds). Jossey-Bass Inc: San Francisco CA.  

 
7 Williamson, O.E. (1975). Markets and Hierarchies: Analysis and Antitrust Implications. The Free Press: New York.  

 
8 Wernerfelt, B. (1984). The Resource-Based View of the Firm. Strategic Management Journal, 5(2), 171–180. 

 
9 Rumelt, D.P. (2002). Alternative theories of the firm. Elgar Reference Collection. International Library of Critical Writings in 
Economics, 154, 286–300, Massachusetts. 
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resources at the firm’s disposal. In practice, this translates into valuable resources that are neither 

perfectly imitable nor substitutable without great effort, according to Hoopes (2003)
10

 and Barney 

(1991)
11

. If these conditions hold, the firm’s bundle of resources can assist the firm sustaining above 

average returns. 

The resource-based view supports the idea that low strategic value activities such as IT services will 

be outsourced, and high strategic value activities will be insourced. This view is typically applicable in 

cases of a business driven cost saving logic, whereby the concept of economic rent (labor costs) and 

the view of the company as a collection of capabilities apply. The concept is explored extensively by 

John Kay (2003)
12

.  

Whilst the resource-based perspective highlights the need for a fit between the external market 

context and the internal goals of the firm, Michael Porter's five forces model (2008)
13

 focuses entirely 

on the company's external competitive environment. It does not attempt to look inside the company. 

So it can be seen that a number of models found in economics theory can be useful in providing 

explanations for a firm’s sourcing strategy. 

Backsourcing takes place, according to both internal and external influencing factors on the firm which 

influence its sourcing strategy. Hitt, Ireland and Hoskisson (2004)
14

 state: “The business strategy 

chosen should allow the firm to best exploit its core competencies relative to opportunities in the 

external environment." 

 

                                                 
10 Hoopes, D.G., Madsen, T.L., & Walker, G. (2003). Guest Editors’ Introduction to the Special Issue: Why is There a Resource-
Based View? Toward a Theory of Competitive Heterogeneity. Strategic Management Journal, 24, 889–902. 

 
11 Barney, J. (1991). Firm Resources and Sustained Competitive Advantage. Journal of Management, 17(1), 99-120. 

 
12 Kay, J. (2003). Strategy and the Delusion of Grand Designs. Financial Times.  
http://www1.ximb.ac.in/users/fac/dpdash/dpdash.nsf/pages/BP_Delusion (Accessed on 30 January 2010). 
 
13 Porter, M.E. (2008, Jan). The Five Competitive Forces that Shape Strategy. Harvard Business Review. Massachusetts: 
Harvard Business Publishing. 

 
14 Hitt, M.A., Ireland, R.D., & Hoskisson, R.E. (2004). Strategic Management: Competitiveness and Globalization, Concepts and 
Cases. South-Western Cengage Learning, Ohio: Mason. 
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Motivators for the backsourcing decision 

As firms outsource, the expectation is that the focus on innovation is strengthened, costs will decline 

and efficiencies will increase. The trend was clear and the market worldwide reflected this expectation, 

outsourcing being valued in 2008 at approximately $US 256 million. Interestingly enough, exactly the 

same arguments are quoted as motivators for backsourcing, so such a phenomenon is clearly worth 

exploring. 

However, according to Hirschheim (2000)
15

, as contracts end, many of the companies are pulling their 

IT functions back in-house. Since the number of organizations that backsource is on the rise, it is 

important to know the types of strategy organizations could employ to ensure successful 

implementation of backsourcing.  

According to Hirschheim (1995)
16

, “Many companies that have gone through large scale outsourcing 

exercises are finding that their flexibility is not as enhanced as they thought it would be with 

outsourcing, and that service levels they thought would improve have actually dropped. They’re 

beginning to find that outsourcing is not the panacea they hoped for when they initially outsourced.” 

Strassmann (2006)
17

 analyzed detailed financial information concerning firms that outsourced more 

than half of their computing resources, from 1996 to 2000. He found that each of them had delivered 

declining returns in shareholder equity. This raises the question of whether the outsourcing of IT is the 

cause of the decline or whether it is a symptom of outsourcing being used as a mechanism by 

business in trouble, as an attempt to reduce costs and get its IT under control.  Some authors cite 

several concerns over outsourcing, such as loss of IT control and a negative impact on employee 

morale. Lacity and Hirschheim (1995)
10

 have identified several reasons for cost increase. According to 

De Rose (1997)
18

, outsourcing has been found to be “difficult to control, costly, with a poor quality and 

service performance.” 

                                                 
15 Hirschheim, R., & Lacity, M.C. (2000). The Myths and Realities of Information Technology Insourcing. Communications of the 
ACM, 43(2), 99-107.  
 
16 Lacity, M.C., & Hirschheim, R. (1995). Beyond the Information Systems Outsourcing Bandwagon: the insourcing response. 
Chichester: John Wiley & Sons. 

 
17 Strassmann, P.A. (2006). Is Outsourcing Profitable? Lecture. George Mason University.  

 
18 De Rose, L.J. (1997). The downside to outsourcing. Electronic Buyer News, 14. 
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So what’s at stake? In the past, when Indian providers failed to perform, the impact of an outsourcing 

engagement was minimal for most companies. According to Forrester analysis, Moore (2008)
19

, 

failures today are more expensive and more commonplace for the following reasons: 

• Providers are working on more critical projects. Failures in these projects can be painful and 

embarrassing to stakeholders and potentially can have a significant financial impact on the 

business. 

• Failure or underperformance is now more prevalent. As resource constraints and skyrocketing 

growth handicap providers, the quality of resources deployed to projects and the quality of 

account and project management has suffered. 

• Costs have gone up. Hourly rates have increased; overhead costs have gone up; and the 

dollar has been falling against the rupee. 

 

Gartner’s Niccolai (2005)
20

 published a report in Computerworld, identified five reasons why offshore 

deals go bust: “unrealized cost savings, loss of productivity, poor commitments and communications, 

cultural differences, and lack of offshore readiness and expertise.” The two most important difficulties 

are the cultural differences leading to customer dissatisfaction and the language barrier. Although the 

cultural implications are not specifically explored in this paper, this is an important topic in its own right 

which is addressed in other work by the author. 

Typically a number of factors come together to contribute to a backsourcing decision as follows:  

1. Cost efficiency – outsourcing being considered relatively expensive from a governance 

perspective.  

2. Control – senior executives having the uneasy feeling that they could no longer control 

what was happening in IT. 

                                                                                                                                                         
 
19 Moore, S., Ferrusi, C., & Karcher, P. (2008, October 15). Offshore Outsourcing: Things to consider when firing your provider. 
Forrester. 
 
20 Niccolai, J. (2005, June 22). Gartner: Five reasons why offshore deals go bust. Computerworld.  
<http://www.computerworld.com/s/article/102677/Gartner_Five_reasons_why_offshore_deals_go_bust> (Accessed on 3  
January 2010). 
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3. Economies of scale – the economies of scale that outsourcers could get in buying new 

technology or software licenses are not necessarily better than those gained by the 

negotiation power of large non-IT firms. 

4. Outsourcing does not get rid of the problem – the portrayal of outsourcing in the media, 

that outsourcing is the solution to IT problems, is not necessarily the case in practise, as 

such an engagement can simply transfer the set of problems from the in-house provider to 

the external provider. By bringing IT back in-house, firms may feel better positioned to 

confront IT issues head-on. 

5. Changes in the strategic direction of the firm (business strategy) – these have impact on 

IT sourcing strategy (Hirschheim & Sabherwal, 2001)
21

. New business strategies to cope 

with the recent crisis, such as downsizing may trigger the decision to backsource IT 

functions. 

6. Changes in IT role – changes in the positioning and importance of IT within the 

organization from a “commodity” to a “strategic tool” may motivate organizations to bring 

IT functions back in-house, where it may be easier to position it closer to the business. 

Such a transaction brings about a shift in perception on the part of management of 

“outsource commodities and insource strategic component” (Dibbern, 2004)
22

. Once the 

importance of IT is recognized then it is not be surprising to see organizations adjust their 

sourcing strategy. 

The factors that contribute to a decision to backsource may also vary according to the decision making 

level, be it Strategic, Tactical or Operational level. If a firm has a strategic focus on growth, it can apply 

a tactical strategy focusing on innovation, in order to differentiate its products from the competition and 

achieve competitive advantage when entering new markets. This is typically seen in the major banks’ 

efforts to take advantage of the trend in mobile telephones to provide real-time banking services, all 

accessible via a mobile telephone. Such innovation has been particularly well adopted in Asian 

                                                 
21 Hirschheim, R.A., & Sabherwal, R. (2001). Detours in the Path toward Strategic Information Systems Alignment. California 
Management Review, 44(1), 87-108. 

 
22 Dibbern, J., Goles, T., Hirschheim, R.A., & Jayatilaka, B. (2004). Information Systems Outsourcing: A Survey and Analysis of 
the Literature. Database, 35(4), 6-102. 
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markets where there is a strong cultural adoption for mobile telephony as medium for a range of 

functionality in addition to traditional telephony. 

As an example, let’s take Rabobank, one of the major Dutch based banks. Strategically, Rabobank 

endorsed its innovation focused strategy through its establishment of the Herman Wijffels fund, when 

the former Chairman of the Executive Board retired in 1999. The fund has the mission of supporting 

initiatives that promote co-operative and socially responsible entrepreneurship spearheaded by the 

Herman Wijffels Innovation Award, an incentive designed to enable sustainable innovations. In the ten 

years since its institution, the award has grown into one of the most prestigious innovation awards in 

The Netherlands. Tactically, time-to-market is a key driver, to ensure the firm is perceived by its 

customers as being innovative and the first one ‘out there’ with new products. Operationally, 

Rabobank outsources certain standard IT services on a selective basis, as opposed to an integral 

outsourcing of the entire IT operation, such as has been the case with ABN AMRO and ING in the 

past. 

In the matrix below, Wong (2008)
23

 provides a grouping of the reasons for backsourcing under three 

broad categories: (1) outsourcing expectation gaps, (2) internal organizational changes and (2) 

external environmental changes. These, in turn, are broken down into more specific categories, many 

of which have been just discussed. This is a useful grouping, particularly as it reflects the reality of the 

fact that outsourcing engagements tend to be long-term in nature, for example 5 – 9 years. In this way, 

it is realistic to expect that such contracts will be subject to change over time. Of course, what is 

important to the business is to ensure that whatever the model used to provide the necessary IT 

services, an effective mechanism to identify, implement and monitor change, is incorporated into the 

engagement. 

                                                 

23 Wong, S.F. (2008). Understanding IT Backsourcing Decision. Communications of the IBIMA, 2. Petaling Jaya: Malaysia. 
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Figure II: Grouping the reasons for backsourcing (Wong) 

In the chart below, the author suggests both Intrinsic and Extrinsic reasons for backsourcing of firms in 

the financial services market sector, clearly there is an element of intrinsic disappointment, which is 

likely in a situation where expectations are not met for one reason or another. 


