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Since 2006, China’s market for the outsourcing of technology services (outsourcing services) has experi-
enced fast growth. Over the past 5 years, both foreign IT service providers and home grown IT and BPO
service providers have established and expanded business operations in China primarily to serve domestic
and East Asian region customers. The Chinese outsourcing services market has now attained such a posi-
tion of importance that its value proposition cannot be ignored by those contemplating global sourcing strat-
egies. This paper provides a perspective on the market dynamics and potential of China’s outsourcing ser-
vices market. Below are some key insights that Avasant’s analysts have observed with respect to China’s
development as a hub for outsourcing services:

. The growth in China’s outsourcing services market has been powered by unique geographic and
political factors. The outsourcing services market has grown 43% over the past 5 years. The Chinese gov-
ernment has been actively involved in the development of the industry to an atypical degree, providing a
myriad of incentives and benefits to local and foreign companies to invest in China. In addition, China’s
presence as a regional power with the ability to provide specialized support to the diverse markets of the
Asia-Pacific region has also spurred the growth of the outsourcing services industry.

. China will continue to play a leading role in the Asia-Pacific region as an offshoring center as well
as a strategic location for Asia-Pacific based multi-national corporations (MNCs).

. Vast differences in economic development, culture and labor skill-sets have provided outsourcing
cities with their own specialized competencies (e.g. Dalian with Eastern Asia Language support, and
Shanghai with back office for Financial Services.)

. Companies interested in establishing a presence in China will need to employ a structured ap-
proach in order to select the right city/industry park in China to meet business objectives.
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China Outsourcing Market-Growth and
Challenges

e Active Government Involvement

In 2006, the Chinese government launched the “Thousand-Hundred-Ten” project, to give a boost to
China’s outsourcing services market. The stated objective of the Thousand-Hundred-Ten project was
part of the Government’s 11th Five-Year
Plan (2006 -2010) and entailed the fol-
lowing goals and objectives:

a) Incubate 1,000 China based tech-
nology services outsourcing com-
panies that meet international
standards and are capable of serv-
ing domestic and international mar-
kets;

b) Attract 100 MNCs to outsource IT or
BPO services to China; and

e

Xian
c) Create 10 designated outsourcing
service centers at various locations -

engdu

within China. +

o

Since the adoption of the 2006 Five- Changsha Whan

Year Plan, China has set up 14 base cit-

ies and the government has offered at- Gu::;hou
tractive incentives for overseas service §7
providers and companies to set up op-
erations in these cities. + +

Tier One City Tier Two City

Since 2006, an increasing number of global technology service providers have established operations
in these locations, taking advantage of the generous incentives doled out by Chinese central govern-
ment as well as provincial governments. The service providers have set up operations to serve cus-
tomers in near shore markets like Japan and South Korea as well as the large and growing Chinese
domestic market. Leading MNCs like IBM and Accenture and large Indian outsourcing firms (such as
Infosys, TCS, Genpact, Cognizant and Wipro) have all established operations in China. A number of
China based service providers have also grown rapidly both domestically and internationally, setting
up onshore delivery centers outside of China, to service clients.

Despite growth in providing outsourcing services to the domestic and regional Asian markets, Chi-
nese service providers have had less success with respect to penetrating western markets. These
challenges are primarily rooted in language capability, cultural understanding, the ability to meet
global service delivery standards and the ability to differentiate their services against competition from
established Tier 1 global service providers. The ensuring sections provide an overview of some of
these perceived strengths and weaknesses.
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Market trends and dynamics

By the end of 2010, the number of registered “Service Outsourcing” companies in China had exceed-
ed 10,000. Among them, 3000 companies have engaged in some form of offshore transactions
(Source: Ministry of Industry and Information Technology, China). The industry has employed 2.3
Million workers. 1.65 Million or 71% of the total workforce has at least a college degree or better.
However, the size and maturity of most Chinese service providers, barring a handful, are yet to reach
the global standard required by most discerning buyers of outsourcing services, particularly large
MNCs and public entities around the world.

e Fast Growing Domestic and Offshore Market

According to China’s Ministry of Commerce, the total contract value of executed outsourcing con-
tracts with Chinese based service providers was approximately US $19.8 Billion, a 43.1% increase
from the prior year. The value of offshore contracts in 2010 was estimated at US $ 14.5 Billion, a
43.1% increase from 2009. The sharp increase in offshore business is tied to China’s unique linguis-
tic and demographic advantages in supporting East and Southeast Asia. For example, China has
leveraged the unique demographic make-up of Dalian (e.g. 500,000 Ethnic Korean residents in Liao-
ning Province, and a long history of Japanese companies tapping Japanese-speaking Chinese as re-
sources since the late 1980s) to make it one of the premier offshore service provider destinations for
large Japanese and Korean companies, including those that appear on the Fortune 500 or Fortune
1000 lists. A number of leading global service providers such as IBM, Genpact and Accenture have
established global delivery centers in Dalian and have developed mature service delivery model and
capabilities to cater to the demands of East Asia’s major companies.

China’s growth in providing outsourcing services to its domestic market is based on increasing de-
mand from large, state-owned enterprises (banks, telecom, public sector) and Chinese subsidiaries
and affiliates of global MNCs. Additionally, more public sector entities are relying on Chinese based
third party service providers to perform back office functions and services, which has also contributed
to industry growth.

China Outsourcing Market Mix 2010
US $ (Billion)

M 2010 Total Executed Offshore Contract Value (S 14.5 B)
M 2010 Total Executed Domestic Contract Value (S 5.3 B)
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Though China’s market for outsourcing services has grown rapidly, it is still somewhat dwarfed by In-
dia. The total India outsourcing market amounts to approximately US $76 Billion (almost 4 times
greater than China’s current market value). India’s domestic market for services is approximately
US$ 16 Billion, which aligns well with China’s current performance. However, India’s dominance re-
mains in the export market for services, which are approximately US $60 billion, and reflect India’s
premier market position as a global destination for IT outsourcing service providers.

India Outsourcing Market Mix 2010
US $ (Billion)

m 2010 Total Executed Offshore Contract Value (S 60 B)
W 2010 Total Executed Domestic Contract Value ($ 16 B)

e Strong Government Support

Since 2006, under a general guideline from China’s Central Government, different outsourcing base
cities have provided various incentives and direct investment into infrastructure development to at-
tract overseas investors as well as promote the outsourcing services Industry. These incentives
range from tax incentives and financial subsidies to human resources development subsidies and
business facilitation incentives. China’s program of incentives and direct investments is seen as the
best practice for other emerging countries to emulate. Moreover, the Chinese government has be-
come viewed by foreign companies as more responsive to intellectual property enforcement con-
cerns, and that has lowered a commonly perceived risk to foreign companies of doing business in
China. An overview of government support initiatives is provided below.
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» Use special funds for training
business professionals

= Build up public information platform  /
for China's service outsourcing with |

special funds

+ Use the China Foreign Trade
Development Fund to support
intellectual property protection

+ China Service Outsourcing
Information System has started
construction, business and industry
news will be updated |

» Build industry brand to form a state- |
industry-enterprise 3-level service
outsourcing brand system

Some examples of key incentives offered by the Chinese government across all outsourcing cities include

the following:

Incentive

Category
Incentive poli- | e
cy Objective

* Tax relief

= Financial subsidies

= Investment and financing support
* Housing support

\\ / = Encourage SMEs to expand the
. SRR international market
. Sp}actal Credit Insurance = Support service outsourcing
Financial Funds Services enterprises to obtain international
Support = T I‘. ; certification
. = /= support the economy and credit
\\\ \- . _// S services
e Policy S
| Support
s \ System ¢ T
X A )
/\ o \; T e = IPR protection network project
" / i = Service Park had signed cooperation
AR AL reements with intellectual
Brand Building Information a8 i i
\ Security property rights protection
; / i - ‘-\. Mrolection : department
N, y b
A . L N
Training + Become 3 "College-Training Institution-

Enterprise”, achieving high quality and an

\ / efficient service to supply talent

f « Cities have increased the intensity of training
service outsourcing talents

Key Incentives

Special-purpose funds available for the construction of public in-
formation platforms, the development of HR, and the improvement
of infrastructure and investment environments.

Corporate Tax | e
Incentive

Foreign invested technology companies may be exempt from cor-
porate income tax from the year it becomes profitable, for a period
of two years.

Foreign Invested Companies in the relevant industry and located
in the Middle and Western part of China may pay a reduced in-
come tax rate of 15% (VS 25% for normal companies)

The actual salary and training costs of software companies are
allowed to be deducted from income taxes

5 year depreciation period for electronic equipment VS 10 years
for other equipment

Foreign Invested Companies that reinvest profits and has operat-
ed =for less than 5 years are entitled to 40% of the paid tax
amount over its reinvestment amount.

Other Tax In- °
centive

Foreign Invested Project, Government funded projects and UN
funded projects are exempt from Custom Tax and Value Added
Tax for self-use equipment

Foreign Invested Companies that are in the targeted industry, for-
eign invested R&D centers and other advanced technology com-
panies are exempt from Custom Tax and Value Added tax for self-
use equipment which cannot be supplied in China

17% VAT for software products, and actual levied portion over 3%
will be refunded

In addition, different outsourcing cities and/or Industry Zones also offer their own incentives, for example,
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Below are some key incentives offered by Chengdu:

Ié':tint;ve ‘ Key Incentives offered by Government of Chengdu
___Lategory |

Infrastructure | ¢  An amount of up to 50 million RMB is set aside for outsourcing indus-
try development to build an internet platform with a dedicated over-
seas exit with a bandwidth of 6G.

Economic e An amount of 50 million RMB is set aside for outsourcing industry
Incentives development

e Special funding support for leading enterprises and key projects

e Financial support for IPO and other public fund raising

o Office rental subsidy for software companies

e Preferential land price for companies setting up self-built office

e 70% fee subsidy for CMM certification application

o 1% of total export amount subsidy for IT and BPO companies

e Export oriented software company and BPO companies are entitled

to a subsidy with an amount of 1% of its annual total export, not ex-
ceeding 500,000 RMB

e Companies whose revenues exceed 1 Billion RMB, 3 Billion RMB, 5
Billion RMB are entitled for 100,000 RMB, 300, 000 RMB, 500,000
RMB respectively

Business e Anamount of $70 million is set up for entrepreneurship activities

Incubation

Business e Setup government service centers in the industry park to conduct

Facilitation “One Stop” services with “Zero fee” policy

Human Capi- | ¢  Managerial and technical staff will be awarded bonuses of 20% to

tal Develop- 100% of their personal income tax

ment e Training subsidy for software companies and software talent training
Institutes

Location Differentiation

e Unique Local Capabilities

© Copyright 2011 — All Rights Reserved, Avasant LLC Page 6 of 10



NVASANANT

Significant outsourcing services industry growth has occurred in geographic areas that possess
unique competitive advantages (e.g. Japanese support in Dalian, Financial back office services in
Shanghai). Avasant has conducted an independent study of the key competitive advantages pos-
sessed by each Chinese outsourcing location in order to provide a working guide for potential cus-
tomers who desire to select China as an outsourcing destination. (See Figure Below)

Key ITES/BPO Advantage
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e Service Delivery Cost

Although China has made strides in trying to position itself as a key alternative location to India, it has
faced certain challenges due to higher inflation and a rising local currency against key international
currencies. In addition, China’s relative lack of middle-level management resources has also inflated
the cost of higher-end labor in the Tier One cities.

Attrition is also becoming a challenge for service providers in China as the current educational system
is not able to provide sufficient skilled labor resources to meet the demands of the global ITES/BPO
industry. Nonetheless, China retains some advantages in labor cost differential as there is a large
gap in labor costs between Tier 1 cities on the one hand and Tier 2 & 3 cities on the other. As Tier 2
& Tier 3 cities have continued to be aggressive in attracting investment and have taken advantage of
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Infrastructure Cost by City
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class infrastructure and an improving talent pool, they have become more attractive to global service
providers as a potential destination.

Conclusion

Since 2006, China has undertaken significant efforts to position itself as a major competing location to
India for IT & BPO services. Although these efforts have not yet resulted in significant acceptance of
China as an alternative to India for outsourcing companies, China’s outsourcing market has experi-
enced strong regional growth driven by demand in the domestic market and from near-shore Asian

countries like Japan and South Korea.

Chinese service providers continue to face the challenges of managing language barriers and cultural
gaps to service the demand of western, and these challenges are not likely to be overcome soon. In
addition, to become a credible alternative to India, Chinese service providers will need to enhance
their delivery capabilities and create a brand differentiator to successfully compete against Tier 1 In-
dian and US based service providers. China will continue to thrive on its domestic market and also in
providing off shoring services to Customers in the Asia-Pacific region as well as North American and
European MNCs who need to support an East Asian customer base.

In short, China is becoming a more attractive destination for foreign companies that desire to out-
source IT or BPO services, particularly if the objective is to provide services to an East Asian custom-
er base or East Asian based entities. The main challenge for foreign companies that desire to select
an ‘anchor city’ in China is to develop and implement a robust framework to evaluate the competitive

© Copyright 2011 — All Rights Reserved, Avasant LLC Page 8 of 10



NVASANANT

advantages and market differentiators among the competing industry parks and locations. In addition,
foreign companies will need to navigate the complex cultural and political landscape of China in order
to identify the right fit to meet the strategic objectives and ensure an optimal experience.
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With its global headquarters in Los Angeles, California, Avasant is
a top management consulting, research, and events firm servicing
global clients across the public, private, and non-profit sectors. Our
talented team of consultants, lawyers and technologists average
over 20 years of industry-honed experience and have conducted
1,000+ engagements in over 40 countries worldwide. Avasant
drives customer value through the use of our proprietary consulting
and advisory methods, which have been refined over decades of
‘real-world’ transaction and engagement experience. The combi-
nation of our world-class resources allows Avasant to yield superior
business outcomes in three primary domains: Strategic Sourcing,
Technology Optimization and Globalization Consulting.
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