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The first wave of IT diversifying into Business Process Outsngr@iegan in the late '90s
offering simple back-office services like answering phone cdliga entry and transcribing
medical records,. IT companies grabbed that opportunity and expanded tosd&jpaznt
extensively. Later, during the next wave of BPO services in 2002-03pwuing firms
graduated to more complex transactions such as decision-makingataskgoblem solving,
which included contact center customer service and insurance claims pradessilthg in 2006
to 2007, what we witnessed was tremendouse growth in knowledge intensivesbysocess
outsourcing services or KPOs which has since become the third Wawemnipanies in the
current economic downturn ventured into the KPO business mostly via bato&inorganic

routes.

This paper provides insights into IT services companies expandingh@tdomain of KPO

market poses a threat to the pure KPO players. It startgheitbrigin and evolution of the KPO
market basically when it started and how it evolved overtimeoritinues to list out growth
drivers for the KPO segment and why have they emerged as hioatess for buy outs. Then
it talks about the current scenario along with IT companies expamtmghe KPO segment. It
also talks about the issues and challenges they are fancegksPO and BPO are distinctively
different. While diversifying to BPO was easy, KPO businessompletely different and there

are a lot of intricacies which this paper highlights.

Final the paper suggests strategies for pure KPO playexsrttve and sustain their business
model in the current competitive scenario and threats from theviggyand the blue chip IT

companies.
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During the late 1990s, the success of Information Technology andeBsdProcess Outsourcing
to low-wage countries and the resulting cost savings prompted s to move up the

value chain and outsource higher-end knowledge-based work.
Fig 1: Evolution of Knowledge services (Source wamvggs.com)
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The dotcom bust in 2000 was a turning point for the Indian IT serviegters The sector
witnessed a significant turnaround with large and mid-size compamesging stronger from
the dotcom-induced recession and smaller firms getting wiped.atge IT companies utilized
this opportunity to diversify into BPO services and leveraging adgantages of cheap labour
countries like India, Phillipines etc.

The recent global economic downturn is also having a similarferamational impact, adding
more resilience to the offshoring model. The industry is undergostguctural shift to alleviate
the impact of demand weakness originating from the macroeconoisis in the West by
moving up the value chain and offering low cost high end knowledge semitke form of

Knowledge Process Outsourcing.




Fig 2: Timeline- IT companies diversifying into BRACPO (Source: KPMG)
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Infancy Growth Maturity

According to Evalueserve report entire KPO sector worldwide isegoto increase from a
revenue base of $1.2 billion in 2003-04 to $16.7 billion in 2010-11. Also within Indiagther s
would increase from revenue base of $1.08 billion in 2003-04 to $12 billion in 2010d 1, a
employ approximately 250,000 professionals in 2010-11.

Fig 3: Indian KPO market growth (Source: Evaluesgrv
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While labor cost arbitrage and leverage of the IT skill seengineers and developers led to the
growth in BPO, KPO is set to be driven by factors such agdttreend depth of coverage,
location advantage, domain expertise, sales and marketing capabllite value proposition of

KPO seems to attract buyers:

Cost Arbitrage: Clients save more at the Higher End
Compared to the low end, clients of offshoring services save awdhe high end of the value
chain. Hence, many of the present low-cost destinations will bec@nogical choice for

companies to offshore their high-end processes.

Dearth of Specialized Talent Pool

There is a shortage of trained and specialized professionalshrksawledge-intensive high-
skill sectors globally. Offshoring of high-end services to low-evaguntries is a viable and
lucrative option to tap the existing talent pool in a cost-effective manner.

Maturity of Present Low-end services (BPO)
Evolution of present low-end destintions combined by maturity of the mesesesults in
organizations moving up the value chain to provide knowledge intensive services.

Fig 4: Maturing low end destinations and KPO at caist stage
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Huge potential for SME customers

This sector holds a lot of potential for the Small and medium scaérprises in the long-term
since this enable them to gain access to large and quabiyrcespools quickly at no overhead
costs. Also, it creates the possibility of new business modeddidwing them to vary their cost

base in the face of short-term demand swings.

Shorter time-to-market cycles

With the growing competition which has resulted in shorter torexdrket cycles, customers
have become more and more demanding in terms of quality. Enésriv@ve been made to
adopt business models and systems which provide operational effieiedalso add strategic
value to the products and services. Knowledge intensive services can enaplesestty reduce

the design-to-market lead time.

@) i

3.1 Current Scenario

BPO firm EXL Service bought Inductis in 2006. WNS followed with its buy of Macketarlier
this year. And, now there is talk of Infosys and Wipro eyeing MarketRx. Thasgts-infancy
knowledge process outsourcing (KPO) industry in India is likely to see a bit of chiarms of
M&A activity.

Typically, a third-party IT/ITeS services provider looking to move up theevahain by entering
KPO will find it difficult to build this practice organically. pending upon the time horizon that

a company has to go to market, they choose the inorganic route.

The KPO attraction, for the big companies — be it BPO firmbl @gervices companies — is
because of its higher margins, better positioning in the value chdimarket and an addition to

consulting.
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Table 1: Pure KPOs and IT companys’ diversified PO

Pure KPO

1800

2000

Gurgaon — India
Valparaiso — Chile
Shanghai — China

Pure KPO

2250

2250

Gurgaon, Kolkata,
Hyderabad and
Bangalore — India

IT KPO

430

2004

Bangalore, Pune,
Chennai, Jaipur &
Gurgaon — India
Hangzhou — China
Manila — Philippines
Bangkok — Thailand

BPO KPO

1300

1996

Mumbai, Pune,
Gurgaon,
Coimbatore and
Bangalore — India

IT KPO

500

2005

Chennai, Bangalore
Shanghai — China

Evalueserve is one of the earliest KPO service
providers with considerable skill sets in a variety of
financial services domains. The company
undertakes financial services KPO work in multiple
domains.

Revenue sources: 50% of its revenue comes from
the UK and Europe while 40% comes from the
uU.S.

End-to-end provider of Analytics solutions across
verticals. Genpact Analytics offers KPO work in
multiple domains such as Business Opportunity
Assessment, Customer Acquisition, Customer
Growth and Retention. This is coupled with a Six
Sigma rigor in project execution vision to deliver
Business Impact through insightful analysis.
Revenue sources: 75% of its revenue is generated
in North America, 23% in Europe.

Infosys BPO is the Business Process
Management subsidiary of Infosys. Infosys BPO
was started as the business outsourcing
subsidiary of Infosys Technologies in 2002.
Knowledge services started in 2004 as the KPO
division of Infosys BPO to provide high end
research and analytics services to its clients.
Infosys has recently added Legal Services to their
service portfolio.

WNS Group (includes the recent Marketics
acquisition) is an integrated BPO organization with
a KPO practice that focuses on market research,
financial research and business research. WNS
Group undertakes KPO work in the domains such
as Equity Research and Investment Banking,
Business Intelligence and Research, Retail
Banking and Analytics, Market Research and Data
Analytics.

Revenue sources: 62% of its revenue comes from
the UK and Europe and 37% from the U.S.

HP’s KPO department (HP Decision Support and
Analytics Services) operates as a division
embedded within HP’s BPO activities in India. HP
DSAS undertakes work Retail Banking and
Marketing Analytics, Strategic Business
Intelligence and Financial Management, and
Equity Research.




3.2 Issues and Challenges in diversifying

Economies ofScale of little use:Unlike in back-office processes, such as call centers or
transaction processing, where large-scale operations numbernmgninthousands of people are
the norm, KPO will not command large-scale operations. KPO lhagitefore not be able to
achieve the economies of scale enjoyed by IT or business process outsourcing.

Avalilability of Skills/People(Appendix 2) For KPO, it is not just the availability of skills at the
macro level but the access to differentiated talent that prtant. Additionally, knowledge
process offshoring requires understanding of the client’s indugirgesg and of how the client
works as well as a specialized educational background. Attemptirgjricaw recruits in order

to get them to the desired level is time-consuming, rigorous and expensive.

Domain expertise KPO firms require a lot more domain expertise than BPO fimmgre the
skills can usually be attained in some days or weeks. In facti&R@® area where professionals
continue to learn, just as lawyers and doctors undergo continuous tramilearh new
procedures, treatments and newer interpretations of existing Gammsequently, a good KPO
firm should care more about the depth and quality of knowledge, expe@acthe judgment
skills of its professionals than its size.

Scalability factor of the processAnother dimension of a KPO is the scalability factor of the
process where the method is similar but on domain expertise dupreim placed. R&D
departments of global consulting companies (e.g., BCG) and high-teghnmmpanies (e.g.,
IBM Research) cannot be considered KPO firms and, not surprissgth organizations take
substantial time to reach scale. For examyieKinsey took 75 years to get to 6,000 consultants
and IBM Research took nearly 50 years to reach 3,000 researchers. hastpat pure KPO

firm like Evalueserve may only take ten years to reach 6,000 professionals globally.

High quality need:Processes run within the KPO space require world class starimanaisse
the clients’ stakes are high. Moreover the clients are liteelye doubtful about the quality of
services delivered and these may be difficult to alleviate. KR©Oesses require a high level of
control, confidentiality and enhanced risk management. Lacking any of these dimsensi not
only spoil the KPO services being provided, but may also damadmahe of the KPO service

provider.




3.3 BPO to KPO Transition

While thediversifying into BPO spacsas easyKPO industry is distinct from the BPO industry

with factors clearly separating KPO from BPO. Though the lofeseparation are sometimes

blurred, the difference between KPO and BPO has been clarified in thishesear

Table 2: BPO v/s KPO

Parameter

Primary value
proposition

Staff Skill sets

Billing rates
Process complexity

Process quality
management
techniques

Staff retention policies

Regulatory issues

Scalability driver

Typical resource cost

Control over IP
Common destination(s)

Sample activities

KPO
Generating revenues (bolstering top- line

BPO

Cost arbitrage process improvements
and process efficiency via learning
curve and economies of scale across
one or more clients.

Advanced studies and industry recognizedJndergraduates in commerce and
certifications such as Chartered Financiéihance.

Analyst (CFA),
(CA), Actuarial Studies,
Statistics, Engineering and Master
Business Administration (MBA).

US$10 to US$45 per hr.

High complexity, judgement based work.

Standard project management applicatio
supplemented by in-house modeling and
documentation controls.

 Equity and equity-linked incentives

» Technical excellence and globally
accredited

certifications such as CFA and Fellow of
Institute

of Actuaries

* Lateral movement across various
industry groups

* Professional growth into client
relationship

management path

« Strict conflict-of-interest management
particularly

with respect to insider trading

e Focus on intellectual property (IP)
ownership and

management issues

Staff capabilities and expertise.

US$15,000 to US$40,000 (in India) per
FTE.

Key controls required over IP protection.
India

Chartered Accountant
Master in
of

US$4 to US$15 per hr.

Basic processes involving standard
procedures and templates.

Robust Six Sigma driven quality
techniques with focus on accuracy of
output

Focus is on monetary incentives such as
annual bonuses and increments.
However, some BPOs have started
focusing on advanced education via
MBA programs to retain staff.

* Focus is on Data Protection and
Privacy law issues

relating to customer data

» Compliance requirements such as
SAS 70

Staff numbers, volume and accuracy of
output.

US$4,000 to US$10,000 (In India) per
FTE.

IP is generally not an issue.

India, China, Vietnam, Philippines and
Eastern Europe.

Equity research — initiation of uncoveredrinance and Accounting outsourcing —

stocks and valuation modeling.

accounts
receivables and payables, HR.
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Diversifying to KPO business is a natural progression to BP@cssrconsidering the ageing of

the sector and need for high process services moving up the value chain.

Fig 5: Comparative growth in KPO viz a viz BPO (8m Evalueserve)
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Growth opportunity:Comparative study shows there is a lot of scope in the businesssjoy
huge returns far more than what IT companies derives from thé&d &perations. (CAGR
KPO=45% as compared to BPO=26%)

Clients’ base:IT companies mostly MNCs have a health clientele servinthallmajor clients

across functional domains. Such base can help them get more knowledge intensots. proj

Established playerHave the financial muscle to afford and sustain setting up ti@ i{RBiness

and also strengthening their existing partnerships with the clients.

Demand slump in existing busines®Vith the slowdown in the global economy all the major

clients have resorted to spending cuts leading to contracted IT budgets.

Table 3: Price decline in IT companies

TCS Infosys HCLTech Accenture Capgemini
Expects 2—3% decline in pricing | Expects 6—-7% YoY | Expects pricing | Expects a more | Worst case
with a downside in case the | decline in pricing pressure to | material headwind | situation, as per

macroeconomic

worsens margins and more | America and | start of significant
effect is expected | EMEA seeing | pricing pressures
on offshore than | substantial and a 2%

environment

continue to impact

onsite

in prices with North

pressure

guidance, assumes

sequential decline




5.1 SWOT Analysis

5.2 Strategies for Pure KPO players

1. People Strategies

KPO is an industry marked by high turnovers since there are ample opportianiggperienced
professionals in the field. They move from organizations to orgamigato gain learning and
expertise. Following strategies would be effective to recruit and retairt:ta

People Development & Philosopi¥fOs are professional services knowledge intensive
companies and not white-collar factories. Therefore, people development psocefsster
knowledge and expertise are at the root of successful KPOs. Developing prafksstister and
etter than anyone else will translate directly into productivity, bettditgjusuccess and
retention in the market. Employee care and meritocracy are only a fewigrgeeof such
philosophy.




RecruitmentKPOs require recruitment of the right people and significamdyi building brand
equity in the open market and top B-schools. Successful KPOs cacrt stented people. The
offer acceptance rates are as high as 80% for successfutsplalyge the interview to offers
ratio is around 25:1 (Souce: financialexpress)

Training: The best practices in KPO include huge investment (about 15% of the total meyk ti
in developing skills sets such as, managerial skills, functionas skibss-cultural skills across

different funcional domains within the KPO space.

Competetive salaryOffer competetive salary comparable to the IT backed KPOs and othe
captives which also offer them brand name. To be competetive pureplap€&s need attract

and retain top talent by offering good salaries.

2. Quality Service and Expertise

The aim must be to deliver high quality at often even improvedceelevels. Successful KPOs
guantify quality and take feedback for each project sometimesnall as a few thousand US
dollars for continuous upgradation of their offerings. In-depth expestissquired as well. The
expertise required can be in functional areas (e.g. Businessafeh), industry verticals, or in
geographic knowledge (e.g. understanding mid-sized US companieshbjédcttive is to setup
the brand name and reputation of the company in the field sireca high knowledge field and

clients’ requirements are stringent since the stakes are high.

3. Innovation and Differentiation

There is this unique opportunity to create new markets which KP@rglaéave, since their low
price offerings allow them to offer novel services which aremoth available in high-wage
countries for cost reasons. However, buyers of such innovative sewiltekfferentiate such
KPO players from other KPO companies who offer just cost ageiteend will give pure KPO
players a sustainable place in the world markets. Another negcesgaedient to generate a
sufficient 'pull’ in the market is successful branding to projeet company as reliable and

trustworthy to partner with.




4. Creating Niche

Fig 6: Key Knowledge service verticals (Source: SEH M)

Functional Area:Spectrum of knowledge servic

is vast. KPO work requires significant do

expertise and hence the customer requirem
culture of BPOs and KPOs vary significantly
‘Jack in all Trades' approach is not the way t
a KPO. Therefore, it's important for a pure
player to develop expertise in few areas (
area) and excel in them. This will giv
advantage of hiring people only in the
retaining them by providing focus, knowledg

expertise.

Geography: Pure KPO can create a niche by grabbing a foothold in a udartic
geography/region untapped or with less no. of competitors to gairficagnidomain and area
expertise. Such regions can be indentified as growing or establistiedgood future prospects.
Early starters can take advantage by tapping the area fast and build updgeoimlthe market.

5. Focus on SMEs

Small and medium enterprises (SMEs) benefit the most from jobs being outstuuticed-party
vendors. SMEs generally have very small setups, and their odecbhsts are very high since
they cannot take full advantage of the economies of scale. Offshoritingyd party KPOs can
have a beneficial effect on the bottom line of a small enterprise just by tiogtoaists.

There are millions of SMEs, which can benefit from KPO and canfibdt@Os as well.
Focussin on SMEs and extending tie ups with such small scale esgettppugh the project
would be small but the volume would be huge. And also it would providestréouse learning
opportunity and expertise to the working professionals which matters the most.

Added advantage of revenues is definitely there further enhatie@ngalue proposition of the
KPO player.
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1. Evolution of IT/BPO/LPO(Source: Evalueserve)
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2. Labour shortage in Knowledge services(Source: Evalueserve)
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3. Spectrum of Knowledge services (Source: WNS Global services)

4. Different skill-sets across KPO activities of varying complexity (8m1 KPMG report)
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