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Background and objectives of this research

Background

As companies determine how to best utilize 
offshore capabilities, they must inevitably 
determine the extent to which they will build 
their own “captive” operations (offshore 
center operated by the company) or contract 
with a third-party supplier of services

This is a multi-faceted decision for which a 
range of factors must be assessed to 
determine which approach provides the 
greatest value. Although both approaches 
utilize lower-cost labor to provide lower 
costs, some other sources of value that can 
be attained are dependent upon which 
model is utilized

Key objectives

Provide a brief overview of the types of value 
a company may attain from offshoring efforts

Provide a rigorous framework and analysis to 
compare captive and third party models on 
Total Cost of Ownership (TCO), highlighting 
that the cost differences go beyond 
“economies of scale” and “focus”

Provide insight into the drivers of cost 
differences between captives and third-parties

This research will be most useful to executives looking for the following:
A holistic perspective on the types of value offshoring can provide – cost, business, and strategic
An evaluation of sourcing models in terms of near term cost savings and long term value creation
A comparative assessment of key cost drivers for captives vis-à-vis third parties 
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Scope of the research

The scope of analysis includes the following:

A description of the types of value offshoring can provide
One-time reduction in TCO
Other types of value – Ongoing cost reductions in TCO, Business impact, Strategic impact

A detailed analysis of the TCO for third-party and captive offshore solutions
This includes base costs, transition costs, third-party SG&A1 costs, and third-party margins 
Additionally, the analysis assesses the differences for transaction-based and expertise-based processes
The TCO analysis assumes that the offshored services are:
— Back-office processes delivered from Bangalore, India
— Provided by a sophisticated captive or third-party that has invested in process improvement 

capabilities and attained a meaningful scale
— Pursued by a buyer that has a mature, long-term perspective of offshoring and has invested 

substantially in building appropriate capabilities required to manage the relationship

A high-level analysis of other types of value delivered by third-party and captive offshore solutions - includes 
analysis of the various levers/investments that drive higher value and the scenarios under which the captive 
or third-party model can better capture value

The TCO analysis was conducted using a proprietary cost structure model developed by the Everest 
Research Institute. This model uses parameterized inputs to enable accurate comparisons across different 
situations (e.g., delivery models, management structures). The inputs used for this analysis are based upon 
information from the Everest Research Institute’s work with captives and third-parties, plus additional 
interviews to confirm and refine the inputs. The values used reflect the range of operating parameters 
observed in typical delivery situations.

1 Sales, General, and Administrative 
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Offshoring can be utilized to attain numerous types of 
value beyond just cost savings

Three levels of 
value creation

Examples of potential types of value that are commonly 
pursued via offshoring

Access to new markets, e.g.,
Support entry into new geographies
Improved understanding of new cultures to lead adaptation 
and development of products and services

Access to new pools of talent, e.g.,
Enlarge pool of scarce technical skills
Increase pipeline of management talent

Scalability and flexibility of business model

Reengineered processes
Increased efficiency/automation
Greater use of standards

Support variations in demand

Ongoing reductions in TCO
One-time reduction in TCO

Strategic impact

Business impact

Cost impact

Source: Everest Research Institute (2007)
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Total Cost of Ownership is an important factor to 
consider in choosing between a captive or third-party 
offshore operating model

TCO components Definition

TCO reflects an annualized value of all costs incurred in owning and operating an offshore delivery center
Direct costs (labor, facilities, telecommunications, etc.) 
Indirect costs (management overheads, asset replacement, etc.)
Hidden costs (attrition, downtime, etc.)
One-time costs (facility search, knowledge transfer, ramp-up, etc.)

In addition, TCO also reflects incremental costs that buyers will incur in a third-party model (SG&A costs and margins)
However, TCO is not a complete reflection of all the value created through offshoring (business benefits, strategic value, etc.)

For example, TCO does not consider the value of business opportunities (market share increase through faster deployment, 
improved customer satisfaction etc) derived through a reduction in the application development lifecycle

TCO reflects an annualized value of all costs incurred in owning and operating an offshore delivery center
Direct costs (labor, facilities, telecommunications, etc.) 
Indirect costs (management overheads, asset replacement, etc.)
Hidden costs (attrition, downtime, etc.)
One-time costs (facility search, knowledge transfer, ramp-up, etc.)

In addition, TCO also reflects incremental costs that buyers will incur in a third-party model (SG&A costs and margins)
However, TCO is not a complete reflection of all the value created through offshoring (business benefits, strategic value, etc.)

For example, TCO does not consider the value of business opportunities (market share increase through faster deployment, 
improved customer satisfaction etc) derived through a reduction in the application development lifecycle

Base operating costs

Transition costs

SG&A costs

Operating margins

Ongoing costs of operating a representative offshore delivery center 
of a certain size once steady-state has been achieved

Annualized one-time costs involved in shutting down onshore 
operations and bringing the offshore operations to steady-state 

Appropriate allocation of costs involved in acquiring clients and 
managing corporate office administration 

Margins of the third-party over and above the costs incurred to 
support delivery and acquire customers

Total cost to the buyer of offshore servicesTCO

Common to captive and third-party

Unique to third-party
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Our TCO analysis focuses upon how third-parties 
create more leverage from operations to offset their 
SG&A costs and margins

Common to captive and third-party
Unique to third-party

Analysis focus and approachAnalysis focus and approach

The TCO analysis was conducted using Everest 
Research Institute’s proprietary cost model
This model captures the financial impact of key 
levers affecting TCO (e.g., resource costs, 
management structures, attrition, travel and 
entertainment policy, transition time)
The TCO analysis provide insight upon:

How and by how much do third-parties “pull”
these levers advantageously relative to 
captives
The extent of cost advantage that they can 
reap, if any 

The insights of the TCO analysis have been 
validated with internal and external experts
However, the outcomes do not apply universally 
to all captives and third-parties. The answer, in 
many cases, will depend on other parameters 
(scope of services offshored, scale of the 
captive, approach to process transformation, 
third-parties’ ability to drive further labor 
arbitrage or scale, etc.) 

The TCO analysis was conducted using Everest 
Research Institute’s proprietary cost model
This model captures the financial impact of key 
levers affecting TCO (e.g., resource costs, 
management structures, attrition, travel and 
entertainment policy, transition time)
The TCO analysis provide insight upon:

How and by how much do third-parties “pull”
these levers advantageously relative to 
captives
The extent of cost advantage that they can 
reap, if any 

The insights of the TCO analysis have been 
validated with internal and external experts
However, the outcomes do not apply universally 
to all captives and third-parties. The answer, in 
many cases, will depend on other parameters 
(scope of services offshored, scale of the 
captive, approach to process transformation, 
third-parties’ ability to drive further labor 
arbitrage or scale, etc.) 

TCO of captive centers TCO of third-parties

Base operating 
costs

Transition costs

Base operating 
costs

SG&A costs

?Transition costs Operating margins
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Third-parties create operating cost advantages through better 
leverage of scale, leaner operating environments, and tighter 
overhead management

1

Percentage of base operating cost difference explained by key levers1

Third-parties locate 
centers in cheaper, 
suburban areas
Captives have 
higher requirements 
for soft skills and 
pay a salary 
premium

Geographically diversified work mix, 
one-to-many leverage, etc. helps third-
parties operate under multiple shifts and 
work with wider spans of control 

Third-parties follow more frugal 
employee space policies and 
invest less in décor, fixtures, etc.

Key 
components

Phases

Space allocation, 
investments in 
furniture and 
fixtures, etc.

Input cost Resource 
utilization

Asset 
management

Overhead 
management

Total

Seat utilization, 
attrition rate, 
ramp-up time for 
new hires, etc.

Support/general/expat 
staff – pyramid, salaries, 
travel and entertainment 
costs, training costs, etc.

14-16%

3-5%
3-5%

20-24%

40-50%

TRANSACTION-BASED PROCESSES

Key impact lever

Marginal impact lever

Captives invest substantially more to create a 
global corporate culture (invest more in training 
programs, more travel requirements, more liberal 
travel and entertainment policies, etc.)

Some of the 
additional 
operating costs 
that captives 
incur can help 
drive better 
integration with 
the parent and 
can be key to 
driving business 
value from 
offshoring2

Some of the 
additional 
operating costs 
that captives 
incur can help 
drive better 
integration with 
the parent and 
can be key to 
driving business 
value from 
offshoring2

Salaries, rent, 
bandwidth, 
training, etc.

1 Refer to page 54-57 of full report for a more detailed analysis of base operating cost differences
2 Refer to page 41-42 of full report for details

Source: Everest Research Institute analysis
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Illustrative analyses in this report (page 1 of 2)

SAMPLE

Comparison of third-party to captive TCO
Percent difference of captives over third-parties

Comparison of third-party to captive base operating costs
US$/FTE/annum

Key levers of base operating cost difference
Percentage

Comparison of third-party to captive transition costs
US$/FTE



10
Copyright © 2007, Everest Global, Inc.

ERI-2007-2-PD-0204

Illustrative analyses in this report (page 2 of 2)

SAMPLE

Sensitivity analysis for transaction based processes Key components of 
transition

Key factors driving ongoing cost reduction Case examples of higher value-add delivered by captives
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Get the answers today that lead to tomorrow’s 
success
Everest Research Institute has the resources, experience, and capabilities to provide 
companies with the strategic intelligence, analysis, and insight that are crucial to 
making the right decisions in today’s outsourcing marketplace. 

With the vision of our leadership team, the personal commitment, and indeed, the 
passion of our professionals to deliver real value to our clients, our organization is 
unsurpassed in its ability to guide your company’s future success.
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