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Task: build an outsourcing contract

B Requirements; the contract contains provisions that
» establish the relationship
» manage the relationship
» pay for the relationship
» terminate the relationship

B Analogies; an outsourcing contract is like
» the sale of an operating division (the company’s internal HR functions)

» with a long-term services contract for the work previously performed
by the “sold” HR division

B Precedents; models of prior contractual forms
» federal government facilities management contract
» merger and acquisition agreement
» systems development or systems integration relationship
» software licensing contract
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Context: what is the output?

B Desired result: produce an “outsourcing” contract

B Outsourcing defined: The delegation to a third party of responsibility for
performing a significant business function

B The original commercial paradigm: The outsource supplier will do:
» what the customer currently does
» at the same or a better level of performance
» for the same or a lower price

B The major corollary:
» Do not tell me how to perform,
» Tell me what you want performed, and
» At what level you want that performance delivered
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Characteristics of the original model

B Requirements for original model to be successful

» supplier needs customer’s people and
assets (hardware, software and contracts) to perform

» supplier investments that produce economies of scale

» works best for centralized, repeatable functions that
benefit most from economy of scale investments

B Benefits of the model (to the supplier)
» little need to know what you do —  transferred personnel know
» little need to know how you do it —  transferred personnel know

» but, need to know at what level
you do it and what it costs you —  to develop supplier price

B Impact to the customer
» little or no retained capabilities to accomplish outsourced activities
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-asﬁm Problems with the original model

B Focuses on issues that do not produce value
» historical costs
» existing service levels
» yesterday’s scope of services

B Lack of transparency about the cost drivers
» where do the cost savings come from?

B Results in “unsolved” issues
» pricing for embedded hardware and software
» extent of process transformation and technology refresh

» characteristic of changes for which the supplier
Is entitled to additional compensation

B Produces complex transactions, lengthy deal cycles
and adversarial negotiations

As the marketplace has matured,
a variety of outsourcing relationships have developed
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Cornucopia of outsourcing relationships

Mainframe

Servers and Distributed
Computing

Desktop Support
Local Area Networks

Wide Area Networks

Applications Development
and Maintenance

Help Desk
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Human Resources
(HRO)

Finance and Accounting
(FAO)

Procurement
Equipment Maintenance

Facilities Management

Applications Development
and Maintenance

Call Centers

o T

Billing

Customer Information
and Customer Care

Claims Processing
Credit Card Processing
Hosted ERP System

Mortgage Servicing

Computer Reservation
System (CRS)



The form of contract

The contract documents typically consist of

» terms and conditions -- the main body of the contract
services schedule -- a description of the scope of supply
service level schedule -- a set of performance standards
pricing schedule -- mechanisms to calculate the charges

inventory schedules
+ lists of equipment, software, contracts, people, etc.

B Scope

» proper scope definition is critical to an effective
long-term relationship

B Service Levels

» customize metrics that measure what's important — end to
end

¢ measure outputs, not inputs
¢ don’t develop too many metrics
+ don’t rely too heavily on benchmarking
m Price
» transparency — clear and simple algorithms
m Control and governance
» the “middle layer” -- integration and service management
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Does it make a difference?

B The contract can be seen as adding value because
» it limits the risk of each party — the lawyer’s view

» it provides a roadmap for how each party should conduct themselves
— the business person’s view

» it documents the common expectations of the parties
— the “meeting of the minds”

B Your viewpoint on the value of the contract drives
» what is included in the contract
» how the agreements will be documented

B The outsourcing contract is different

» it does not document a “one-time” transaction that is best left
in the desk drawer

» it is intended to be used daily (and this is the key point) by non-lawyers

B As a result, the contract needs to be drafted for use by the people
who will, in fact, use it

) Pillsbury | Global Sourcing 7



Why does it take so long?

B The critical path for completing the contract almost always consists of the
following activities

» agreement of a scope of work
» agreement on a set of service levels

» supplier’s final due diligence given the agreed-to scope of work
and service levels

» final price negotiations
B The critical path hardly ever runs through negotiation
of the terms and conditions
B The typical procurement process of
» identifying potential suppliers
» obtaining and evaluating supplier proposals
» awarding the work

does a poor job of identifying in sufficient detail the information
necessary to document the critical path activities
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Why is it so complex?

B Complaints about complexity almost always refer to the scope of service
provisions or the pricing algorithms

m Traditionally, scope of service provisions have taken the form of:

» engagement-specific responsibility matrices

» hand-tailored, custom-developed narrative descriptions

» neither is a good model

B Pricing provisions are often

» too summary without sufficient insight into cost drivers or the ability for the
price to vary as consumption changes or the services provided change

» too ornate and complex

» poorly drafted

¢ a pricing schedule should be understandable to someone unassociated with the
transaction with a minimum of explanation
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" Improving the SOW

B The traditional statement of work is

Long

Dozens of pages (100+ in many

cases) of narrative text

Repetitious - :
To describe the activities of each Desktop Network Mid-Tier Mainframe
service tower

Patch-like
Weaving together the many Processes Technologies Geographies | Business Units
degrees of freedom

Transaction-specific

Coextensive with the supplier's IZI Supplier Customer
responsibilities

Historical
Documenting what and how it has As Is, Where Is
been done
Problematic _ _ : : _
Introduces risk by not being easily Relationship Operational Financial

understood by non-deal personnel

B Two steps should be taken to improve the format
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Separate the what and the how

B Remove transaction-specific information about how a solution will be

delivered (the how) from the provisions assigning responsibility for

processes (the what)

What

Target Environment Requirements
(TER)

Tailoring
Instructions

Scope model Vision
Process definitions Objectives
Element definitions Constraints

Interactions
Implementation

How

Target Environment Design

Requirements

Package

Holistic solution
Implementation plan
Interaction models
Performance model
Pricing

B Document how the solution will be provided in a separate commercial

solution exhibit
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-=EEE Separate the processes from the elements

B Operational responsibility should be defined in two parts

Verbs » Incorporation of best practices from standards-based organizations
» Operational » ldentification of areas of important client / supplier interaction
Activities . . . - .
» Creation of a lingua franca for pushing responsibility to suppliers

Separate

Nouns » Disaggregation of technology, geography, business unit, etc.
> Technologies » Increased visibility of responsibilities in transaction documents
> Geographies » Modular handling of change as it occurs over time

» Business Units

B Decomposing the description of responsibility into its constituent
components

» Increases readability by customer management and subject matter experts

» Eliminates the cover-to-cover reading necessary to fully understand a
process

» Helps ensure full coverage of each process
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Which issues are the most disputed?

B With respect to the general terms and conditions, extensive negotiation
most often arises with respect to the following provisions:

» “sweep” clauses relating to scope of services
+ what the people previously did
+ what is reflected in the base case
+ services inherent in those services otherwise described
¢ service evolution and new services

» controls over
+ where the services are to be provided
+ by whom the services are to be provided

customer “savings” clause

intellectual property

warranties, representations and indemnities
audit rights and compliance with laws

limits of liability and “carve outs”

vV Vv Vv VvV V9v VY9

termination rights
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Is the BPO contract different?

Yes, in fundamental and important ways that have hardly ever been
recognized

m Many (not all) BPO transactions are not based on the original
outsourcing paradigm; distinction between doing
» what the customer did, and
» delivering a specified service described in a statement of work
B The cost drivers for BPO relationships are fundamentally different
than the cost drivers for ITO

» oftentimes, assets are not sold and significant numbers of people
are not transferred

» the importance of properly document transition and transformation activities
» addressing what happens if those activities do not occur as planed or on time

B The need to focus on the “knowledge capture” activity
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|s the offshore contract different?

B Yes, but not in fundamental ways

B There is a need to address a set of issues relating to
data protection and data privacy

v

intellectual property

>

» employee turnover and inflation

» disaster recovery and business continuity
>

choice of law and dispute resolution
» (and maybe) tax issues

m Like BPO, knowledge capture is important

B Pricing too often defaults to a charge “per head”
» a poor pricing metric
» converting to some business metric is not as easy as assumed
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Appendix:
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Standard “Short Form” General Terms and Conditions
for Single-transaction ITO or BPO Deals
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Outsourced Services Agreement
(ITO &BPO)
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SCHEDULES {Note: Thisisa straw-man list of the Schedules to the Agreement —it will need
to be customized}

Schedule A Services and Solution(s) [Wrapper document: introduction and contents list-
ing/description]

Al Scope and Description of Services[VaueChain Scope Model(s) with
definitions of Processes & Elements, or traditional Statement of Work]

A2 Disaster Recovery and Business Continuity
A3 Solution Reguirements

A4 Solution Description

A5 Operations Facility Locations

A6 Transition

A7 Transformation

A8 In-flight and Backlog Projects

A9 Approved Subcontractors

A10 Disengagement Assistance

Schedule B Performance Measurement [Wrapper document: introduction, contents list-
ing/description and SLA framework]

Bl Service Level Table [by Geography or Service Cluster]
B2 Service Level Table [by Geography or Service Cluster]
B3 Service Level Table [by Geography or Service Cluster]
B4 -

B[x] Balanced Scorecard

Schedule C Compensation [Wrapper document: introduction and contents list-
ing/description]

C1 Charges for Recurring Services [Pricing constructs and general terms of
pricing, invoicing, and payment]
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Cl-1 Fixed Service Charges[Including Transition Charges, if applica-
ble]

C1-2 Variable Service Charges
C1-3 Benchmarking
Cl-4 Extraordinary Events

Cc2 Charges for Project Services [Pricing constructs for Large Projects and
general terms of pricing, invoicing and payment]

C2-1 Rate Card(s) [by geography and/or Service Cluster]
C3 Charges for New and Replacement Services

c4 Financial Responsibility for Equipment, Software, Third Party Services
and Facilities

C4-1 Financial Responsibilities Matrix(ces)
C5 Early Termination Fees
c6 Invoice Template
c7 Economic Change Adjustments
Cc8 Displaced Customer Baseline Costs

Schedule D Governance and Management [Wrapper document: introduction, contents list-
ing/description, and description of governance and management framework and
processes|

D1 Org Charts
D2 Meetings
D3 Reports

D4 Procedures Manual [Table of contents and procedure for PM to be pre-
pared and approved by Customer]

D5 Contract Change Process
D6 Interaction Models
D7 Issue and Dispute Escalation Process

Schedule E Customer Resources [Wrapper document: introduction and contents list-
ing/description]

El Affected Personnel [by Country Location]
E2 Equipment [by Country Location]

E3 Software [by Country Location]

E4 Third-Party Services[by Country Location]
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E5 Facilities [by Country Location]

Schedule F Supplier Insurance [Description of the requirements for the insurance coverage
Supplier is required to maintain]

[Schedule G  Existing Customer-Supplier Agreement(s) Superseded by this Agreement]

EXHIBITS

Form of Change Order

Form of Bill of Sale[For transferred assets]

Form of Local Adoption Agreement [To be omitted from US-only transactions]
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