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ABSTRACT

Firms are increasingly using onshore and offshore business process outsourcing (BPO) to manage their primary and support
functions and achieve their strategic objectives. Despite the growing significance of BPO, there is limited understanding of
the performance outcomes for firms that engage in BPO. To study the performance implications of BPO, we first develop a
conceptual model based on literature from operations management, performance measurement and vendor management. We
then validate our conceptual model by performing an empirical study of data from 47 publicly traded firms in the U.S. We
find that a firm’s performance measurement focus and strategy dictates whether the firm achieves quality, cost and/or time
benefits from BPO, and that quality benefits from BPO lead to cost and time benefits. Our findings suggest that BPO clients
and vendors should focus on quality first, and that quality benefits will lead to subsequent cost and time benefits.
Keywords

Outsourcing, offshoring, performance, cost, quality, time.
INTRODUCTION

Global firms in many industries are under growing pressure to simultaneously increase quality, reduce costs and decrease
cycle time. In one effort to respond to this pressure, firms are reevaluating and reconfiguring the vendor and geographic
platforms for their primary and support functions (Apte and Mason, 1995; Porter and Millar, 1985). In particular, firms are
increasingly using onshore and offshore business process outsourcing (BPO) to manage their primary and support functions
and achieve their strategic objectives (Tanriverdi, Konana and Ge, 2007; Whitaker, Mithas and Krishnan, 2011).
Despite the growing significance of BPO, there has been only limited study of the performance outcomes for firms that
engage in BPO (Mani, Barua and Whinston, 2010). Most current published research on BPO focuses on supplier capabilities
and best practices using the case-based perspective (Aron, Clemons and Reddi, 2005; Cullen, Seddon and Willcocks, 2005;
Feeny, Lacity and Willcocks, 2005; Lacity, Feeny and Willcocks, 2003; Mani, Barua and Whinston, 2006), while some
research considers BPO benefits using analytical models (Dutta and Roy, 2004).
To study the performance implications of BPO, we first develop a conceptual model based on literature from operations
management, performance measurement and vendor management. We then validate our conceptual model by performing an
empirical study of data from 47 publicly traded firms in the U.S., using BPO data from InformationWeek magazine and
revenue and industry data from Compustat, Dun & Bradstreet and annual reports. We find that a firm’s performance
measurement focus and strategy dictates whether the firm achieves quality, cost and/or time benefits from BPO, and that
quality benefits from BPO lead to cost and time benefits. We now discuss the relationship of a firm’s performance
measurement and vendor management practices with the firm’s performance outcomes, and then discuss the relationship
among the performance outcomes.
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Performance Measurement

In performance measurement, a firm establishes measurements for a business process, and uses the measurements to control
the process and influence performance in the desired direction (Powell, Schwaninger and Trimble, 2001). The practice of
performance measurement for large firms began over a century ago. By 1925, many of the standard cost accounting and
management control practices still used today had already been developed (Kaplan, 1984). While the practice of
performance measurement is well established, large firms have increased their focus on performance measurement in recent
years, due to greater global competition, quality improvement initiatives, and the capacity of IT to facilitate increased data
collection and analysis (Neely, 1999).
While earlier performance measurements were based almost exclusively on financial and accounting measures, current
performance measurements now also incorporate operational measures such as quality and time (Kaplan and Norton, 1992).
The inclusion of operational measures enables performance measurement to create a more comprehensive and forwardlooking view, and links performance measurement more closely with business strategy (Kaplan and Norton, 1996).
The link between performance measurement and business strategy is important, because measures that are aligned with
strategy provide information on whether the strategy is being implemented, and also encourage behaviors consistent with the
strategy. A firm’s choice of performance measurements strongly affects the behaviors of managers and employees. As the
firm defines its performance measurements and competitive priorities, the firm can dedicate additional management attention,
worker training, and financial and technical support to improve firm performance in those areas (Fawcett, Smith and Cooper,
1997). The relationship between strategy, measurement and performance also applies in an outsourcing context, where the
client uses performance measurements to link vendor performance to client strategic objectives (Anderson, 1997). According
to the creators of the widely-used Balanced Scorecard performance measurement system “What you measure is what you
get” (Kaplan and Norton, 1992, p. 71). Because the choice of performance measurements demonstrates the firm’s strategy
and impacts the behaviors of managers, employees and outsourcing providers, we hypothesize that:
H1a:

Use of quality performance measurements for BPO is positively associated with quality benefits.

H1b:

Use of cost performance measurements for BPO is positively associated with cost benefits.

H1c:

Use of time performance measurements for BPO is positively associated with time benefits.

Vendor Management

Customer-vendor management practices at various stages of the outsourcing process contribute to the value created by
outsourcing engagements (Levina and Ross, 2003). Two key stages of the outsourcing process are upfront vendor selection
and ongoing contract management (Trent and Monczka, 2002). Two management practices associated with vendor selection
are the request for proposal (RFP) and request for information (RFI) (Dai, Narasimhan and Wu, 2005), and one key
management practice associated with contract management is the service level agreement (SLA).
In vendor selection, a firm may issue an RFP to a select number of qualified vendors. The RFP presents specifications for the
outsourcing engagement and invites each vendor to present a bid. Firms use RFPs to generate competition among vendors
and improve contract terms (Chaudhury, Nam and Rao, 1995). Prior research in a utilities context showed that the use of
RFPs with pre-specified objective criteria yielded an 18% lower contract price (Cameron, 2000). Research in an IS
outsourcing context showed that over 80% of firms used an RFP, and the use of RFP (including bids from the internal IT
department) most frequently led to cost savings (Lacity and Willcocks, 1998).
Prior to issuing an RFP, the firm may need to gather additional information using an RFI. For example, the firm may be
unable to identify the solutions that it may require, and/or the firm may be unable to identify technical or financial tradeoffs
among various solutions (Bernard, 1997). In these situations, the firm may issue an RFI to a larger number of prospective
vendors. The firm can use vendor responses to the RFI to better understand its needs and vendor capabilities, and to identify
qualified vendors that may be eligible to receive an RFP. Once the firm receives vendor bids based on the RFP, the firm is
then in position to evaluate the bids, negotiate and select the vendor.
Once the firm has selected the vendor, the firm and vendor may use an SLA to specify the level of quality that will be
delivered (Chan, Chandrasekhar, Richman and Vasireddy, 2004). SLAs define the standards of performance, the methods of
calculating performance, and the reporting procedures, and are widely used in IT outsourcing engagements. SLAs benefit the
firm and vendor by reducing uncertainties, clarifying expectations and defining the quality of service that is necessary and
acceptable. The use of detailed SLAs is associated with longer-term outsourcing relationships and positive outcomes for the
firm and vendor (Kern, Willcocks and van Heck, 2002). Because RFIs and RFPs enable firms to generate bidding
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competition among vendors, and because SLAs clearly define the required level of quality for vendor performance, we
hypothesize that:
H2a:

Use of Requests for Proposal (RFP) and/or Requests for Information (RFI) for BPO is positively associated
with cost benefits.

H2b:

Use of Service Level Agreements (SLA) for BPO is positively associated with quality benefits.

Quality, Cost and Time

Over the past 20 years, quality management principles such as those outlined by Deming and Juran have become an
established part of management practice (Hackman and Wageman, 1995). While these founders introduced different quality
frameworks, they made a common contribution with the recognition that the cost of developing processes to produce high
quality products is lower than the cost of producing low quality products. Low quality products can lead to increased
inspection, rework, waste and warranty claims (Deming, 1982), and high quality products can result in a savings for these
costs (Juran, 1989).
More recently, time has emerged along with quality and cost as a source of competitive advantage (Stalk, 1988). If multiple
firms offer goods of comparable quality and cost, customers will select the firm that competes most successfully along the
time dimension. A reduction in cycle time and lead time enables firms to be more responsive to their customers in delivering
existing products and developing new products (Hum and Sim, 1996). Just as higher quality drives cost improvements,
higher quality also drives time improvements. The quality focus on eliminating unnecessary activities leads directly to
improved cycle time, and the quality focus on eliminating rework and scrap leads directly to improved capacity utilization
and lead time (Schneiderman, 1988).
While quality management methodologies such as Six Sigma, ISO9000 and Total Quality Management (TQM) originated in
manufacturing industries, they are now being applied in service settings such as information systems and outsourcing (Paulk,
Weber, Curtis and Chrissis, 1995). The Capability Maturity Model (CMMI) for software development outsourcing providers
is associated with improved software quality, and improved software quality drives improvements in cost and time (Harter,
Krishinan and Slaughter, 2000; Krishnan, Kriebel, Kekre and Mukhopadhyay, 2000). Higher software quality is not only
associated with lower cost in the software development process, but is also associated with lower cost in related infrastructure
activities (Harter and Slaughter, 2003). While recent research suggests that offshore BPO can bring both quality and cost
benefits (Dossani and Kenney, 2003), this relationship has not yet been empirically tested. Because quality improvements
have been shown to drive improvements in cost and time in manufacturing and software development, we hypothesize that:
H3a:

Quality benefits from BPO are positively associated with cost benefits.

H3b:

Quality benefits from BPO are positively associated with time benefits.

We control for other relevant variables to account for alternative and complementary explanations. We control for firm size
and industry sector to account for differences in outsourcing based on these characteristics (Ang and Straub, 1998). We
control for the number of functional areas in which the firm outsources business processes, as the extent of BPO may impact
benefits. We also control for whether the firm conducts offshore BPO, based on potential differences between onshore and
offshore BPO due to differences in management culture and values, distance, time zones, and labor rates (Dibbern, Goles,
Hirschheim and Jayatilaka, 2004; King and Torkzadeh, 2008).
RESEARCH DESIGN AND METHODOLOGY

The study is based on data from the 2005 BPO survey conducted by InformationWeek magazine (Zaino, 2005). This onetime survey targeted IT managers in large firms, and collected detailed data on the specific topic of BPO within firms.
InformationWeek is considered to be a reliable source of information, and previous academic studies also have used data from
InformationWeek surveys (Bharadwaj, Bharadwaj and Konsynski, 1999; Santhanam and Hartono, 2003). Forty-eight firms
provided complete responses to the variables of interest, and 20 of these firms represent Fortune 500 companies. Of the 48
firms, 23 are financial services firms, 13 are services firms, 11 are manufacturing firms, and one is a trade and logistics firm.
We did not include the trade and logistics firm in the empirical analysis, because we control for industry and this firm was the
only firm in that industry. Two of the remaining 47 firms are different subsidiaries of the same Fortune 500 parent company.
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Variable Definition

Table 1 summarizes the variables used in this study.
Variable
Quality Benefits
Cost Benefits
Time Benefits
Quality Measurements

Cost Measurements

Time Measurements

RFx Index

SLA
Extent of BPO

Offshore BPO
Firm Size
Industry

Description
Four item formative index that indicates the extent to which
a firm has received quality benefits from BPO.
Four item formative index that indicates the extent to which
a firm has received cost benefits from BPO.
Four item formative index that indicates the extent to which
a firm has received time benefits from BPO.
Four item formative index that indicates the extent to which
a firm uses quality performance measurements to track the
success of BPO engagements.
Two item formative index that indicates the extent to which
a firm uses cost performance measurements to track the
success of BPO engagements.
Binary variable that indicates whether a firm uses time
performance measurement to track the success of BPO
engagements.
Two item formative index that indicates whether a firm
uses Request for Proposal (RFP) and/or Request for
Information (RFI) prior to establishing relationships with
BPO vendors.
Binary variable that indicates whether a firm uses Service
Level Agreement (SLA) with BPO vendors.
Eleven point formative index indicating the number of
functional areas in which a firm outsources business
processes.
Binary variable that indicates whether the firm conducts
offshore business process outsourcing.
Natural log of annual firm revenue.
Control for industry sectors of finance and services. Base
category is manufacturing firms.

Source
InformationWeek
survey
InformationWeek
survey
InformationWeek
survey
InformationWeek
survey
InformationWeek
survey
InformationWeek
survey
InformationWeek
survey

InformationWeek
survey
InformationWeek
survey
InformationWeek
survey
Compustat, D&B,
annual reports
Compustat, D&B,
annual reports

Table 1. Variable Definition
Empirical Models

Our research framework above describes the relationship between performance measurements, vendor management practices,
and quality, cost and time benefits. We use three-stage least squares (3SLS) to estimate our equations, because three-stage
least squares supports a system of structural equations where some equations contains endogenous variables that are
dependent variables of other equations in the system. As a robustness check, we also computed equation-by-equation
analysis using ordinary least squares (OLS) in which the specification of one equation does not impact the coefficients of
other equations in the system. The OLS estimates are similar in sign, magnitude and significance to the 3SLS estimates,
which provides additional confidence in the 3SLS results.
Because it is possible that quality benefits, cost benefits and time benefits are determined simultaneously, we checked for
endogeneity in our models using the Durbin-Wu-Hausman test and Hausman specification test. The results of these tests do
not indicate endogeneity, and suggest that the OLS estimators are consistent. We also conducted a sensitivity analysis using
ordered probit and found results similar to the OLS results.
RESULTS

Consistent with hypothesis 1a, the use of quality performance measurements for BPO is positively associated with quality
benefits. Hypotheses 1b and 1c are similarly supported, as the use of cost performance measurements for BPO is positively
associated with cost benefits and the use of time performance measurements for BPO is positively associated with time
benefits.
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Hypothesis 2a predicted that the use of SLAs would be positively associated with quality benefits. This hypothesis is not
supported. Hypothesis 2b predicted that the use of RFPs and/or RFIs would be positively associated with cost benefits. This
hypothesis is not supported. Hypothesis 3a predicted a positive association between quality benefits from BPO and cost
benefits. This hypothesis is supported. Hypothesis 3b predicted a positive association between quality benefits from BPO
and time benefits. This hypothesis is supported.
The results for control variables also provide useful insights. Offshore BPO is positively associated with quality benefits at a
moderate level of statistical significance. This suggests that some of the quality initiatives being implemented at offshore
outsourcing providers are translating into higher quality business processes for clients. Compared with the manufacturing
industry, the finance and services industries both enjoy higher time benefits from BPO, though the coefficient for services
industries is only moderately statistically significant. These results suggest that information-based industries may be in better
position to leverage BPO for cycle time benefits along with quality and cost benefits.
DISCUSSION AND CONCLUSION

Our goal in this paper is to study the performance implications of onshore and offshore BPO. We developed our theoretical
model by drawing on literature from operations management, performance measurement and vendor management. We
obtained archival data from InformationWeek on BPO operations for 47 firms publicly traded in the U.S. We complemented
the BPO operations data with revenue and industry information from Compustat, Dun & Bradstreet and annual reports.
Findings

Consistent with our expectations, we find that quality benefits from BPO lead to cost and time benefits. Similar to the
manufacturing and software development contexts, the upfront quality of business processes prevents rework and waste,
which saves cost and time. Outsourcing vendors are able to provide quality BPO services through the training and
development of their personnel and through the consistent application of process methodologies. As vendor personnel are
properly trained and apply the methodologies, and as they gain experience on various engagements, they can make
continuous improvements to business processes that will result in further cost and time benefits. By outsourcing the
administration of non-core processes, the firm’s management can also refocus its time to resolve more core and critical
business issues that may result in still further cost and time improvements.
We also find that a firm’s performance measurement focus and strategy dictates whether the firm achieves quality, cost
and/or time benefits, consistent with previous operations management literature. The performance measurements selected by
a firm indicate the firm’s strategic and management focus. By complementing their strategic focus with the appropriate
measurement capabilities and information systems, firms can track progress, identify shortcomings, and take corrective
actions to ensure that their strategic objectives (quality, cost and/or time) are achieved.
Contrary to our expectations, we did not find a statistically significant relationship of RFPs and/or RFIs with cost benefits, or
between SLAs and quality benefits. For the firms in our study, 83% of the firms used an RFP or RFI, and 90% of the firms
used an SLA. Because such a high proportion of firms in our survey carried out these practices, there may not be enough
variability in our data to identify whether these practices are important for BPO benefits.
For our control variables, one interesting finding is that while the extent of BPO is positively associated with quality benefits,
it is negatively associated with time benefits. As a firm conducts BPO in a larger number of functional areas, the firm can
access the expertise of vendors to achieve greater quality benefits across the functional areas. However, these quality
benefits may come at the price of coordination complexity across multiple BPO vendors, which can impact the time
dimension of firm operations. Firms must consider this potential tradeoff as they evaluate the extent to which they will
conduct BPO across multiple functional areas.
Another secondary finding was that compared with the manufacturing industry, the finance and services industries both
receive higher time benefits from BPO. Because the products for these firms are based on information goods, while the
products for manufacturing firms are based on physical goods, this result suggests that information-based industries may be
in better position to leverage BPO for time benefits along with quality and cost benefits. This finding is consistent with the
observation that large financial services organizations were among the first to engage in large-scale offshore initiatives.
While the coefficient for offshore BPO was positive in the quality and cost equations, this variable was not statistically
significant in any of the performance outcome equations. The investigation of potential differences between onshore and
offshore BPO is one area for future research. Other areas for future research are discussed below.
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Limitations

There are three primary limitations to this study, all associated with the data used for analysis. First, the quality, cost and
time benefits used as dependent variables are all perceptual in nature, rather than formal quantitative measures based on
organizational records. For future research, it would be useful to have quantitative data on benefits that are achieved from
BPO. Quantitative data would enable further testing on the relationships between quality, cost and time in BPO, to provide
an understanding of the magnitude of these relationships. Second, the vendor and BPO practices such as RFP/RFI, SLA, and
offshore are indicated once for each firm, rather than being indicated on an engagement-by-engagement basis. In fact, firms
may or may not deploy these practices consistently across all BPO engagements. It would be useful to have more detailed
data on the practices for each specific BPO engagement, to understand whether these practices may lead to different quality,
cost and time benefits across different BPO engagements within the same firm.
Third, while the control variable Extent of BPO addressed the number of functional areas, our data did not cover the degree
of outsourcing within each functional area. For example, the HR functional area covers many processes, including recruiting,
training, payroll and benefits. Our measure did not indicate which processes within HR were outsourced, and the degree to
which each process was outsourced. There may in fact be differences in performance outcomes between outsourcing an
entire process and outsourcing part of a process.
Implications and Future Research

This study makes two primary contributions. First, we integrate literature from operations management, performance
measurement and vendor management to develop a conceptual model for quality, cost and time benefits from BPO. We test
the conceptual model using data from a cross-section of publicly traded firms, and show that the relationships between
quality, cost and time from the manufacturing and software development contexts also apply in the BPO context. Second,
this paper extends the emerging literature on BPO. While recent research has investigated BPO benefits from the analytical
and case-based perspectives, our empirical research investigates actual benefits across a broader range of firms, leading to
greater generalizability of findings.
Our findings have at least two implications for managers. First, while previous research suggests that firms outsource with a
primary focus on cost (Lacity and Hirschheim, 1994; Loh and Venkatraman, 1992), our findings suggest that managers
should focus on quality first, and that quality benefits will lead to subsequent cost and time benefits. Second, our findings
suggest that performance measurement is an integral component of success in outsourcing. Firms must understand the BPO
benefits that are crucial to their business strategies, and must accurately measure these benefits in monitoring their
outsourcing engagements. This is contrary to a frequent management tendency to “abdicate responsibility” once a process is
outsourced to a vendor (Perkins, 2006).
There are several opportunities to extend this work. First, as described above, there is a need to study performance outcomes
of BPO using quantitative measures of actual benefits. This would provide more insights on the magnitude of the
relationships between quality, cost and time. Second, also as described above, there is a need to study performance outcomes
of BPO using more specific information on the nature of each engagement. This would provide more insights on the specific
mechanisms with which firms can structure each BPO engagement for maximum benefits. Third, because innovation may
also be a performance outcome of offshore BPO (Prahalad and Krishnan, 2008), there is a need to study additional
performance outcomes beyond the traditional outcomes of quality and cost.
To conclude, this paper empirically tests the relationship of performance measurement and vendor management practices
with quality, cost and time performance benefits from BPO. We find that a firm’s performance measurement focus and
strategy dictates whether the firm achieves quality, cost and/or time benefits, and that quality benefits from BPO lead to cost
and time benefits. These results suggest that firms should place a strong focus on quality when evaluating processes and
vendors for BPO, and that firms should incorporate a robust performance measurement system to ensure that their BPO
objectives are achieved. These findings are important as firms pursue onshore and offshore BPO to leverage global resources
and capabilities in the emerging global services economy.
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