
 

 

  

Pablo Villa Sánchez 
 
 

 

Hidden Costs in Offshoring 
 Theoretical Analysis and Classification 

 



1 
 

  



2 
 

ABSTRAKT 

 

De extra kostnader som följer av offshoringprocesser är ett ämne vars relevans att 

studera ökar. På grund av att processen innehåller dolda utgifter, därav benämningen dolda 

kostnader (hidden costs), blir det svårt att predicera den verkliga kostnaden vilket kan ses 

som en av anledningarna till den ökande reshoringtrenden. I detta projektarbete har dessa 

dolda kostnader (hidden costs) analyserats med syfte att tydliggöra kunskapen som finns 

om dem. Analysen har genomförts genom att initialt dela upp de dolda kostnaderna i tre 

olika nivåer: orsaker av de dolda kostnaderna, processer som berörs av offshoring och 

slutligen inverkan på den operativa prestandan (operational performance). För var och en 

av ovan nämnda nivåer har rapporten genererat i förslag på kategorier med syfte att täcka 

in samtliga kostnader och relatera dem till ett teoretiskt ramverk för att främja analysen. 

Kategorier kopplade till orsaker av de dolda kostnaderna är språk, kulturella skillnader, 

medarbetares kompetens, geografisk distans, tidskillnader, nivå på teknologi och 

kompetensöverföring. På processnivå innefattas kategorierna koordinering, kontroll, 

specifikation och design, tillverkning av produkt och leverans, innovation och 

kunskapsöverföring. På prestandanivå återfinns kvalité, pålitlighet, snabbhet, flexibilitet och 

kostnad. Projektets tillvägagångssätt innebär att de samband som existerar mellan olika 

nivåer synliggörs, vilket är nödvändigt för att bedöma vilka faktorer som påverkar vilka 

processer och följaktligen vilka processer som har störst inverkan på vilka dimensioner 

kopplade till operativ prestanda (operational performance). Klassifieringen förväntas belysa 

temat dolda kostnader och även vara till hjälp i processen att identifiera och blottlägga 

dem. 

 

  



3 
 

ABSTRACT 

 

The extra costs in offshoring processes are an increasingly present study element. 

Because of their condition of being hidden, reason for their name (hidden cost), the actual 

cost prediction becomes a complicated task and one of the causes of the growing reshoring 

trend. Throughout this project, these hidden costs have been analysed with the aim of 

clarifying the knowledge we have of them. This has been made by the dissection of the 

hidden costs, dividing them into three levels: causes of the hidden costs, processes affected 

in offshoring, and finally, the impact on operational performance. Inside each level, several 

categories are proposed in the report in order to cover all the costs including them in a 

theoretical framework that helps its analysis. These categories are language, cultural 

differences, employee skills, geographic distance, time difference, level of technology and 

knowledge transfer, in the causes level; coordination, control, specification and design, 

product manufacture / service delivery, innovation and knowledge transfer, in the 

processes level; and quality, dependability, speed, flexibility and cost, in the performance 

level. Then the existing links found between the different levels is exposed, in order to 

assess which factors affect more which processes, and then which processes have a greater 

impact on which performance dimensions. With this classification it is expected to bring 

some light to the theme of hidden costs and help in the process of identifying and 

uncovering them. 
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1. INTRODUCTION 

 

Offshoring refers to the process of locating activities and tasks (originally co-located in 

case they existed) across national borders and thus outside of the geographic jurisdiction of 

the company’s headquarters (Olsen, 2006; Gray et al., 2011 Larsen et al., 2012; Ceci and 

Prencipe, 2013; Ellram et al., 2013). Offshoring has been a trend since its beginning in the 

1960s when American companies began to move labour-intensive processes to offshore 

locations (Stringfellow et al., 2008). A lot of attention has been paid to detailing the benefits 

of this process, analysing the cost-savings resulting from some of these moves, and 

searching for new offshoring opportunities for business sectors. However, this trend seems 

to have reversed with the process of reshoring, both partial and full reversal, being a 

relevant practice in a significant number of companies that previously had offshored 

(Fratocchi et al., 2014). This turnaround is also reflected in a change in the focus of study 

where researchers are moving around and has brought to the fore the problem of hidden 

costs: invisible costs that affect the companies’ performance but that for several reasons 

are not taken into account in the previous strategic analyses of the offshoring process. 

Studying these hidden costs, understanding and quantifying them, is certainly a needed 

way of contributing not only to reshoring research, but also offshoring research in general 

(Gray et al., 2013). Until now, research seems to be centred mainly on analysing concrete 

and specific cases of companies or business sectors and the unexpected problems they 

faced. The aim of this project is to collect these particular experiences and try to move from 

uncategorized problems to a clearer view of hidden costs, analysing its causes and effects 

and classifying them in order to provide a clearer overview of this issue. 

 

1.1. Previous Concepts. Offshoring, Reshoring and Hidden Costs. 

 

It is necessary to start the introduction by defining certain concepts that represent the 

starting point of the project. These terms present different definitions in literature and thus 

different approaches. The aim of this point is to define clearly which is the meaning we are 

giving to those concepts in the text, trying to avoid confusion throughout the report.  

The first and most important concept needed to be well described is offshoring. This 

has been defined by different researchers presenting certain differences among them. 

Some of these definitions are exposed in Table 1. The definition we will follow in this report 

is the one exposed at the beginning of the Introduction chapter: The process of locating 

activities and tasks (originally co-located in case they existed) across national borders and 

thus outside of the geographic jurisdiction of the company’s headquarters. This definition is 

the result of a combination of the following definitions found in the literature: 
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Table 1. Definitions of Offshoring in Literature 

Olsen, 2006 
“Offshoring refers to the relocation of jobs and processes to a foreign 
country without distinguishing whether the provider is external or 
affiliated with the firm” 

Manning et al., 2008 

“The process of sourcing any business task, process or function 

supporting domestic and global operations from abroad, in particular 

from lower cost emerging economies” 

Gray et al., 2011 
“The establishment of production in a location outside of the geographic 
jurisdiction of the company headquarters” 

Larsen et al., 2012 

 

“The process of sourcing and coordinating tasks and business activities 

(including production, distribution, and business services, as well as core 

activities as research and development) across national borders” 

Ceci and Prencipe, 

2013 

“An organizational reconfiguration in which originally co-located 

activities are relocated across distances in captive or outsourced 

arrangements, which must subsequently be reintegrated” 

Ellram et al., 2013 
“Offshoring refers to the locating of a manufacturing facility outside of 
the company’s headquarters region” 

 

By “locating” (in contrast to relocating) we try to reflect that offshoring includes not 

only those firms already doing a task, co-located next to the remaining activities, that move 

it outside their country (relocation), but also to the companies that set up abroad a new 

plant or division they didn’t have in their home country before (location). We will refer to 

home country as the country where headquarters is situated while offshoring country to the 

one where new offshored task is located. When alluding to offshoring we will not assume 

the reasons that explain this strategy, nor will we assume the offshoring country is a lower 

cost economy.  

The second term discussed in this chapter is reshoring. This concept is also designated 

as backshoring (Arlbjørn and Mikkelsen, 2014), and is relatively new. Regardless, some 

definitions found in the literature are given in Table 2.  
 

Table 2. Definitions of Reshoring / Backshoring 

Holz, 2009 
“The geographic relocation of a functional, value creating operation 
from a location abroad back to the domestic country of the company” 

Kinkel and Maloca, 

2009 

“Re-concentration of parts of production from own foreign locations as 

well as from foreign suppliers to the domestic production site of the 

company”  

Ellram et al., 2013 “Moving manufacturing back to the country of its parent company” 
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Arlbjørn and 
Mikkelsen, 2014 

“Moving production in the opposite direction of offshoring […] is termed 
as backshoring […]” 

Fratocchi et al., 

2014 

“A voluntary corporate strategy regarding the homecountry’s partial or 

total re-location of (in-sourced or out-sourced) production to serve the 

local, regional or global demands.” 

Ancarani et al., 2015 “Relocating offshore facilities (or supply basins) back to their home 
country” 

 

We could thus define reshoring or backshoring as the process of relocating activities and 

tasks, originally located across national borders (offshored), back to the home country inside 

of the geographic jurisdiction of the company’s headquarters. In this case we emphasise 

“relocating” since reshoring must be preceded by an offshoring location strategy. Following 

the logic applied in the discussion of offshoring, we do not consider the causes for the 

reshoring in its definition as well as we ignore the economic status of both home and 

offshored countries. 

Hidden costs is the last concept that needs an accurate definition before going into 

greater detail. This term has been used in numerous fields which have no relation to 

offshoring and reshoring as it just represents unanticipated expenses, regardless of 

whatever it deals with. Independently of this, we are going to define hidden cost (or 

invisible/unexpected cost) in a particular way relevant to our subject. For this reason, some 

definitions given by offshoring researchers are given in Table 3. As there is not a lot of 

publications treating the hidden costs explicitly and concretely, this concept is less defined 

in the literature and thus we can find fewer accurate definitions.  
 

Table 3. Definitions of Hidden / Invisible Costs in Literature 

Larsen et al., 2012 
“Implementation costs that are not anticipated in the various stages of 

strategic decision making” 

Stringfellow et al., 

2008 

(Invisible Costs) “Hidden communication-related costs associated with the 

use of foreign service providers” 

Deutsch, 2014 
“All of the costs that are not accounted for in the strategic decision-

making” 

 

Examining these three interpretations of the hidden costs we can set the following 

definition: hidden costs are those costs incurred in the implementation of offshoring that 

were not provided in the strategic decision making. It is truly important to stand out the fact 

that hidden costs are unexpected because these were not accounted in the decision making 

prior to offshoring. This is a key because this represents the main problem that follows from 

failure in cost estimation when offshoring and thus a reason of relocating afterwards. 

Within hidden costs we include all those unforeseen costs that occur repeatedly in cases of 

offshoring, regardless of their causes, the reason why there were not envisaged or where 

they are finally incurred. 
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1.2. Problem Identification 

 

The new reshoring trend is due to a combination of different reasons from the rising 

costs of transport or labour to the fast response time and leaner supply chain associated 

with locating manufacturing closer to the end customer/consumer(Ellram et al.,2013) for 

those cases where manufacturing is destined to the home country market. Several authors 

have addressed some of these problems and have tried to analyse them to a greater or 

lesser extent. However, if we attend to the nature of these reasons, we find that in many 

cases it has been related with changes in the market, in labour rights or in consumer 

preferences. Some of these authors try to find which is the new paradigm that leads to a 

new competitive strategy responsible for the return to the home country. Although the 

change in offshoring-to-reshoring tendency is certainly influenced by the alterations 

mentioned and new perspectives, it cannot be just simplified to these reasons. Rather than 

this, the reshoring phenomenon should be examined as a reversion of a prior offshoring 

decision (Ellram et al., 2013), taking into account not only the new unexpected outside-the-

firm situation but also the possible failures in the offshoring strategy. This does not mean 

that a reshoring strategy couldn’t be a result of a new market situation. We argue that both 

factors are important, on one hand, changes in the exogenous cost drivers in the two 

locations and on the other, changes in the measurement of the true total cost of offshoring 

because of hidden costs (Gray et al., 2013). 

In this sense it is especially revealing a survey made by the Offshoring Research 

Network, a network of scholars and organizations based in the United States, Europe, and 

Australia that study the emergence of trends in services offshoring (Larsen et al., 2012). 

One of the issues discussed in this survey is the difference between estimated costs (prior 

to offshoring) and real costs (after offshoring). The following analysis of the survey is 

obtained from the article “Uncovering the Hidden Costs of Offshoring: The Interplay of 

Complexity, Organizational Design, and Experience” (Larsen et al., 2012). As a result of their 

analysis, 48 percent of the firms participating in the survey present cost-estimation errors 

(higher real costs than expected). 27 percent of the 531 companies, achieved less cost 

savings than expected, due to cost estimation errors, but not by more than 10 percent 

while in 21 percent of the cases, achieved savings are more than 10 percent lower than 

expected (Larsen et al., 2012). This means that in half of the cases, they failed estimating 

the costs being this deviation higher than 10 percent for almost a quarter of all firms 

reviewed. This contrast with the fact that 52 percent of the firms do not find this problem in 

significant level. Although this survey is done considering a very particular sample (just 

service offshoring and sample size of 531 companies) and mixing in-house offshoring with 

outsourcing offshoring, we can still conclude two things:  
 

 Cost estimation errors (and thus, hidden costs) are relevant as it this problem 

appears in a significant number of cases 

 

 Cost estimation errors vary greatly from one company to another 
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These two statements lead us to one main conclusion: hidden costs are not only 

relevant in terms of performance (and thus in the explanation of the reshoring 

phenomenon) but they are also hard to identify, as they are not a constant pattern present 

on every offshoring firms. 

 

1.3. Objective 
 

As remarked in the previous point, these hidden costs are relevant and hard to 

measure. In defining offshoring strategies, firms do not take under consideration many of 

these costs because of their “hidden nature”. This can induce to performance problems and 

errors and definitely lead to an incorrect strategic analysis conclusion. The objective of this 

report is to identify the unseen problems in offshoring, to detect their origin and to find 

their effect. This goal could be summarized in the following two research questions:  
 

 Which different hidden costs do offshoring firms face? 
 

  How can we categorize these costs considering their causes, problems and 

effects? 
 

The final aim is to map these hidden costs in order to: 
 

 Have a clear overview of all of them  
 

 Help in the process of estimating these “unexpected” costs before offshoring 
 

If we can uncover these invisible costs and analyse them in these terms, firms could 

identify which of these are more likely to be found in the offshoring process and later 

performance, being able to consider them in their previous strategic analysis. 

 

1.4. Delimitations 

 

In the definition of offshoring provided in chapter 1.1. it is not defined anything 

regarding the ownership of whatever it is offshored. This means that both offshore 

outsourcing and in-house offshoring are contemplated within the general concept of 

offshoring (Olsen, 2006; Ceci and Prencipe, 2013) and reshoring (Fratocchi et al., 2014). In 

this sense, Table 4 shows a common classification when discussing offshoring.  
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Table 4. Offshoring and Outsourcing. Classification. 

  LOCATION 

  
Home Country Foreign Country 

OWNERSHIP 

Outsourced 
Domestic 

Outsourcing 
Offshore 

Outsourcing 

Company 
Domestic in-house 

plant 
Offshore in-house 

 

The field of study of this report is limited to the highlighted region in Figure 4, excluding 

the cases where the location is within the boundaries of the home country (this is outside 

the topic of offshoring), as well as offshore outsourcing. The exclusion of offshore 

outsourcing from the field of study does not imply that the analysis of the hidden costs in 

this study is not applicable in such a case. Many of the costs that will be studied may also be 

significant when outsourcing in a foreign country but this does not mean that the situation 

is the same. Firstly, not all those unpredictable costs will be the same in both cases, and 

secondly, there are other categories of invisible costs more related to outsourcing that are 

not relevant in in-house offshoring as some contract extra costs, holdup problems related 

costs (Besanko et al., 2012), etc.  

From here on, when we use the term offshoring, we will be referring exclusively to in-

house offshoring (albeit applicable in offshore outsourcing). 

 

1.5. Project Structure and Methodology 
 

The aim of this project is to map the hidden costs of offshoring in three levels. Those 

three levels are their causes, the processes affected and finally the effect on operational 

performance. The intention of this is to make it easier to identify those unexpected costs by 

analysing the mentioned stages for the offshoring firm: analysing the new problematic 

factors due to offshoring (causes), the processes that could be affected by those factors 

(processes) and the effect these could have on the company’s performance (operational 

performance). 

In order to do this, the first step will be the exposition of the three levels we are using 

to dissect the hidden costs (chapter 2). These three levels will be explained individually to 

evict confusion and make clear each category for the further classification. The following 

parts (sections 2.1, 2.2 and 2.3) include the analysis in detail of those three levels. Then, it is 

exposed the different factors, processes or operational performance levels related to 

offshoring and based on the literature research made. This information will be obtained 

from different articles, both theoretical ones and real cases of enterprises. From the 



7 
 

different research or cases studied we will try to detect those hidden costs and divide them 

into the three scales mentioned.  

Once done this, the following chapter (chapter 3) will present the classification process, 

based on the information explained in the previous section. We will not only present this 

information all together, but also set the links between the three levels; this is: connect the 

factors that cause each process problem with it, and link the process problem to a final 

effect on operational performance at one of its levels (section 3.1). We will then relate our 

findings with the different business sectors in order to see which hidden costs may be more 

predictable for different business categories (section 3.2). This will lead us to the final 

discussion of our findings as well as the conclusions we can subtract from them, presenting 

the relevant consequences for the offshoring strategy analysis.  

The limitations of this report as well as some key ideas for future research will be 

exposed in the final chapter. This is a very meaningful point as research oriented to this is 

relatively new, and the offshoring/reshoring reality has to be investigated a lot more. 
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2. LITERATURE STUDY 

 

The different hidden costs can be dissected into three parts. In this sense, we need to 

clearly define each of these parts in order to facilitate the analysis of each unexpected extra 

cost, making it easier to identify how and where to eliminate the problem that gives rise to 

it, and foreseeing that cost in future strategic decision making processes. The three levels 

and the categories inside each one are my own compilation of the information found in 

literature. 

 

2.1. Causes of the Hidden Costs 

 

We will refer to the causes also with the term factors. With causes/factors we refer to 

the primary source of hidden costs. This is, we refer to those parameters that influence the 

existence of subsequent problems that eventually lead to hidden costs in its resolution 

(costs incurred for solving the problems). Additionally, in order to consider them, these 

factors have to appear as a result of an offshoring process, that is to say, we do not include 

other factors existing prior to offshoring as we only consider hidden costs associated with 

such business process. The following seven factors are the ones that can be found in the 

literature (with different frequency) and represent the main source of new problems in 

offshoring scenarios. The factors or causes considered are the following: 

 

• Language 

• Culture Differences 

• Employee Skills 

• Geographic Distance 

• Time Difference 

• Complexity 

• Level of Technology 

 

As pointed out before, we try to reflect new problems caused because of the nature of 

offshoring. In this sense, when we study employee skills for example, we are exploring the 

effect of a difference in those skills between the situation prior to offshoring and the new 

offshoring reality. Likewise, when complexity is evaluated, it is considered the increase of it 

as a result of the decomposition of operations across distance given an offshoring move. 

I detail now, based on the literature found, the meaning of the different causes: 
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Language 

When one (or more) activities are offshored, it is common that the language in the host 

country is different from the one spoken in the home country. This situation is a source of 

problems related with the offshoring phenomenon. Language differences among various 

parts of the company increases communication problems between them (Stringfellow et 

al., 2008). We refer to this factor as language. The existence of these problems affect 

different processes as communication is a key element in the day-to-day of a firm. The 

language problem has been well studied by several researchers delving into this issue and 

evaluating aspects such as tone, accent (when communication is done at the home 

language) or even its effect on programming languages and codes (Overby, 2003; Matloff, 

2005; Dibbern et al., 2008; Stringfellow et al., 2008). 

 

Cultural Differences 

One of the most important dimensions typically included on the analysis of distance is 

culture. We discuss this separately as cultural differences. In this regard, it is crucial to 

define what we understand as culture as it has no obvious common meaning. With culture, 

we refer to “the shared cognitive approaches to reality that distinguish a given group from 

others”, that reflects in “the full range of learned human behavioural patterns” (Deutsch, 

2014). The existing differences between the culture in the home country, and the one in 

the offshoring location and the problems (hidden costs) motivated by this, are not always as 

predictable as in the case of language differences (Stringfellow et al., 2008). The existence 

of different cultures among the firm’s divisions has an effect on the way they interact, the 

objectives they set as principal and finally, on the firm’s performance. The extent of the 

potential problems arising from these cultural differences depends on the degree of 

difference between the two cultures and especially on those values that could affect their 

tasks (Shenkar, 2001). Values such as the degree of individualism/collectivism, the chain of 

command and power distance, or the time orientation (monochromic/polychromic – 

scheduled and rigid view of time vs unscheduled and adaptive view of time) influence the 

appearance of hidden costs (Stringfellow et al., 2008). 

 

Employee Skills 

One of the differences that firms find when moving manufacturing or IT processes 

abroad, is the distinct abilities of the employees. This is what we call the employee skills 

factor. The skills of employees are a function of different parameters such as educational 

level in the offshoring country or the average employee experience in the tasks offshored 

(Manning et al., 2008). Regarding this last parameter, it is revealing to observe the 

professional experience based on the average age of employees in the case of IT offshoring. 

According to Matloff (2005), “the median age of programmers in India is 25.6.” This affects 

the performance of the offshored division as dependent on the new foreign country staff. 

But moreover, when we consider having a portion of a firm abroad, we have to assume the 

intrinsic interaction needed between the headquarters and the offshored department. This 

means that the “skills differences” relevant to our analysis also include abilities such as 
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communication skills, teamwork capacity, and so on. This may overlap a little bit with the 

cultural differences factor, but still, when discussing those mentioned skills we cannot 

forget these transversal competences, and the way they are presented in the different 

location countries.  

 

Geographic Distance 

Among all the factors exposed, maybe the most intuitive and apparent is the geographic 

distance. When looking for the new characteristics of the offshored situation versus the 

previous home-based structure it is easy to see that distance is a key one, and a possible 

source of problems in several areas as coordination, control or knowledge transfer (Cerci et 

al., 2009). The study of the effect of distance is thus not new. Since Beckerman (Beckerman, 

W., 1956) introduced this concept in 1956 (Deutsch, 2014), many researchers have centred 

their studies in its effect on firms’ operations and performance. In most research papers 

found, they distinguish geographic/spatial distance from what they just call distance (or 

physic distance), as they include several dimensions in distance such as culture, time zones 

or language (Johanson and Wiedersheim-Paul, 1975; Stringfellow et al. 2008; Dow, 2009; 

Cerci et al., 2013). An accurate definition of what we design by geographic distance is given 

by Sarah Deutsch (Deutsch, 2014): “The geographic dimension of distance designates the 

space and time separating the physical locations of organizations, suppliers, partners, and 

clients.” The only distinction between this definition and the one we will use is the that we 

are not considering the time effect in geographical distance as we analyse it separately. This 

is due to the differentiated effect this two factors have on each of the processes.  

 

Time Difference 

Time difference is another important factor affecting the unexpected appearance of 

costs in an offshoring company. Adversely, time difference is one of the reasons given to 

offshoring, as it is a chance of keeping a 24 hours run of a firm’s processes (from actual 

manufacturing or development of an IT project to customer service) and thus allows to 

shorten development times, gaining a competitive advantage over rivals (Matloff, 2005). 

But of course, this sometimes comes at a price: having this time differences (different time 

zones) crossing your operations is a stick in the wheel when connecting both sides. This 

same concept has been described in different ways through articles. For instance, Ceci and 

Prencipe (2013) refer to it as “temporal distance” emphasizing the effect it has on “real-

time problem solving and task synchronization” (Ceci and Prencipe, 2013).  

 

Complexity 

When firms offshore part but not all of their processes, they increase the 

interdependent components of their structure, thus affecting their complexity (Manning et 

al., 2013). With this factor we aim to gather the increase in interdependencies in the 

organization without including any of the other factors. This is, even if a company offshoring 

does not face cultural differences, language issues, employee-skills related problems, or 
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even new limitations due to spatial distance, they have to deal with the separation of 

processes. For example, offshoring customer service increases the complexity of an 

organisation as it forces to create new relationships to face interdependencies between 

new customer service staff and R&D or quality control division. The complexity of the firm 

increases while the different tasks get disperse. As we will detail later, “hidden costs 

increase with configuration complexity” (Manning et al., 2013). Of course, this complexity 

depends also on the product/service provided and the process needed to do so, increasing 

if this is a pooled process and lowering as it gets sequential (Stringfellow et al., 2008).  

 

Level of Technology 

When discussing the distinct level of technology among countries we do not refer just to 

the absence of appropriate technology to develop the tasks offshored in the host country. 

In such cases, it is expected that the firm that applies this strategy had foreseen this 

situation, and therefore we will not be speaking of hidden costs. On the contrary, we 

introduce this factor because of the unforeseen problems that may arise from it as, for 

example, reduced quality, unexpected pollution levels or lower capability of responding to 

demand peaks due to limitations in the machinery. In this regard, it is important to 

understand that the level of technology in the offshoring country at the time the location is 

being made is a key element that will not suffer rapid changes in a short basis as technology 

diffusion is a slow process (Acemoglu and Dell, 2010). The fact that it is slow implies that 

the supply chain, the replacement, the research and development team, etc, have to take 

into account this situation before offshoring. The technology problem has not been treated 

much by researchers. The main focus on technology in this sense is located around the 

ecological problem of producing in countries like China or India. Despite this, we consider it 

in our analysis, as it affects several performance aspects of a firm in an unpredictable way. 

 

2.2. Processes Affected in Offshoring 

 

With processes I intend to encompass those tasks performed in every firm that are 

affected by the factors already detailed. Some of these tasks are longitudinal activities in 

the value chain (design and specification or current manufacturing process) while others 

consist of more transversal processes (coordination or control). But all these activities are 

the ones that, due to the difficulties entailed by offshoring (causes) affect the operational 

performance of the company. The six processes analysed are: 

 

 Coordination 

 Control 

 Design and Specification 

 Product Manufacture / Service Delivery 
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 Innovation  

 Knowledge Transfer 

 

Although these factors are not the only ones affected (there are cases where the 

marketing, for example, may be affected), they are the primary and most significant. These 

processes are the most referenced in the literature (especially the first two and the last 

one) and therefore these are the processes entailing more hidden costs for most companies 

doing the adventure of offshoring (Dibbern et al., 2008). 

Now we will analyse these processes one by one. 

 

Coordination 

Offshoring is a major challenge in terms of coordination. Separating the different 

processes of a company across countries, cultures, etc. entails a necessary difficulty in the 

choral performance of interrelated parts (Ceci and Prencipe, 2013). Coordination can be 

defined as “the organization of the different elements of a complex body or activity so as to 

enable them to work together effectively” (Oxford Dictionaries, 2016). In our particular 

managerial approach of coordination, we refer to the organization of the different elements 

composing the firm’s activities and operations. This needs of correct definition of tasks, 

timing, communication, etc. Some of the hidden costs we are discussing have been related 

to coordination by several authors (Matloff, 2005; Dibbern et al., 2008; Ceci and Prencipe, 

2013). 

 

Control 

As it is with coordination, control is an added difficulty in offshoring situations. Control 

can be defined as the evaluation of actual performance against planned or standard 

objectives including the corrective actions when necessary. An accurate definition of 

Control was made by Henri Fayol in 1947: “Control of an undertaking consists of seeing that 

everything is being carried out in accordance with the plan which has been adopted, the 

orders which have been given, and the principles which have been laid down. Its object is to 

point out mistakes in order that they may be rectified and prevented from recurring” 

(Fayol, 1949). Control management of the firms’ activities offshored is one of the challenges 

faced by firms (Jensen et. Al, 2013) and thus, one of the main sources of hidden costs. 

 

Specification and Design 

By specification and design we include all dimensions of design: design could refer to 

systems, processes, products, services, etc. The specification and design process includes 

from the definition of the model, the changes made to its first version and the final 

realization of them. This means it includes the communication of the requirements to the 
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producer. This process finds several hindrances through the offshoring process (Stringfellow 

et al., 2008; Dibbern et al., 2008; Jensen et al., 2013; Deutsch, 2014) 

 

Product Manufacture / Service Delivery 

With product manufacture / service delivery I am referring to: 

- The actual manufacturing process of a product where all the production stages are 

fulfilled based on the design patterns. We are not considering quality control issues, 

inventory related issues or delivery process, but just the mere process of 

fabrication. 

- The final delivery of a service, regardless whatever needed before or after. For 

example, if we consider customer support service, what we will include in this 

process is the exact period when the service provider and the client are in touch. 

 

Innovation 

Innovation is defined in the Oxford Dictionary as: “Make changes in something 

established, especially by introducing new methods, ideas, or products” (Oxford 

Dictionaries, 2016). If we attend to this definition, we can check how this task can occur at 

different levels: methods, ideas or products. This is the reason why the analysis of potential 

hidden costs arising from problems in innovation require a more complete analysis than the 

one is being made in this report. In this case we will consider both the case of having 

innovation abroad (Lewin et al., 2009) and the situations when having it in the home 

country. 

 

Knowledge Transfer 

This is, together with coordination and control, the most studied process in offshoring. 

Knowledge transfer could be defined as that process of transferring a specific type of 

knowledge from one unit to another unit (Argote and Ingram, 2000; Chen et al., 2013). It is 

not difficult to understand why the factors associated with the distance pose a great 

challenge to the proper management of information flows through the various parts of the 

company (Jensen et al., 2013). 

 

2.3. Operational Performance 
 

In the operational performance level, what we are really evaluating are the five 

operational performance objectives par excellence. These are: 

 

 Quality 

• Dependability 
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• Speed 

• Flexibility 

• Cost 

 

It is important to understand that these five objectives are multidimensional: for 

example, quality consists of several other aspects such as performance, features, reliability 

or technical durability among others (Neely, 2011). We can see the different dimensions of 

each one in Figure 1.  

 

 

 

 

Ç 

 

 

 

 

 

 

 

 

 

With these five objectives we try to reflect the final impact of the problems related with 

the hidden costs in performance. This is, all the causes/factors detailed will affect some 

processes, and these will in turn impact on performance, creating a problem needed to be 

solved. It is important to understand that all these problems reach performance somehow: 

even if a coordination problem is solved before affecting speed or quality, the expenditure 

incurred to solve this problem will affect cost. 

 

Quality 

From the five operational performance objectives quality is probably the most visible, as 

it is finally evaluated by the customers, and thus, it represents much of the image of the 

company. Moreover, quality is one of the most claimed problems in offshoring both in 

services (Matloff, 2005) or in products (Gray et al., 2011). Quality is usually defined in 

literature as the conformance to specification (Slack et al., 2010; Neely, 2011) but as it is 

reflected in the Figure 1, the concept of quality goes beyond that. In fact, quality does not 

Figure 1. Operational Performance Objectives 
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include just the final output but also the operations (Neely, 2011). As often happens when 

categorizing (whether it is causes, processes or performance objectives) there exists some 

overlap between the different categories. In the wide concept of quality, dependability is 

sometimes a key component, especially in services (Garvin, 1987). It is therefore important 

to delimit each of the categories to their own field, so that we cover everything without 

excessive overlap and confusion. In this case, for example, we will not consider timing in 

quality as such, but in their own evaluate degree (dependability). This is particularly 

important in the processes of relating processes with performance objectives so that we 

reach something clear, differentiating those processes (and thus, causes) which most affect 

each performance factor.  

 

Dependability 

“Dependability means doing things in time for customers to receive their goods or 

services exactly when they are needed, or at least when they were promised” (Slack et al., 

2010). This includes all aspects related to the timing in deliver: having the product when 

needed, reducing waiting queues, having availability If we refer to a service, etc. This is to 

say that dependability is the ability to fulfil the schedule (Neely, 2011). Dependability is of 

course affected in offshoring scenarios. The different problems among coordination or the 

time needed to solve other problems impacts on the capacity of having what you sell when 

the consumer expects. This is even more significant when processes abroad are oriented to 

satisfy consumer in the home country. 

 

Speed 

Speed is usually defined in terms of the ability to respond to customer requests rapidly 

(Neely, 2011). This mean that the speed (in performance) is measured in terms of the time 

spent from customer requesting a product to him/her receiving it (Slack et al., 2010). Speed 

can be also analysed internally in terms of the time between production starts and ends. It 

is important to emphasise one thing: although speed (being fast) and dependability (being 

on time) are different, they are similar in terms of which processes impact most on them. 

But this cannot be misread considering them to be the same. While speed is to do things 

quickly and reduce times in the processes (so you can use less time to produce – produce 

more in the same time – spend less time on each client), dependability is, as said, to do 

things in time. Using the example exposed in the book Operation Management (Slack et al., 

2010): in a bus company, dependability is related to having seats available, fulfilling the 

demand with enough shifts and comply with the established schedule at every point; while 

speed deals with reducing the time the customer (traveller in this case) spends since he/she 

gets in the bus till he reaches his/her destination.  
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Flexibility 

Flexibility means being able to make changes in the operations in different ways when 

needed (Neely, 2011). This concept was defined by Slack (Slack, 1987) as a combination of 

two characteristics; range and response, being range the measurement of how the system 

can change if needed, and response, of how quickly is the system able to perform that 

change. Thus, flexibility reflects the firm’s ability to adapt to changes in a good manner. This 

does not only include the changes due to external negative factors; it also represents the 

ability to introduce new products, rise volumes if demand is high, etc. 

 

Cost 

Cost is probably the most extended performance objective (Slack, 2010). The cost 

strategies are studied deeply in order to be able to compete in costs against rivals. In fact, if 

we consider the topic we are analysing, it is indeed directly related to this: hidden costs in 

offshoring. All the four prior operational performance problems found because of 

offshoring (and that were unexpected before) can be translated into economic values. In 

order to solve quality problems, you may have to invest to overcome control problems. If 

flexibility is damaged because of inefficiencies in coordination or because of lack of 

experience of the workforce, money will be spent in coordinating parts and training 

employees. We could use this same logic with all the problems we have already seen. In this 

section though, what we will analyse are those problems in processes that affect price 

directly. This is, all those issues that the firm must solve right away by spending money, 

although in the long term this could be extended to every hidden cost. The aspects we will 

count on cost are those that no matter what, if the firm faces that situation, they will spend 

on it. 
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3. ANALYSIS AND LINKS BETWEEN LEVELS 
 

In this chapter we are discussing the relationship between the three levels in which I 

have dissected the hidden costs. In this process, some of these connections will be based 

on the existing literature while most of them will come from my own contribution. 

The connections between the three levels will be analysed separately in two stages: 

firstly, we will look at the relationship between the first two levels (causes - processes 

affected) and then we will continue with the second and the third scales (processes 

affected - operational performance). The procedure at each stage will consist on the study 

each of the items in the most advanced level. That is, in the case of the first stage, we will 

study the causes that affect coordination, then those affecting control, and so on. Similarly, 

in the second stage we will find out which processes affect product/service quality, then the 

same with speed, dependability, etc. The reason of using these two stages and not 

connecting directly causes and performance, is that the factors that finally impact in the 

firm’s performance do it through one or more processes, and revealing which ones are 

those processes has a great importance when pursuing to foresee these costs. 

 

3.1.  Stage 1. Causes - Processes Affected 

 

Coordination 

 

 Language – Coordination 

The link between languages and coordination is the easiest to justify. One of the key 

components in coordination is communication, and this is mainly based on the language. 

The differences in language create limitations in understanding (Ceci and Prencipe, 2013), 

arise differences in meaning of terms (Dougherty, 1992) or communication breakdowns due 

to accent (Matloff, 2005). 

 

 Cultural Differences – Coordination 

As coordination implies interaction between the different levels of authority in the firm 

(Matloff, 2005), the existent cultural differences has a fundamental impact on it, as on 

culture relies important content on how people relate with each other. 
 

 Employee Skills – Coordination 

The different skills and preparation among the staff that needs to work together across 

distances complicates coordination. It is always easier to work with people with your same 

experience, knowledge and abilities than to co-work with those with different preparations. 

Of course, diversity has advantages, but managing diversity can be costly at first. 
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 Geographic Distance – Coordination 

One of the challenges involved in distributed teams across distance are coordination 

issues as geographic distance affects negatively the frequency and richness of 

communication (Lasser and Heiss, 2005). Additionally, the more distance between plants, 

divisions, etc, makes it harder to coordinate in terms of timing, transportation, alignment of 

goals and in general everything related to complete orders and fulfil the demand. So it is 

clear the relationship between distance and coordination. 

 

 Time Difference – Coordination 

If distance affects the frequency of communication so does it the difference in time 

zones between the two parts of the line. But moreover, the existence of this difference in 

time across parts of the firm precludes the possibility of making changes in a short run, if 

this implies contacting a partner at the other side of the world (Matloff, 2005). 

 

 Complexity – Coordination 

According to several researchers, coordination has two basic approaches: 

decomposability and communication. Decomposability refers to the capacity of separating 

activities to reduce interdependencies between components (Ceci and Prencipe, 2013). The 

decomposition of tasks that manages to reduce interdependencies and facilitates the 

coordination of tasks as it is achieved a better and more concrete definition (delimitation) 

of these is hampered by the offshoring process. This process, by its own nature, 

complicates the relationships between parts and separates them in a way that, in many 

cases, is not optimal, i.e., does not provide the correct decomposability of the firm. Instead 

it creates more interdependencies to face, thus blocking coordination.  

 

The relations existing between the factors and coordination are shown in Figure 2. 

 Figure 2. Causes of Coordination Problems 
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Control 

 

 Language – Control 

The problems related to the use of different languages also brings more reasons to 

increase control. Objective misalignments can appear through previous bad 

communication. But moreover, language differences make control of processes harder and 

costly (Marschan et al., 1997). 

 

 Cultural Differences – Control 

The differences in culture have a different effect on control than on coordination. While 

in coordination I related these differences with difficulty in coordinating, in this case the 

statement is not that cultural differences make control harder. The effect of the cultural 

differences in control is the greatest need for control or the need to search for new ways 

for doing it (Jensen et al., 2013), rather than the difficulty in its realization. Culture defines 

what a person finds correct or desirable. This means that, for instance, an interface for an 

app made by an Indian worker may be well designed for an Indian consumer, but not for an 

American, thus creating the necessity of extra control if the app is thought off for the 

American market.  

 

 Employee Skills – Control 

If we consider the fewer experience problems exposed in Employee Skills in Chapter 2.1. 

and take it back to control we can affirm that the lower experience of a group of staff, the 

more the need of control. So I propose there exists a relationship between this effect and 

the process that concerns us. 

 

 Complexity – Control 

The relationship between an added complexity and the need of more control is pretty 

visible. The higher decomposition (and tougher interdependencies) in the operations the 

greater the need for checkpoints and control, since a more cohesive system induces the 

self-control between the connected and near parts.  
 

 Geographic Distance – Control 

The distance between sections of a firm increases the lack of control and reduces its 

frequency (Deutsch, 2014). It is less possible (or costlier) to keep the same level of control 

made when the processes where gathered in the home country. 

 

 Level of Technology – Control 

The use of an older, more rudimentary or less reliable technology, directly affects the 

control process when checking, for example, that the required quality standards are met. 

Moreover, if the technology is less reliable, there would be more need in control. 
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We can check the links explained in Figure 3. 

 

Specification and Design 

 

 Language – Specification and Design 

The main problems in specification and design caused by language aspects are, as some 

of the problems found around coordination, related to misunderstandings and poor 

communication. The different communication base (language) entails the risk of wrongly 

interpreting design orders sent from headquarters to the manufacturing offshored plant. 

 

 Cultural Differences = Employee Skills – Specification and Design 

The effects of cultural difference and preparation of employees in the country 

offshored is common if we consider those cases where specification and design are moved 

abroad. In such cases, the difference in cultural elements and the subsequent distinct 

training received by the staff may cause trouble when aligning their work with the needs of 

customers from a different culture (Matloff, 2005). The existence of client specific 

knowledge needed for some of these tasks is sometimes a barrier in offshoring (Dibbern, 

2008). 

 

 Geographic Distance + Complexity – Specification and Design 

When developing the specification and design of a product it is necessary in many cases 

to consider the process. In such situations, the remoteness between the designer and the 

 

Figure 3. Causes of Control Problems 
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manufacturer can be a hindrance. In fact, it is the combination of distance and increasing in 

complexity (this happens if design is tied to manufacturing, for example, and they are 

moved apart) what really can impact on performance (Pisano et al., 2012). Moreover, one 

part of the design and specification process is explaining the final results to the responsible 

for the final achieving of those objectives. With distance between these two parts, that 

process is also complicated.  

 

 Level of Technology – Specification and Design 

The lower level of technology may suppose an additional constrain to those designing, 

or an additional cost in importing from the home country the technology necessary to the 

offshored location in order to fulfil the product/service specifications required. 

 

 

Figure 4 shows the relationships between the factors and specification and design. The 

‘+’ symbol represents that the two factors connected through it impact on specification and 

design when combined together while the ‘=’ symbol represents that those factors affect in 

the same way and under the same conditions. 

 

 

 

Product Manufacture / Service Delivery  

 

 Language – Product Manufacture / Service Delivery 

As it happened with cultural differences, language affects primarily in services cases. In 

such cases, there exists a difficulty in common understanding between the customer and 

 

Figure 4. Causes of Specification and Design Problems 
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the provider when there exist accent differences, tones, etc. An example of this is Dell’s 

case: when they moved their support service abroad, many American customers 

complained that it was hard to communicate with the technical support representatives (in 

the offshoring country) due to their poor English skills and scripted responses (Deutsch, 

2014). 

 

 Cultural Differences – Product Manufacture / Service Delivery 

The culture differences have a significant effect in the case of services firms while in the 

case of manufacturing ones, in their production process, it simply does not seem to present 

drawback associated. Though, when discussing the delivery of a service, the interaction 

needed in much (not all) these processes finds difficulty when the cultures are different, as 

the variations in manners together with a worse personal understanding due to those 

differences, can affect negatively the satisfaction of the customer. 

 

 Employee Skills – Product Manufacture / Service Delivery 

The connection between the skills of the workforce and the performance in both 

product and service creation is pretty obvious. A worse preparation can affect the 

manufacture of a product or delivery of a service in many ways (quality, time, etc). One of 

the consequences of the lower employee skills affecting product manufacture / service 

delivery is on increasing quality risk as we will expose later (Gray et al., 2011). 

 

 Time Difference – Product Manufacture / Service Delivery 

Once again, the main effect of time difference can be seen in a service business. If we 

think again in the support service example, it is easy to see how a 7-hour difference 

between places can affect negatively the speed in which the service is given. Although, as 

we mentioned, the time zones hide opportunities, they could also hide extra costs. 
 

 Level of Technology – Product Manufacture / Service Delivery 

The effect a worse technology can induce, affects more to the manufacturing of a 

product. In addition to potential time problems (times above the required) or worse 

qualities, in case of failure of any component, it may be more complicated its replacement 

or its fix in countries with a lower technological level. 
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The factors that cause problems in these processes are exposed in Figure 5. 

 

Innovation 

 

 Language = Cultural Differences = Employee Skills – Innovation 

These three factors are considered together as their effect as well as the situations 

where these have presence are the same. In the case of performing the task of innovation 

in the country of origin (home country), they would not lead, a priori, too many problems 

added in the process, since at most, these problems would be those that would arise by 

processing the innovation and carrying it out from idea to final product (and these are 

considered in design and specification, coordination, knowledge transfer or control). The 

same happens with process innovation, with the added difficulty that innovating in anything 

that involves the offshored new workers has the additional constraint of local culture and 

skills in order to success. Apart from this, the main existence of problems will be related to 

the performance of innovation in the offshoring country if the result from that innovation is 

going to be sold in the home-country. Here, language, culture and employee skills have a lot 

to say, and can be a reason for hidden costs. 
 

 Geographic Distance + Complexity – Innovation 

The distance between the innovation team and production has different impact in the 

innovation process depending on the relationship between this two. This is why we connect 

both the geographic distance and complexity. If innovation is closely tied to innovation 

(process-embedded innovation or process-driven innovation) the effect of having distance 

between them can be huge in terms of hidden costs because of loss of opportunities 

 

Figure 5. Causes of Product Manufacture / Service Delivery Problems 
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(Pisano and Shih, 2012). The effect of distance and complexity appear together as a 

combination of both effects. 
 

 Level of Technology – Innovation 

Innovation has to deal with the technological limitations in the offshoring country, and 

thus, this may suppose a source of extra costs. These can come from the fact of not taking 

advantage of new ideas or from the need of investing more in technology in order to reach 

the innovative objectives. 
 

Figure 6 illustrates the connections between innovation and the factors discussed. The 

symbols represent the same explained in Figure 4. 

 

Knowledge Transfer 

 

 Language – Knowledge Transfer 

All the problems in communications associated with the existence of different 

languages inside the firm’s structure can be applied to the knowledge transfer process. The 

language factor affects negatively the knowledge transfer process slowing it down (Huong, 

2013).  
 

 Cultural Differences – Knowledge Transfer 

One of the most discussed barriers in knowledge transfer for offshoring firms is the 

cultural issue. The greater the gap between cultures (this is, the bigger the absence of 

shared cultural values) the harder it is to transfer, share and exchange knowledge (Chen et  

 

Figure 6. Causes of Innovation Problems 
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al., 2013). In the analysis of an offshoring case moving software projects to India (Dibbern 

et al., 2008) it is patent how the cultural differences among the new staff and the 

headquarters caused a needed increase in the offshore company’s effort for knowledge 

transfer (Deutsch, 2014). 
 

 Employee Skills – Knowledge Transfer 

It is of course easier to communicate with someone with your same preparations and 

specially when the knowledge shared has some technical implications. The “lack of 

equivalence in individual competence and lack of common rules slow down the transfer 

process” (Huong et al., 2013). Another great example of this is the Indian software example 

exposed in the discussion of cultural differences as part of these cultural issues finally 

appear as a difference in skills among workers. Additionally, the absence of specific skills in 

the offshored team may induce the need of more specific knowledge flow in that direction, 

and thus, the need of investing more efforts in this process. 
 

 Geographic Distance = Time Difference – Knowledge Transfer 

Distance is always a bump for knowledge sharing process as it forces to make these 

exchanges in a specific and concrete channels that are not always the best for it. The 

inability to transmit information face to face, increased by time differences, hinder the 

process just as it happens with the rest of detailed factors. 
 

Figure 7 relates causes with knowledge transfer problems. 

  

 

Figure 7. Causes of Knowledge Transfer Problems 
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3.2. Stage 2. Processes Affected – Operational Performance 

 

The various processes and activities developed inside the firms’ operations affect in one 

way or another on all dimensions of performance. It is impossible to pretend that quality is 

not affected by, for example, coordination as almost everything impacts (directly or 

indirectly) on quality (as it does on speed, cost, etc). The aim of the report in this section 

though, is to relate processes and performance concerning the most significant links. This 

means, following the same example, that, although coordination affects indirectly quality, it 

is not the most relevant process affecting it (compared to others such as control or skills of 

employees) and thus we will not consider that connection. 

 

Quality 

 

 Control – Quality  

When it comes to quality, it is inevitable not to think about quality control. Control and 

quality of course well related and thus control problems will impact in quality negatively. 

Several authors have stated that problems in control in offshoring affects quality increasing 

significantly quality risk (Gray et al., 2011). Problems in assessing that everything is being 

made in accordance to the desired objectives result in less quality whether it is a service or 

a physic product. 
 

 Specification and Design – Quality  

As we addressed before, conformance to specification is one of the main dimensions of 

quality (Slack et al., 2010; Neely, 2011), and thus this cannot be separated from 

specification and design. The process of designing is essential and the different problems 

found in design and specification, whether these are in designing on in implementing that 

design, are translated in failing to achieve compliance with the consumer demand or 

expectation. 
 

 Product Manufacture / Service Delivery – Quality 

The production process of both goods and services is a major (if not the main) source of 

quality problems. In this stage of the firm’s operations is where some factors such as 

inexperience of employees (Gray et al., 2011) or lower technological level, most affect 

quality. 
 

 Innovation - Quality 

Innovation is truly important when trying to correct errors in the product or even the 

process. It is also the main source of new quality products that meet customer needs 

without incurring in getting stuck on a lower quality and obsolete product or service. 
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Figure 8 shows the relationships between processes and quality performance. 

 

 

 

Dependability 

 

 Coordination – Dependability 

In order to achieve the desired dependability levels, coordination is crucial. Having a 

correct coordination model is necessary to reach the goals towards this operational 

performance objective (Chen and Ren, 2006). Factors such as complexity or cultural 

differences have a major impact on dependability through coordination problems. The 

more these problems arise, the harder it is to keep to the scheduled.  
 

 Product Manufacture / Service Delivery – Dependability 

The process of producing and giving service can make the consumer wait for whatever 

he is buying more than what he is willing to. Whether it is a product, with slower production 

than expected or unexpected problems that interrupt the production line, or a service, with 

longer time spent on each customer than expected and waiting queues, both suffer from 

bad performance on this process.  
 

These connections are exposed in Figure 9. 

  

Figure 8. Processes that affect Quality 
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Speed 

 

 Coordination – Dependability 

When pursuing to do things fast it is important coordination. Especially when in the 

process from consumer desire to consumer satisfaction are several tasks separated, and the 

output of one of those is the input of another. It is worthless doing one task quickly if time 

is wasted on coordinating the connection between that task and the next step. Thus, 

coordination is extremely important to achieve speed. 
 

 Product Manufacture / Service Delivery – Dependability 

In the same way than before, production or service delivery are key in terms of speed 

achieving. But in this case, more than the unexpected punctual problems, it is the general 

functioning what determines the grade of speed the process can stand (and of course, 

affects the overall speed performance of the firm). 
 

 Knowledge Transfer – Dependability 

Transferring knowledge is a process that needs time investment. Needing to transfer 

more knowledge slows down the operations in the company and the hardest it is to transfer 

it, the more time resource is wasted on this.  

 

Speed is thus affected by those processes as it is shown in Figure 10. 

Figure 9. Processes that affect Dependability 
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Flexibility 

 

 Coordination – Flexibility 

System’s flexibility depends much on the coordination of the different parts and stages 

involved on it. In order to be flexible and able to change operations rapidly, it has to be 

taken under consideration the fact that all parts of the process have to respond at the same 

speed and in a coordinated manner in order to achieve the change effectively. One part of 

flexibility deals with the coordination between operations and supply network (Sushil and 

Chroust, 2015) and although we are not analysing the supply chain, it is important to 

understand how crucial is to coordinate correctly all the stages involved in a firm’s 

operations to reach a flexible system. 
 

 Specification and Design – Flexibility 

The relationship between specification and design comes at two different levels: 

product and process. The first approach relates with the capacity of modifying a product 

quickly if needed in terms of design (Sushil and Chroust, 2015) while the second one refers 

to the ability to change the process. If process and design are closely tied, then the process 

(manufacturing) is inflexible. If not, if the process can deal with whatever designed, then 

the question is if design is flexible enough to be adapted if needed (modularity can be an 

example of how to achieve design flexibility). In this sense, all the problems discussed 

around the specification and design process affect flexibility. 

 

 
 

Figure 10. Processes that affect Speed 
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 Product Manufacture / Service Delivery – Flexibility 

The factors involved in these process (such as employee skills or level of technology) are 

key elements to achieve flexibility. Thus, the mere process of manufacturing or delivering a 

service, and the components of it, limit flexibility (i.e. employees with lower experience are 

probably less quickly in responding to sudden punctual changes). 
 

 Innovation – Flexibility 

Innovation in product, service or processes is crucial to be one step ahead of changes 

and thus be able to respond in a more prepared way. The limitations offshoring brings to 

innovation affect the capacity of the firm to predict changes by innovating, and being the 

reason of the change (instead of the respondent) 
 

 Knowledge Transfer – Flexibility 

Knowledge transfer can also be a constraint in flexibility. Some authors have proved 

that internal and external knowledge transfer can affect the firm’s flexibility in different 

stages of the company as for instance the supply chain (Blome at al., 2014) and this finally 

impacts on overall flexibility. 
 

The processes that affect flexibility can be seen in Figure 11. 

 

 

 

 

Figure 11. Processes that affect Flexibility 
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Cost 

 

 Product Manufacture / Service Delivery – Cost 

Although savings in here (lower labour costs) are one of the main historical reasons for 

offshoring, there are some hidden costs that can appear to fulfil the functioning of the 

process. For instance, if the employees do not have enough specific training to proceed 

with manufacturing or to deliver the service in a correct way, the spent made before 

starting to run everything is inevitable, and it is not always predicted before starting 

offshoring. 
 

 Innovation – Cost 

If innovation is tied to the process, and these two processes are located with distance in 

between, the firm will incur in costs from the very first moment by connecting those two 

divisions. Independently of the problems they found because of that distance, an extra cost 

will exist from the very beginning, and these kind of expenses are not always considered in 

the strategic decision making, thus, hidden (Pisano and Shih, 2012). 
 

 Knowledge Transfer – Cost 

Transferring knowledge is a must do in firms’ processes and even more when offshoring 

is on the stage. Establishing new channels is costly, and even if it is well carried out from the 

starting point, there will exist extra expenses due to this. 
 

The connections detailed are exposed in the following Figure 12. 

 

Figure 12. Processes that affect Cost 
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4. DISCUSSION AND CONCLUSIONS 
 

Throughout this analysis we were able to dissect the hidden costs to those three levels 

so that their identification is simpler. In this sense, it is revealing to see how one same 

factor (i.e. language) can affect several processes, and through them, it can impact on 

several performance dimensions. If we just analysed the factors (and not the processes or 

performance indicators) we would miss the processes where these affect and it would be 

harder to foresee and measure the hidden costs associated. Moreover, if we do not take 

that middle step between causes and performance, solving the hidden problems becomes a 

chimera, as we do not know how exactly the factor affects in the firm’s structure. At the 

same time, if we had only focused on performance we wouldn’t have been able to find the 

real reasons and origins of the quality, dependability, speed, flexibility or cost problems.  

The aim of the project was to identify the so called “hidden” costs. In this sense, the 

analysis and links between those three levels shows a clearer view of them. The hidden cost 

are expenses incurred for solving the problems associated with offshoring, what makes the 

nature of these costs as wide as the nature of the normal expected costs. This is due to the 

fact that the problems found in the different processes vary greatly depending on the exact 

process were it surges and on the factors that cause it. A hidden cost of offshoring could be 

from a monthly and unexpected extra plane ticket for an executive to visit an offshore plant 

(i.e. to solve a coordination problem caused because of the distance and affecting 

dependability) to the cost of designing a new quality control strategy (i.e. to solve a control 

problem due to the skills of the workforce and affecting quality) or extra expenses incurred 

in having a model testing plant in the home country (i.e. to overcome design and 

specification problems originated by the distance and complexity and affecting flexibility 

and quality). This is why the way to identify the costs affecting in each case (or foreseeing 

the possible extra costs before offshoring) and thus being able to put an end to them must 

go through an analysis process analogous to the one made (theoretically) in this report. 

It is important to understand though, that the motivation of this project was helping in 

preventing unexpected costs rather than providing a solution to them. In fact, some of 

these problems are inevitable and have to be resolved spending money anyhow. For 

example, if a part of an IT firm is moved to India, the experience of the new employees is 

going to be lower, no matter what you do; and this situation could be solved maybe by 

training those employees and reducing the impact of their lack of experience. In this sense, 

it is important that those costs that are inevitable but usually hidden, come to light in the 

previous strategic decision making.  

As the main objective of the project was to find this classification, the key conclusion is 

the classification itself. We can see how among the causes of hidden costs described some 

are related to the offshoring country and the offshoring staff (language, cultural 

differences, employee skills or level of technology), others are related to the physic distance 

conditions of offshoring (geographic distance or time difference) and the third group would 

be the one attending the firm’s structure after offshoring (complexity). These three 

different aspects are the new situations due to offshoring: operating on a new country, with 
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new employees, across distance and time barriers and with a new organization of the 

different parts of the company.  

If we now attend to the processes, we can see how some of them are processes that of 

course suppose a major challenge when separating sections of a firm’s operation: 

coordination or knowledge transfer are expected to be a harder task in this situation. 

Others are maybe more avoidable or surmountable on the mid-term: product manufacture 

/ service delivery problems and even control problems are maybe easier to front face 

eliminating the effect of the factors exposed. This difference between the first two 

processes and these last two is because the most relevant factors affecting coordination 

and knowledge transfer are unavoidable while in the case of the last two processes are not 

such. While distance, time difference, cultural differences or language are factors that are 

going to stay through time (their effect can be reduced but those factors will still exist and 

make an impact) others as the level of the technology, the complexity of the organization, 

or the preparation of employees can be better solved (Simplified, the technology can be 

replaced, the organization can be better planed and the staff can be trained). The last two 

processes studied, innovation and specification and design, have a different importance 

regarding the nature of the specification and design, and innovation process: in companies 

where these processes are tied to production / service delivery, the impact is significant. In 

this sense, these problems can be also solved (or reduced) by offshoring together those two 

processes if this is the case.  

Applying the same logic, the company will suffer from performance problems in some 

aspects more than in others over time. Those affected by processes harder to treat (as 

speed or dependability) are more tight in terms of improving while those affected by 

control, manufacture / service delivery problems or employee skills (quality or cost) can be 

better solved. The last operational performance indicator (flexibility) is highly affected by 

innovation and design and specifications, and thus it can be solved if these processes are 

brought back together with production (or an alternative solution as having a model testing 

plant together with these processes).  

Thus, we can see how greatly the hidden costs and the way to deal with them varies 

depending on these three levels. In the same way, in order to predict the extra cost a firm 

can have when offshoring, this three-level analysis gives them the chance to identify, 

depending on their structure, the offshoring country and the way they are offshoring (what 

process and the relationship between this process and the rest developed at the home-

country) where they need to focus on to find these costs.  

Finally, this study of the hidden costs of offshoring provides, as proposed, a clearer 

overview of them, and contributes to the uncovering intention that some researchers are 

having these days. The framework and classification developed for the analysis of this 

problem makes hidden costs more visible and predictable. 
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5. REFLECTION AND FUTURE RESEARCH 

 

The classification of the hidden costs of offshoring helps in having a clearer overview of 

them, as it was intended in the beginning of the project. This is important in order to help 

companies include this on their prior analysis before offshoring. In order to have a clearer 

overview, it would be of even more interest the application of this theory to several real 

cases, in order to have examples of how to identify these problems. The analysis of real 

firms would provide a guide of how to identify the costs that can appear in the base of the 

conditions of the offshoring strategy of the firm and also of their own structure. In this 

sense, this would also provide a feedback on the three levels as well as the possibility of 

discovering more factors or processes.  

Another interesting experience would be to measure, through a survey, the relevance 

of each factor, process or operational performance indicator in the different business 

sectors. This could be made by interviewing managers of international offshoring processes. 

This would bring some extra light on the significance of each category defined in the 

classification as well as to corroborate or correct the links made through levels. 

In the analysis made we studied three different levels, but this does not mean these are 

the only levels of interest. Another level that could be included in this analysis could be the 

expense impact level. This would be the level related to how these problems are finally 

translated into costs. The different appearance of extra costs in the offshoring paradigm 

and its relation with the other three levels. This would be the definitive uncover for these 

costs as it would be much easier to identify them (and to solve them) having this extra level. 

For this level though, real cases and access to data would be of need which is always a 

drawback because of its inaccessibility.  

Finally, one last research path that is needed is the deep study of how to avoid or solve 

the problems that motivate the existence of hidden extra costs. As the diversity of problems 

is huge, this approach needs of many particular analyses of cases and situations.  

To sum up, the hidden costs will not be a problem as soon as they are uncovered, and 

all the research approaches in this directions are of need in the future analysis of offshoring 

and reshoring. 
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