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P R E F A C E
Nowadays organisations are increasingly embracing outsourcing, leveraging cost savings

opportunities to improve competitiveness, as well as utilising highly specialised services to recognise
the benefits of increased business flexibility. Combined, this allows managers to concentrate on new
opportunities and future products and positions them to better capitalise on their firm’s innate
strategic strengths or core competencies.

Outsourcing is one of the most prevalent trends in today’s business environment. Nearly every
company outsources some part of its business, though it may not realise it. Today’s fast-changing
environment with emphasis on knowledge, flexibility and performance is causing organisations to
rethink their paradigms. Organisations are questioning whether their traditional paradigm of “owning”
the factors of production is the best way to achieve competitive advantage. The outsourcing
concept of moving activities out of the organisation to where the experts exist, as opposed to
owning all of the resources is being accepted by more and more organisations.

The idea of outsourcing started way back when manufacturers started shifting the manufacture
of goods to countries with cheaper labour during the Industrial Revolution. During 1970s, many
industries radically changed their manufacturing structure to respond strategically to the globalisation
of markets and consequent increase in competition. For many firms, the key to successful
restructuring has been to focus on core competencies or strategically important activities.
Manufacturing outsourcing has become a strategically important activity for many manufacturing
firms.

Outsourcing to services is a relatively new phenomenon. Services outsourcing to India started
in the 1980s and rapidly accelerated in the 1990s. In today’s world when information technology
has become critical to business, the meaning of outsourcing has undergone a drastic change over
the years. Companies have started focussing on their core competencies and outsourcing many
non-core functions for which they had no competence internally.

In addition to manufacturing outsourcing the other functions that are being outsourced by
companies include: accounting function, computer servers, customer service function, engineering
function, human resource function, maintenance function, materials management function, sales
and marketing function and administration function.

Outsourcing, also referred to as Business Process Outsourcing (BPO) or Business Process
Management (BPM) which include various sub-activities of many main stream industries such as
manufacturing, trading, marketing, banking, insurance and financial services has been treated as an
industry. BPO has become one of the most rapidly growing industry in the world today.

The Indian BPO industry  is constantly growing and a lot of Fortune 500 companies are
outsourcing services to India and India has emerged as one of the leading outsourcing destination
in the 21st century. The role of BPO in India’s economic growth has been tremendous, India was



among the first to realise the potential of outsourcing and offshoring by providing IT-BPO services
to the global markets.

Even though Business Process Outsourcing has benefitted many of the low-wage countries
which provide the services to the developed countries, workers in developed countries whose lives
have been disrupted because their jobs have been outsourced to lower-wage workers overseas have
decried “offshoring” as a threat to their way of life. As a result, governments of many developed
countries are facing political pressure against their policies of encouraging offshoring for economic
gains.

However, we need to understand that outsourcing is neither the root of all evil, nor the cure-
all for business ills. It is simply paying someone else to deliver a service for you. Yet implementing
an outsourcing project successfully is complicated. There are logical, proven ways to conduct an
outsourcing transaction, but unfortunately many people jump in before researching those proven
ways. Therefore, people involved in making and implementing outsourcing decisions need to have
knowledge of the intricacies of the outsourcing process and also some amount of training before
embanking on outsourcing projects.

In this context, I thought it will be useful to author a book which exhaustively deals with the
various aspects of outsourcing so that those who begin their career in the BPO industry may
improve their knowledge by reading this book.

This book comprises of 23 chapters, starting with basics of outsourcing and ending with the
“future of outsourcing”. The book comprises basic concepts, illustrations, examples – all in the field
of outsourcing.
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I N T R O D U C T I O N

People all across the world are today feeling the impact of outsourcing. Consumers in the
United States increasingly deal with suppliers of the firms who sell them products and services
rather than with the firms themselves, for instance when they call service centres. Managers in
Germany are faced with tough decisions about whether to restructure their firms by outsourcing
more manufacturing and service activities, often to low-wage countries. Cost-of-living and real-
estate prices have shot up steeply in Bangalore, as a consequence of the business process outsourcing
(BPO) boom in India. Bangalore has been nicknamed as the “Silicon City” of India, because of its
capacity to provide information technology (IT) and IT enabled services (ITES) to clients all
over the world, especially in North America and Europe.

BUSINESS PROCESS OUTSOURCING (BPO) - DEFINED

Business process outsourcing (BPO) is defined simply as the movement of business processes
from inside the organisation to an external service provider. With the global telecommunications
infrastructure (and Internet) now well established and consistently reliable, BPO initiatives often
include shifting work to international providers. Five BPO international hot spots have emerged,
although firms from many other countries specialise in various business processes and exporting
services. These countries are :

1. India – Engineering and technical
2. China – Manufacturing and technical
3. Mexico – Manufacturing
4. United States – Analysis and creative
5. Philippines – Administrative

Each of these countries has complex economies that span the range of business activities, but
from a BPO perspective, they have comparative advantages in the specific functions mentioned.

1

BUSINESS PROCESS OUTSOURCING
– AN OVERVIEW

CHAPTER ONE
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Business process outsourcing (BPO) – the management of one or more specific business
processes or functions (e.g., procurement, accounting, human resources, asset or property
management) by a third party, together with the information technology (IT) that supports the process
or function – is being heralded in the market place as the next generation of outsourcing.

As IT outsourcing services become more “commoditised” customers and vendors alike are
looking to BPO as a means to revitalise their organisations, reduce costs, or both. For the customer,
the outsourcing of business processes would allow the customer to focus on its core competencies,
while having a qualified third party focus on and add value to non-core processes. For the typical
vendor BPO, a natural extension of IT outsourcing, offers a possible means to expand its primary
service offering, with the opportunity to introduce innovative service and pricing structures (and
realise higher pricing margins) in a relatively untapped market.

What is a Business Process?

A business process is defined as “a set of logically related tasks performed to achieve a
defined business outcome”. In the view of Davenport and Short, business processes have two
important characteristics :

(i) Business processes have customers, that is processes have defined outcomes and customers
receive the outcomes.

(ii) Business processes cross organisational boundaries, that is, they normally occur across or
between organisational sub units.
Hammer and Champy define business process as “a collection of activities that takes one or

more kinds of input and creates an output that is of value to the customer”.
Examples of business processes include : (a) Developing a new product, (b) Ordering goods

from a supplier, (c) Creating a marketing plan and (d) Processing and settling an insurance claim.

What is Outsourcing?
“Outsourcing” has been defined in several ways :

(i) Outsourcing refers to those activities that are undertaken by outside suppliers.
(ii) Outsourcing refers to the transfer of activities and possibly assets from a firm to an outside

supplier.
(iii) Outsourcing refers to those activities that are undertaken by outside suppliers but could also be

undertaken by the firm.
(iv) IT outsourcing is “the significant contribution by external vendors in the physical and/or human

resources associated with the entire or specific components of the IT infrastructure in the user
organisation”.

(v) “The reliance on external sources for the manufacturing of components and other value-adding
activities”.

(vi) “Purchasing outgoing services from an outside company that a company currently provides, or
most organisations normally provide, for themselves”.

(vii) “The transfer of an internal service function to an outside vendor”.
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(viii) The Wikipedia defines outsourcing as : “the delegation of non-core operations or jobs from
internal production to an external entity (such as a subcontractor) that specialises in that
operation”. Outsourcing is a business decision that can be made for quality or financial reasons.
A subset of the term (offshoring) also implies transferring jobs to another country, either by
hiring local subcontractors or building a facility in an area where labour is cheap.

(ix) “A range of actions within a clearly identifiable time-frame that lead to the transfer to outside
suppliers of activities, possibly involving the transfer of assets including people as well, that
were previously performed in-house or procured from other units within a corporate system”.
Outsourcing is the act of transferring some of a company’s recurring internal activities and

decision rights to outside providers, as set forth in a contract. Because the activities are recurring
and a contract is used, outsourcing goes beyond the use of consultants. As a matter of practice, not
only are the activities transferred, but the factors of production and decision rights often are, too.
Factors of production are the resources that make the activities occur and include people, facilities,
equipment, technology and other assets.

Decision rights are the responsibilities for making decisions over certain element of the activities
transferred.

A typical IT outsourcing deal focuses mainly on the IT component of business operations,
such as a data centre and desktop operations. The outsourcing of a customer’s data centre, for
example, provides back-office support to a number of business functions thereby providing a service
that is shared by several, often unrelated, business functions “Rather than providing IT support to
multiple functions, BPO refers to the outsourcing of one or more specific business processes or
functions to a third party vendor, together with the IT that supports it. BPO focus is on how an
overall process or function is run – from manager to end user - rather than on the technology that
supports such process or function. IT is only a component of the overall business process.
Consequently BPO may be defined as “the delegation of one or more IT-extensive business processes
to an external provider who, in turn, administrates and manages the selected processes based
upon defined and measurable performance matrix”.

AREAS TARGETED FOR BPO

General Categories

Business processes that have come under close examination as potential candidates for
outsourcing typically fall under one of the following six categories :

1. Administration (audit, tax)
2. Asset and property management
3. Finance (accounting, billing, accounts payable, accounts receivables)
4. Human resources (benefits administration, pay roll)
5. Miscellaneous (energy services, customer service, mail room, food processing)
6. Procurement/Logistics.

As the BPO market evolves, customers and vendors will undoubtedly identify more business
processes that can-and will-be outsourced. The potential reach of BPO is evidenced by the scope of
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what is even now being considered for outsourcing. Business processes targeted for outsourcing are
expanding beyond the traditional corporate support functions into the supply chain. For example, an
increasing number of companies are considering outsourcing their customer service functions. The
voice behind the toll-free customer-service number may not be an employee of the manufacturer but
an employee of a third-party outsourcing vendor. The six general categories of areas of outsourcing
are briefly discussed in the following paragraphs :

1. Administration

Business processes that fall within the administration category are generally not considered as
core to a company’s operations. Therefore, more companies are examining processes such as tax
compliance and internal auditing to assess whether they should be outsourced. Tax compliance has
been the subject of outsourcing for longer than most other business processes.

There are some administrative functions that companies are just beginning to consider for
outsourcing. One example is internal auditing. But many companies have considered this function
as one that should remain internal since it often involves looking closely at many of the company’s
sensitive operations.

2. Asset and Property Management

An area that financial institutions, particularly investment companies, are considering for
outsourcing is asset management. An issue that arises with asset management outsourcing is the
extent, if any, permission from or notice to the outsourcing customer’s clients is necessary. Such an
approval or notice requirement may dissuade certain financial institutions and investment companies
from outsourcing for fear that clients may find it more cost effective to do business directly with the
outsourcing vendor.

While asset management outsourcing has begun of late to gain attention, property or real
estate management operations have been the subject of outsourcing for some time. The management
of property or real estate typically involves responsibility for such non core functions as physical
security, maintenance, customer service, cafeteria, parking, leasing, rent collection, and disaster
recovery. Since in may cases the owner of real estate purchases property for investment purposes
and the owner may not be residing near the location of his real estate property, he or she is often
eager to hand over management responsibility to a third party.

3. Finance

Most of the big accounting firms and their consulting counterparts, such as Price-water house
Coopers, Arthur Anderson, Ernst and Young, Deloitte and Touche, and KPMG, offer outsourcing
services that provide support for a company’s financial functions. These functions may include :
(i) General accounting, (ii) Pay roll, (iii) Treasury/cash management, (iv) Accounts payable,
(v) Accounts receivable, (vi) Credit, (vii) Fixed assets, (viii) Contract maintenance, (ix) Collections,
(x) Financial systems, (xi) Tax compliance and (xii) Budgeting.

Companies that do outsource all or part of their finance function often want to turn over
managerial and operational responsibility of a finance function in conjunction with the reengineering
of their financial methodologies and systems. Outsourcing transactions that include business process
reengineering and BPO are more complex, often involving multiple documents and requiring the
parties to address issues such as cross-termination and cross-default.
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4. Human Resources

What is covered by human resources varies from company to company. For example, some
companies consider pay roll to be a human resource function while others consider it a finance
function. The human resources category covers all employee-related functions from recruitment to
benefits management, claims administration and pay roll.

While some companies opt to outsource the entire human resource process to one vendor, it is
more common to identify particular functions within the human resource process for outsourcing to
different vendors, largely because different vendors have different expertise within this area. This
sourcing to multiple vendors may change as vendors develop – or more likely obtain through merger,
acquisition or strategic alliances/partnership - the expertise to become full-service human resource
outsources.

A relatively new phenomenon is the offering of low-cost human resource services by web-
based outsources. The target of such outsources are generally smaller and start-up companies that
are typically not candidates for traditional outsourcing due to the size and scale of their service
needs.

5. Miscellanceous

In addition to the general business process categories discussed in this section, there are many
other, less categorised, processes that companies are considering for outsourcing. Such business
processes include energy services, customer service, mail and copying services and food services.
The spectrum of business processes that are the subject of outsourcing will likely grow as companies
identify non core areas that may be effectively managed by a third party or if outsourced, will lead
to a reduction in costs.

6. Procurement/Logistics

An area that is receiving significant attention, particularly in the vendor community, is
procurement outsourcing. Procurement outsourcing covers some or all aspects of non core
purchasing and supplies management, including : (i) Product selection, (ii) Acquisition,
(iii) Delivery, (iv) Inventory, (v) Packing, (vi) Warehouse management, (vii) Installation,
(viii) Maintenance and (ix) Help desk services.

The types of goods and services that may be included in the procurement outsourcing
arrangement depend largely on which goods and services the customer considers as non-production
goods and services. In some instances, the customer focuses the outsourcing on specific goods and
services, such as office supplies or office equipment. In the procurement outsourcing transaction,
the customer is typically looking to the vendor to standardise supply options and offer cost savings
based on efficiency and economies of scale.

A business process that often overlaps with procurement is logistics. In addition to a number
of midsize and smaller companies that focus primarily on logistics outsourcing, there are several of
the large transportation and shipping companies which offer logistics outsourcing services.

Since procurement and logistics outsourcing typically involves the acquisition, handling and/
or transportation of goods, a number of legal and regulatory issues specific to such services may
arise, such as warehouse liens, security interests, insurance and allocation of risk during transportation.
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REASONS FOR OUTSOURCING BUSINESS PROCESSES

The major reasons for outsourcing are categorised as :

1. Organisationally Driven Reasons
• Enhance effectiveness by focusing on what you do best.
• Increase flexibility to meet changing business conditions, demand for products and services

and technologies.
• Transform the organisation.
• Increase product and service value, customer satisfaction and share holder value.

2. Improvement - Driven Reasons
• Improve operating performance.
• Obtain expertise, skills and technologies that would not otherwise be available.
• Improve management and control.
• Improve risk management.
• Acquire innovative ideas.
• Improve credibility and image by associating with superior providers.

3. Financially - Driven Reasons
• Reduce investments in assets and free up these resources for other purposes.
• Generate cash by transferring assets to the provider.

4. Revenue - Driven Reasons
• Gain market access and dual business opportunities through the provider’s network.
• Accelerate expansion by tapping into the provider’s developed capacity, processes and systems.
• Expand sales and production capacity during periods when such expansion could not be financed.
• Commercially exploit the existing skills.

5. Cost - Driven Reasons
• Reduce costs through superior provider performance and the provider’s lower cost structure.
• Turn fixed costs into variable costs.

6. Employee - Driven Reasons
• Give employees a stronger career path.
• Increase commitment and energy in noncore areas.

There are a large number of reasons why a manager should consider outsourcing a
function or process. These reasons include anticipated cost savings, the need for better skills and
management and handling overflow situations. A company will be more likely to outsource a
function if there are several reasons for doing so, such as the need for reducing costs as well as
selling off assets to the supplier. The various reasons for outsourcing a function or process are
briefly discussed in the following section :
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1. Acquire New Skills
A company may find that its in-house skill set is inadequate for a given function. This may

result in minimal improvements to the function in the future, if any. A company can overcome this
problem by handing over the function to a supplier, who specialises in that function and who
therefore is highly competent in its administration, using well trained and experienced staff as well
as the most commonly used procedure and technological advances. This reason is most commonly
used for outsourcing those functions which require high skill levels such as engineering and computer
services.

2. Acquire Better Management
A company may find that an in-house function or process is not performing as expected, not

because of any problems with the staff, but because of poor management. Symptoms of this are high
turnover, absenteeism, poor work products and missed deadlines. Outsourcing the function or process
to a supplier just to gain access to the supplier’s better management can be a viable option.

3. Focus on Strategy
A company’s manager’s major portion of time is spent on handling tactical aspects of the job

(i.e., detailed operations of their functional area). By outsourcing the tactical part of each manager’s
job to a supplier, the management team can spend more time on strategical issues such as market
positioning, new product development, acquisition and long-term financing issues.

4. Focus on Core Functions
A company may have a few functions that are key or crucial for its survival. Therefore, it may

want to focus all of its energies on those core functions and distribute all other functions among a
group of suppliers who are capable of performing them well enough.

The company may even want to outsource those functions that are core functions at the moment,
but which are expected to become less important in the near future due to changes in the nature of
the business. In short, the strategy is “only keep those functions that are core functions and which
the company can do better than any supplier”. For example, if a company’s competitive strategy is
to be a low-cost producer (cost leadership strategy) in order to have enough pricing advantage over
its competitors, then the management can focus on nothing but the management process and outsource
everything else.

5. Avoid Major Investments
A company may find that it has a function or process that is not as efficient as it could be, due

to a lack of investment in the function or process. If the company retains the function/process in-
house, it will eventually have to make a major investment in the function/process in order to modernise
it. By outsourcing this function/process, the company can permanently avoid having to make this
investment. For example, a company that owns an aging transportation fleet (e.g., buses to pick up
and drop employees) can sell the fleet to a supplier, who will provide an upgraded fleet to the
company as part of its service.

6. Assist a Fast-Growth Situation
If a company is rapidly acquiring market share, the management team will be stretched to its

limits building the company up in order to handle the vastly increased volume of business. In such
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situations, management team will need additional help in running the company. The management
can look for a supplier to take over a function so that the management team can focus its attention
on a smaller number of core functions/processes.

7. Handle Overflow (Overload) Situations
At times, a company may find that a function/process is overloaded for reasons that are beyond

its control. In such situations, it may be cost-effective to retain a supplier to whom the excess work
will be passed on when the in-house staff is unable to keep up with demand.

8. Improve Flexibility
This is similar to using outsourcing to handle overflow situations, except that the supplier gets

the entire function, not just the overflow business. When a function/process experiences extremely
large swings in the volume of work it handles, it may be easier to eliminate the fixed cost of an
internal staff and move the function to a supplier who will only be paid for the actual work done.
This converts a fixed cost into a variable cost - the price of supplier’s services will fluctuate directly
with the transaction volume it handles.

9. Improve Ratios
Some companies try to improve their performance ratios by outsourcing some functions/

processes. For example, outsourcing a function that involves transferring assets to the supplier will
increase the company’s return on assets. The functions most likely to improve the ratio are those
heavy in assets, such as maintenance, manufacturing and computer services. Another ratio that can
be improved by outsourcing is profitability per person (i.e., employee). To achieve this, a company
should outsource all functions, involving high amounts of labour, such as manufacturing or sales.

10. Get Rid of a Rival Manager
A manager may promote outsourcing with the intention of eliminating the function/process of

a rival within the company. Presumably the outsourcing will also get rid of the rival.

11. Jump on the Bandwagon
A company may decide to outsource a function/process simply because everyone else is doing

it, too. If a major company (market leader) suddenly dives into outsourcing a certain function/
process, other companies will give more credence to that function/process and will be more likely
to outsource it too.

12. Enhance Credibility
A small company can use outsourcing as a marketing tool. It can tell potential customers the

names of its suppliers, implying that since its functions/processes are being maintained by such
well-known suppliers, the company’s customers can be assured of a high degree of quality service.

13. Maintain Old Functions
A company may find that its in-house staff is unable to maintain its existing functions while

also shifting to new technology or to a new location. Outsourcing is a good solution here, for it
allows the company to focus its efforts on implementing new initiatives while the supplier maintains
existing day-to-day functions/processes.



Business Process Outsourcing – An Overview 9

14. Reduce Costs
A company may have to emphasise cost savings for various reasons, such as being in a poor

financial position, or because of a goal to increase profits. Reducing costs by using a supplier is
possible, but not in all situations.

15. Improve Performance
A company may find that it has a function/process that has bloated costs or inadequate

performance. In such cases, the company management can put up the function/process out to bid and
include the internal function’s staff in the bidding process. The internal staff can then submit a bid
alongside outside suppliers that commits to specific service levels and costs. If the bid of the internal
staff proves to be competitive, management can retain the function/process in-house, but hold the
function’s internal staff to the specific costs and performance levels noted in the bid.

16. Begin a Strategic Initiative
A company’s management may declare that a complete company organisation and outsourcing

can be used to determine to really change the current situation. By making such a significant move
at the start of the re-organisation, employees will know the management is serious about the changes
and will be more likely to assist in making the transition to the new company structure.

The manager who is making the outsourcing decision should also consider that it is not necessary
to outsource an entire functional area - instead, the manager can select only those tasks within the
function/process that are clearly worthy of being outsourced, and keep all other tasks in-house. This
reduces the risk to the company of having the chosen supplier do a bad job of handling its assigned
tasks, since fewer tasks are at risk and it allows the company to hand over the remaining functional
tasks to the supplier as it becomes more comfortable with the supplier’s performance.

THE TYPICAL OUTSOURCING PATH

The typical outsourcing path that a company follows starts with a function that has minimal
strategic value and will not present a problem even if the supplier does a poor job of providing the
service. If the company’s experience with these low-end functions proves successful, then company
management will be more likely to advance to outsourcing those functions with more strategic value
or with more company-threatening consequences if the provided service is inadequate. These functions
include accounting, human resources, and materials management. Finally, if the company continues
to perform well with all or part of these functions outsourced, it will consider moving to outsourcing
the most important functions, typically these are manufacturing, computer services and engineering.

Exhibit 1.1 illustrates the typical outsourcing path.

SCOPE OF OUTSOURCING

Functions that are outsourced can be divided into : 1. Horizontal services and 2. Vertical
services. These are briefly discussed below :

1. Horizontal Services

These cover a wide range of services like Human Resources, Finance and Accounting and
Customer Relationship Management (CRM) which are common to all industries. Outsourcing is
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more common in these processes as they are typically back-office processes and do not offer any
competitive advantages to the outsourcer.

EXHIBIT 1.1 : THE TYPICAL OUTSOURCING PATH

(a) Human Resources
Human resource outsourcing encompasses activities relating to pay roll, benefits administration,

training, recruitment, expense management, travel and employee records management etc.
Payroll services encompass looking after payroll statements, bonuses, commissions, tax payments

etc. Globally HR is one of the most widely outsourced business process.

(b) Finance and Accounting
Typical activities in this area would include management of accounts payable/receivables,

bank reconciliation, fixed asset management, cash management, financial reporting and risk
management.

(c) Customer Service
This involves providing support for marketing, technical help, advice or disbursing information.

Customer contact centres are generally equipped with high-tech telecom infrastructure, trained
consultants, access to required databases, Internet and other online information resources. These
centres provide customer service on a continuous basis, often 24 hours a day, 7 days a week. In many
cases, the vendor/supplier deals directly with the client’s customers, calling for a greater level of
maturity of the vendor/supplier and personnel.
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(d) Transaction Processing
Transaction processing activities that are normally outsourced include processing of sales

order entry, claims, loans, cheque, applications, credit card and reconciliation.

(e) Content Development
Content development activities that are usually being outsourced include design services,

animation, CD/DVD authoring, web development services, development and maintenance of e-
learning technologies.

(f) Financial Research
This area includes activities such as data maintenance, basic financial analysis, research, financial

modeling etc. This enables senior analysts at the home location to focus on client interactions and
other value-added activities.

(g) High-end Engineering
This includes activities such as design, research and development (R&D) and high-end

engineering. These are, in most cases, central to the company’s business and require personnel with
high skill levels. Majority of these functions are typically outsourced/offshored to captive set ups.

2. Vertical Services

These services are specific to certain industries, for example, claims processing is specific to
Insurance sector. Industries that have taken the lead in outsourcing and dominate vertical focused
services are : financial services, insurance, healthcare and securities. These are briefly discussed
below :

(a) Health Care : Health care industries is expected to be one of the biggest beneficiaries of
outsourcing. Timely execution of processes and reduced costs help the healthcare providers
improve their service levels and contain their rising costs. Some of the processes commonly
outsourced in healthcare services are medical billing, claims adjudication, cashless hospitalisation
services, medical transcription and IT.

(b) Financial Services : Financial institutions and banks have been the leaders in outsourcing
business processes. Customer and transaction processing are the most commonly outsourced
functions. Some of the other commonly outsourced functions are : tax processing, asset
management, human resource, loan and mortgage processing.

(c) Insurance : Insurance has been a late entrant to the world of outsourcing. Increased competition
and volatile economic and political landscape has prompted insurance companies to look at
outsourcing to improve efficiency and reduce costs. Insurance companies have outsourced
processes like application processing, underwriting, claims adjudication and customer care.

(d) Airlines : Airlines have been in the forefront in the outsourcing field : The activities/functions
outsourced include : customer care, data services, loyalty programs, revenue accounting, cargo
support and revenue recovery processes.
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BUSINESS PROCESS OUTSOURCING (BPO) VERSUS IT OUTSOURCING

Vendors are marketing BPO as an alternative to the typical IT outsourcing deal,
encouraging customers to identify non-core processes that are inefficient, too costly, or difficult
to manage. The entire process is then turned over to the vendor, who in turn, agrees to productivity,
customer satisfaction and cost savings commitments.

As the IT outsourcing market place becomes more commodity based, BPO customers are
looking for innovative ways to increase the efficiency and quality of an entire business process
through value-added services, customer satisfaction, and ideally, a direct, quantifiable impact on
share price and profit. Since BPO focuses on an entire process rather than part of the process as with
IT outsourcing, it is in many ways easier to identify the benefits derived from the BPO relationship.
Some of the key business drivers for customers considering BPO include :

1. Transferring the entire function/process (not just the IT component) out-of-house.
2. Enhancing/improving methodologies.
3. Benefiting from industry knowledge or experience.
4. Streamlining or standardising processes across its organisation.
5. Sharing resources or technologies.
6. Committing less upfront investment to new methodologies or technologies.
7. Obtaining flexibility with respect to the roll-out of methologies or technologies.
8. Increasing productivity.
9. Quantifying savings or benefits more easily.

10. Tracking customer satisfaction.
11. Enhancing shareholder value.

Obviously a company’s objective for outsourcing one or more business processes will vary.
The objectives are typically shaped by management’s overarching goal in outsourcing (e.g., transition
to new methodology or technology, reduction in costs or expansion).

Integration : Making BPO Fit

As companies are beginning to outsource more business processes, a number of issues are
emerging with respect to the integration of the services and systems being provided by the BPO
vendor with the services and systems used in connection with other businesses being provided
internally or by a third party.

Some of these integration issues are :
1. Systems Integration : As part of the BPO transaction, the BPO vendor often introduces new,

state-of-the-art systems that are specific to the business process being outsourced. The customer
will need to consider how these systems will interrelate with systems being used in connection
with other business processes. How will BPO impact the customer’s move toward
standardisation?

2. Existing IT Outsourcing Arrangements : What impact will the BPO transaction have on
existing outsourcing particularly IT outsourcing, arrangements? Will there be a reduction or
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termination of services under existing outsourcing contracts? How do the company’s other
outsourcing contracts deal with such reduction or termination?

3. Vendor Management : How will responsibility be allocated among the outsourcing vendors if
there is a service failure? How will the various outsourcing vendors be managed?

LEVELS OF OUTSOURCING

In manufacturing, component parts or subassemblies are outsourced to providers to be made.
In other operations, outsourcing can occur at the following activity levels : 1. Individual, 2. Functional
and 3. Processes.

(i) Outsourcing of individual activities involved moving specific positions out of the organisation.
This could be the management position of a poorly performing function or technical positions
that are difficult to fill when turn over occurs. Before you begin a search for such positions,
outsourcing should be considered.

(ii) Organisations have typically been structured on a functional cost centre basis, with each
function having specialised knowledge and responsibilities.

(iii) Processes are how the products or services actually flow through the organisation. When we
link similar activities to create an output for the customer’s benefit, we have a process. An
organisation may have many functions, but the processes generally number no more than 12 to
15.
Each organisation decides its own processes. In Table 1.1, for example, the processes noted

represents six of Michael Porter’s nine generic “value chain” processes as outlined in his book
“Competitive Advantage”.

TABLE 1.1 : PROCESSES AND FUNCTIONS

                       Functions
Process Purchasing Receiving Accounts Inventory Inventory

payable control distribution

Inbound logistics 4 4 7 4 4

Operations 7 7 7 4 4

Procurement 4 4 4 7 7

Technology 4 4 4 4 4

development

Human resources 4 4 4 4 4

management

Infrastructure 7 7 4 7 7

The “4” mark represents points in each process where the functions add value to the process.
Another way of viewing at the levels of outsourcing is : 1. Tactical outsourcing, 2. Strategic
outsourcing and 3. Transformational outsourcing. These are briefly discussed below :
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•  Tactical Outsourcing

On the first level – tactical outsourcing level, the reasons for outsourcing are usually tied to
specific problems being experienced by the firm. Often the firm is already in trouble and outsourcing
is seen as a direct way to address problems. Typical examples of ‘trouble’ are the lack of financial
resources to make capital investments, inadequate internal managerial competence, an absence of
skill, or a desire to reduce head count. Tactical outsourcing often accompanies large-scale corporate
restructuring. Tactical outsourcing – (a) generates immediate cost savings, (b) eliminates the need
for future investments, (c) realises a cash infusion from the sale of assets and (d) relieves the burden
of staffing.

The focus of tactical outsourcing is the contract, specifically, constructing the right contract
and subsequently holding the vendor to the contract.

•  Strategic Outsourcing

The outsourcing initiative becomes strategic when it is aligned with the organisation’s long-
term strategies and when the typical outsourcing benefits will emerge over several years and when
the results, either positive or negative, will be significant to the organisation.

Strategic outsourcing takes outsourcing to a higher level of asking fundamental questions
about outsourcing’s relevance to the organisation and its :

• Vision of its future
• Current and future core competition
• Current and future structure
• Current and future costs
• Current and future performance
• Current and future competitive advantages

Strategic outsourcing relationships are about building long-term value. Instead of working
with a large number of vendors to get the job done, in a strategic model, corporations work with a
smaller number of best-in-class integrated service providers to long term partnerships between
equals, with the emphasis on mutual benefit.

•  Transformational Outsourcing

Transformational outsourcing is third - generation outsourcing. The first stage of outsourcing
involved doing the work under the existing rules, the second stage used outsourcing as part of the
process of redefining the corporation. The third stage, i.e., transformational outsourcing, uses
outsourcing for the purpose of redefining the business.

To survive economically today, organisations, must transform themselves and their markets in
an ever more daunting challenge to redefine the business world before it redefines them. To that end,
outsourcing has emerged as the single most powerful tool available to executives seeking this level
of business change. Those who take advantage of transformational outsourcing recognise that the
real power of this tool lies in the innovations that outside specialists bring to the customers’ businesses.
No longer are outsourcing service providers viewed only as tools for becoming more efficient or
better focused, rather they are seen as powerful forces for change - allies in the battle for market and
mind share.
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IDENTIFYING THE PHASES OF OUTSOURCING

Outsourcing transactions and service offerings are complex enough that they can’t be made in
a routine manner. Every one who is considering outsourcing has some of the same decisions to
be made :

(i) Where will your service providers be? – Services can be provided in combinations of locations,
some near to your company and some far from you.

(ii) Do you want to outsource all your needed services to a single provider, or spread them among
multiple providers? – you can structure your outsourcing services into any combination.

Where Companies Outsource?

When you consider outsourcing locations, use this information to determine how each
would impact your organisation?

1. Offshoring : Offshoring is the practice of outsourcing services to companies located in foreign
countries, presumably not neighbouring countries. India, Israel, China and some European
countries and Asian countries are common offshore centres for the United States.
One would look to offshoring to take advantage of lower wages, improved language skills,
localisation (that is being closer to your customer) or perhaps other reasons.

2. Nearshoring : Nearshoring is the practice of outsourcing to a company in a neighbouring
region, country or other entity in close proximity to your company. US companies often outsource
to Mexico or low-cost countries in the Caribbean or Latin America. The transportation costs
are presumably lesser than the costs of outsourcing by US companies to India or China. European
companies see wage disparities from country to country in Europe, which provides nearshoring
alternatives in that region.

3. Onshoring : Onshoring is the practice of outsourcing a service or part of a service to another
company located in the same country as your company. Language, laws and costs can all factor
into a decision to onshore. This approach may be used when the majority of customers are in
the same country or region. Also the skills you require may not be available in companies
located in offshoring or nearshoring countries.

Single Sourcing Versus Multiple Sourcing

• Single sourcing means outsourcing the responsibility for a process or service to one entity
(individual, company or organisation). For example, you may outsource all your IT infrastructure
and software development/maintenance to IBM.

• Multiple sourcing means that you will select more than one entity to provide related processes
or services. For example, if your company selects IBM to provide IT infrastructure and Infosys
to provide software development and maintenance, you are multisourcing.
Communicating with and managing the relationship you have with a single outsource provider

is difficult enough. When multiple providers come into the mix, the task is even more difficult.
Consider the risk of managing multiple providers and compare it to the benefit of having best-of-
breed services, meaning you select the leading supplier for each aspect of the service.
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THE PROS AND CONS OF OUTSOURCING

Why a company would or wouldn’t outsource? Outsourcing isn’t for everyone. Some companies
will never outsource; some seem to thrive on outsourcing as much as possible. For some companies
which have attempted to outsource, it just didn’t work out. Each company is different. Even competing
companies in the same industry can operate so differently that one outsources quite successfully,
while the other will never do so. You have to decide what is right for your company or service
by looking at the pros and cons of outsourcing. You have to not only identify the pros and cons
of outsourcing for your company but also weight them against one another to determine the best
path for your company.

The Pros to Outsourcing

Before your organisation even considers outsourcing, you need to take a closer look at its
advantages. You don’t want to outsource for the wrong reasons, or you may end up with much
bigger challenges and costs than before you engaged in the outsourcing.

The advantages of outsourcing are :
1. Labour arbitrage
2. Strategic focus/reduction of assets
3. Complementary capabilities/lower production costs
4. Strategic flexibility
5. Risk allocation
6. Improved service
7. Improved global competency
8. Higher revenue
9. Relational rent

These advantages are briefly discussed in the following paragraphs :
1. Labour Arbitrage : The most common reason companies cite for outsourcing services and

products is labour arbitrage. Labour arbitrage is a fancy term for taking advantages of wages
that are cheaper elsewhere. For example, when a US company outsources software development
and maintenance services to India, it is taking advantage of the lower wages in India. That
organisation is said to engage in labour arbitrage.
Labour arbitrate is seldom the sole reason for outsourcing today. For one thing, it is difficult
to maintain the same operating levels when you send a service offshore. Labour arbitrage is
still a major component in outsourcing, but it is usually coupled with seeking a different
service approach. Although there are other reasons for outsourcing, if it includes offshoring, it
likely includes labour arbitrage.

2. Strategic Focus/reduction of Assets : Through outsourcing activities a firm can reduce its
level of asset investment in manufacturing and other related facilities and technologies.
Outsourcing activities often involve a direct transfer of certain assets from the sourcing firm to
its supplier, such as machinery, buildings or stocks of products. The investments (funds)
associated with these assets can either be redeployed in other core activities or redistributed to
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shareholders. The former means that more investments can be made in those activities that are
seen as highly strategic for the firm’s future revenue streams. The latter will result in
improvement of the firm’s financial returns (e.g., return on assets), atleast in the short-run.

3. Complementary Capabilities/Lower Production Costs : Suppliers are often used as a means
of lowering the costs of production. For example, procuring components and products from
suppliers in Southeast Asia on a contractual basis has been efficient for US companies.
Outsourcing has allowed US companies to lower prices and further more, reduce fixed costs
from their manufacturing operations and thus lower break-even points for improved profitability.
External suppliers are often highly specialised in the production of certain components or
products, allowing them to produce at lower costs than the outsourcing company, owing to
scale economies. Therefore, a firm can lower production cost levels by outsourcing non-core
activities.

4. Strategic Flexibility : Outsourcing increases a firm’s strategic flexibility. By using outside
sources, it is much easier to switch from one supplier to another. If an external shock (e.g., a
change in the business cycle) occurs, firms are better able to deal with it by simply increasing
or decreasing the volume obtained from an external supplier. If the same item were produced
in-house, there would be not only high restructuring costs but also a much longer response time
to external events.

5. Risk Allocation : Risk in itself isn’t either negative or positive – context makes it negative
or positive. The challenge is to identify all the risks associated with outsourcing and weigh
each against the resulting benefit. Sometimes the benefit outweighs risks, sometimes they
don’t.
For example, driving a car involves some degree of risk (you could crash or get a flat tyre), yet
you elect to drive the car than walk a long distance to the retail store or to your office. In this
case, you are willing to accept the risk of driving in return for the benefit of getting to your
office or retail store quicker.
Running a business has endless risks, some you are willing to accept, some you are not. In an
outsourcing transaction, your goal is to shift as much risk as possible when enjoying an even
greater benefit for the shift in risk. If you reach that goal, the risk allocation is a positive one
and a good reason to outsource.
When you outsource a service to another company, the supplier takes on some risks associated
with employing people to provide the service. The supplier takes on the responsibility of
hiring, training, providing infrastructure and so on. You compensate the supplier for taking
those risks. The supplier accepts the risks of employing people in return for the revenue your
company pays for the service it provides. You, on the other hand, enjoy some benefits such as
improved quality, or service being provided in more locations, because you are outsourcing the
service in return for the risk of losing some control over the process.
Risk can be categorised in three ways :
(i) Operational Risk : The people, technology, training, experience and so on to perform the

processes comprising the service in proper ways, with proper quality, proper speed, proper
efficiency, and so forth.
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(ii) Financial Risk : Taking into account the operational components and doing so in a cost-
efficient manner, this could include spending a lot to provide safety provisions - it doesn’t
mean the cheapest.

(iii) Managerial Risk : Having the right people over-seeing the processes and staff, which
includes keeping an eye on operational and financial risks and considering mitigations.

Outsourcing impacts all three categories of risk – operational, financial and managerial – in
some fashion. Your job is to understand all aspects of how these risks will shift (i.e., increase,
decrease or move) based on the outsourcing effort. You must then decide whether the end
result (collection of benefits) of all those shifting risks is right for your company.

6. Improved Service : When a company outsources a service, it does so because it doesn’t have
the expertise, budget or manpower to offer the service in question – at least not to the degree
that the supplier can. In return the company ends up able to offer its customers improved
services because the outsourced suppliers are responsible for giving good service. Suppliers
usually enjoy an economy of scale and greater experience (i.e., expertise) in the service than
individual companies who aren’t in that business.

7. Improved Global Competency : Globalisation is another reason for outsourcing. When you
have the capability to sell goods and provide service to your customers on a more global level,
you can compete in a global arena.
In order to be global competitor, many companies outsource a service or product. Naturally,
your company needs to consider the potential issues of globalisation (like providing products
closer to your customers, talking to your customers in their language, and dealing with currencies,
taxes and laws etc.). But in the end, outsourcing can give your company the edge in a global
economy because it does the following :
(i) Enables you to sell more products, support those products and provide service – all in

more locations : By outsourcing with vendors in different parts of the world, you can reach
out globally. When you can sell in more locations, you have more potential customers. And
when you can support these products in more locations, it makes your product more attractive
to potential customers who are considering buying them.

(ii) Makes it possible to provide services around the clock : When you outsource, particularly
overseas, you can make your company more global by offering services 24/7. Because
service providers have locations around the world, you can take advantage of their varied
locations (i.e., taking advantage of time zones), by offering services in prime shift for each
of your global customers.

(iii) Allows you to provide services in more languages : Outsourcing allows you to breakdown
language barriers so that you can offer more services to a global community. Speaking to
your customers in their own language offers a tremendous competitive advantage.

8. Higher Revenue : By considering having others provide services on your company’s behalf,
you can enter new markets and offer new services, which generates additional revenue for your
company. For example, distribution companies will often carry your inventory in their various
locations to help you decrease time for delivery.
By outsourcing your company is getting someone else to provide services that you used to do
yourself. In addition, you can also add new services when you outsource. In part, adding new
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services is about creating virtualisation to your company. Virtualisation is the appearance that
some thing exists although it may not physically exist as it appears. It can help you broaden
your company and its offerings - and you don’t necessarily have to do the work. By outsourcing
to many suppliers, you add them to your virtual organisation, thereby adding to your company’s
capabilities and creating or increasing revenue.

9. Relational Rent : It has been argued by a wide variety of authors that certain relationships with
external suppliers can deliver competitive advantage. This is referred to as the concept of
relational rent. By outsourcing items and then building idiosyncratic and valuable relationships
with suppliers, firms are able to innovate, learn and reduce transaction costs. For example,
Toyota has been able to establish long-term relationships with suppliers that differentiate it
from competing automobile manufacturers. Relational rent can provide a competitive advantage
that is sustainable because an existing buyer - supplier relation which has a historical, social
and often interpersonal context can not be replaced easily by competitors. Working closely
with outside suppliers can lead to levels of innovation similar to internal operations.

The Cons to Outsourcing

(The downside to outsourcing or the disadvantages of outsourcing).
Although outsourcing may sound appealing, it is not ideal for every organisation. In fact

outsourcing may be a big mistake for some companies. For example, if a company outsources
customer support to another organisation that doesn’t deliver it as well, the provider could alienate
customers, resulting in lost sales and revenue. Some of the disadvantages of outsourcing are :

1. Interfaces/economies of scope
2. Hollowing out
3. Opportunistic behaviour
4. Rising transaction and coordination costs
5. Limited learning and innovation
6. Risks are too high
7. Cost reduction not enough
8. Negative impact on customers
9. Lack of cultural fit

10. No credible suppliers
These disadvantages are briefly discussed in the following paragraphs :

1. Interfaces/Economies of Scope
Firms may benefit from internalising production rather than outsourcing it, through scope

economies. Firms are a value chain in which multiple activities are united. If there is room for
optimisation between these activities, then there can be reason to internalise them in order to manage
the interfaces optimally. Manufacturing firms, in their outsourcing decisions, ought to reflect on the
interfaces among R&D, manufacturing and marketing. If there are important interfaces between
activities, splitting them into separate activities performed by separate suppliers will generate less
than optimal results.
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2. Hollowing Out
Firms that excessively outsource activities are hollowing out their competitive base. Once

activities have been outsourced, it tends to become difficult to differentiate a firm’s products on the
basis of these activities. Further more, a firm could lose bargaining power vis-a-vis its suppliers
because the capabilities of the suppliers increase relative to those of the firm. This implies that
suppliers can demand better conditions, threaten to enter the outsourcing firm’s markets, or even
start competing head-on with the firm. Firms which depend on more and more outsourcing will
become virtual companies. Virtual companies are characterised by the fact that they do not produce
anything internally and do not have any geographically fixed headquarters. Virtual firms have little
to offer that could provide them with a form of competitive advantage.

3. Opportunistic Behaviour
External suppliers may behave opportunistically as their incentive structure differs significantly

from that of the outsourcing/buyer firms. Opportunistic behaviour helps a supplier to extract greater
rents from the relationship than it would normally do, for example, by supplying a lower than agreed
product quality or withholding information on changes in production costs. These problems imply
that firms that outsource need to monitor performance and provide incentives to suppliers to cooperate
and share information, which could be a costly affair.

4. Rising Transaction and Coordination Costs
Firms are limited in their capacity to work with outside suppliers as partners and therefore have

to prioritise outside partners. If they simultaneously gave time and attention to all outside suppliers,
it would lead to very high coordination costs. Excessive outsourcing adds to high coordination
costs.

5. Limited Learning and Innovation
The difficulty of learning and innovation through outsourcing stands out. If the firm itself does

not perform an activity, then how is it able to drive learning from it or to appropriate the innovations
that may result from the activity? “Learning-by-doing” is very important for attaining tacit
knowledge. Perhaps the supplier will acquire such tacit knowledge by performing the activity, but
in this case the outsourcing firm is unlikely to be able to appropriate all the benefits. Furthermore,
it may become more difficult to innovate, given the lack of linkages or interfaces between activities
in the value chain. Thus outsourcing may indeed lead to a limited degree of learning and innovation.

6. Risks are Too High
When conducting due diligence of a prospective supplier, it is necessary to look at all three

types of risks - financial, operational and managerial. If the risks are too high to be tolerable in one
or more of these categories, then outsourcing may not be right in the situation being considered. The
outsourcing may be right with a different supplier or a different service, but not the combination that
presents the inordinate risk.

7. Cost Reduction not Enough
Some companies operate particular services efficiently already. As a result, they can’t expect

big savings by outsourcing. Suppliers can offer the savings by either reducing head count in the
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client company or operating more efficiently. If the client company already does those things well,
it may not gain from outsourcing.

8. Negative Impact on Customers
Companies tend to overlook the impact that outsourcing may have on their customers. Particularly

with customer-facing services, such as call centres or support services, outsourcing may negatively
affect the customers of the outsourcing company. Therefore it is necessary for an outsourcing company
to be sensitive to what its customers will experience after outsourcing. In some situations customers
have deserted companies because of the service of an outsource provider. The outsourcing company
needs to find out not only what its customers will face but also how they feel about outsourcing. If
the impact of outsourcing on the customers is negative, then outsourcing may not be the right choice
for the company.

9. Lack of Cultural Fit
In some organisations the people don’t like the idea of outsourcing and either passively or

actively resist the outsourcing effort. They play along nicely for the executives, but when working
to transact the outsourcing, they push back in many ways. They may be slow to respond or hesitate
to provide data, or provide minimal data. When these kinds of things happen, the company
management will have to consider whether the outsourcing is right to the organisation.

10. No Credible Suppliers
Sometimes client companies have such a unique requirement that they can’t find suppliers who

can actually deliver the services as required. When requirements are so specific or savings targets
are too high, there may not be any suppliers who can actually deliver.
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