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IT Outsourcing Transactions — an overview

By Kevin S. Parikh

I. Introduction.

The Outsourcing of services has become a
highly controversial concept in recent years.
Ironically, at the core of this debate is a popu-
lar misconception that outsourcing involves
sending jobs overseas or outside of U.S. bor-
ders. In fact, most outsourcing occurs domes-
tically with companies looking to optimize
their business by seeking assistance from local
service providers. In cases where organiza-
tions are “offshoring” or outsourcing overseas,
it is often because the desired services cannot
be delivered in a cost effective manner in the
U.S. or the job functions are not desirable to
U.S. workers. While this has been the “status
quo” of the debate throughout the 1980s and
1990s, recently more desirable and higher
paying professional jobs have been moving to
foreign markets, raising fears that the
American worker is losing his/her competitive
edge in the global market place.

Though the process of “contracting out” vari-
ous aspects of manufacturing to lower cost
regions arguably dates back centuries, in
recent years the availability of superior com-
munications technologies to transfer data and
information across the planet in a matter of
seconds has accelerated the pace of change
across industries to the point that outsourcing
has become big business. More importantly,
outsourcing no longer refers solely to the pro-
duction of cheap goods by low cost labor, but
rather the delivery of complex services in a
global environment. For large enterprises,
outsourcing represents a way to sharply
reduce costs for essential, yet increasingly
standardized, services while maintaining rela-
tive quality control. Ultimately, the savings from
outsourcing create opportunities to reinvest
resources in new products and services often
designed to vield a higher value added profit
and enable enterprises to maintain growth
and relevance in a rapidly changing and inte-
grated economy. For white collar employees
who thought that they were immune to these
trends, it has created the fear of falling salaries
and jobs moving outside of the United States.

The difference in the modern environment is
that outsourcing has expanded across indus-
tries and professions that have traditionally
been considered high value added, and partic-
ularly so in the IT industry. Over the past
decade, many IT related services have been
“offshored”, meaning the work is performed
by staff physically situated in a country that is
geographically remote to the primary cus-
tomer market (e.g, the U.SS, Canada, Western
Europe, Asia). Most people’s experience with
this type of outsourcing involves interaction
with help desks based in a developing country
like India or the Philippines. Whether one is
purchasing a personal computer or checking a
prescription drug order it is likely that the per-
son on the other end of the line is an individ-
ual situated in a developing country working
for a third party IT outsourcing provider (e.g,
IBM, Cognizant, Accenture or Wipro) who can
supply highly skilled and low cost labor:

Whatever one thinks of the political and social
implications of outsourcing, it is deeply
entrenched as a feature of the global econo-
my as we presently know it, and international
legal practitioners should be familiar with the
nature of these transactions, particularly in the
[T industry. This article will give an overview
of outsourcing contracts from the perspective
of service recipients (enterprises) that seek to
identify ways to shift the delivery or perform-
ance of services to offshore environments.

II. Background

The cross-border [T services model has
evolved considerably from a decade ago,
when the U.S. need for IT resources was serv-
iced by on-site temporary foreign labor. The
model got its main impetus in the mid- to late-
1990s, when the resource demand spiked
with the enterprise resource planning
(ERP)/business transformation and Y2K com-
pliance requirements, which led to enterprises
scrambling to go offshore to bridge the
resource gap. The market cleared a threshold



in the late-1990s, and “crossed the chasm”
when the maturity of infrastructure and
processes enabled the significant development
of true offshore sourcing. During mid-2000's,
as growth in the U.S. economy began to slow,
enterprises realized the real value of their
cross-border [T service relationships in how
much money they could save while providing
an equal or better quality of service. The
earnest interest in offshoring started at this
time, and US. service providers reacted by
setting up, or focusing on, their offshore oper-
ations. Service providers (providers) with a
global delivery model (GDM) provide the
optimum mix of resources spread across four
geographic locations:

* On-site — The provider's staff works at
the enterprise's site.

* Onshore (also called "off-site" or domes-
tic) — The provider's staff works at a cen-
ter in the same country as the enter-
prise's site.

* Nearshore — The provider delivers its
services from an adjacent or nearby coun-
try. For example, a Canadian center might
service US. enterprises or a center in
Ireland might provide services in the
United Kingdom.

o Offshore — Services are delivered from
centers in countries remote from the
enterprise's location. Today, India is the
most common offshore country for IT
services.

In addition to the need to address a resource
gap, the rapid growth of offshore outsourcing
in the IT industry is also based on the emer-
gence of new [T-enabled business models,
globalization, mergers and acquisitions, and the
need to make changes to adjust to an evolv-
ing business and economic environment.
These forces have spawned many new busi-
ness models and structures that transform the
fundamental relationships between buyers,
sellers and intermediaries. Organizations are
being driven to demand more than ever
before from their providers and from the
people and processes required to manage
them.To meet these demands, enterprises and
their IT organizations need to move beyond
traditional, often ad hoc, approaches to out-
sourcing and procurement and develop a
strategic approach to developing IT outsourc-
ing relationships.

III. The Impetus for Entering into
IT Outsourcing Contracts

According to commercially available analyses,
more than 50 percent of outsourcing con-
tracts have been renegotiated prior to the
expiration of the contract’s initial term due to
the absence of change mechanisms and mis-
alignment of expectations. At first glance, the
high occurrence of contract renegotiation
suggests dissatisfaction. However, available
data suggests that contract renegotiation is
not viewed as a sign of contract “failure,” but
more as a standard activity in the life of an
outsourcing deal. In fact, it is often viewed
quite favorably by both sides because it can
result in a win-win opportunity and is almost
a necessity given the long-term (three years
or more) aspect of most outsourcing relation-
ships.

As the enterprise’s business requirements
change and as technology changes over the
life of the relationship, it is important that both
sides be flexible enough to modify the agree-
ment over the life of the contract. Generally
speaking, the enterprise is usually renegotiat-
ing for lower unit charges, better perform-
ance, a more equitable allocation of risk, and a
more clearly defined or narrow scope of serv-
ices to keep pace with market developments.
The provider is typically negotiating for
changes in service levels or an increased
scope of work.

IV. Performing a Risk Assessment

In making a determination to renegotiate an
existing IT services contract, each company
must assess the actual and potential risks of
having key services, upon which downstream
customers and end-users rely, performed by
an external provider Companies that have
considerable experience with outsourcing
develop risk matrices in which they identify a
risk area and assess a priority level and, where
possible, an actual financial impact. In the out-
sourcing context, a typical risk matrix would
might the following issues: (i) the extent to
which a provider may be using remote off-
shore resources to deliver the services. In
such event, the risks in the areas of data secu-
rity, privacy and regulation are paramount,
regardless of where the provider is headquar-




tered or the contract is brokered; (i) the
financial health of the provider and its capaci-
ty to absorb risk with respect to the limitation
of liability, indemnification and insurance obli-
gations that are typical in such agreements;
and (iii) the quality of overall performance and
delivery of the provider up to the current
date. Once the risks are identified and prior-
itized using the risk matrix, enterprises can
determine their risk mitigation strategies.
Those risks that can and need to be actively
managed and reduced by the enterprise will
require further evaluation and planning.

V. Key Contractual Issues in IT
Outsourcing Contracts

Sourcing relationships can be established, opti-
mized and/or improved through the contract
negotiations process. The decision to enter
into or renegotiate a contract must be based
on achieving the sound business objectives of
the enterprise and the provider. Enterprises
and providers must work together to clearly
understand objectives, set expectations, and
sponsor and manage the project. This can be
accomplished through identifying and imple-
menting best practices and knowing what to
pay and how the charges are built. Below is a
list of some typical issues to consider when
negotiating IT outsourcing transactions.

A. Identify the business model and
pricing structure

There are generally three types of business
models that help define attributes of out-
sourcing relationship. The utility relationship
focuses primarily on cost control and, over
time, cost reduction with the goal of maintain-
ing consistency in service delivery. Utility rela-
tionships are generally for large volumes of
repetitive actions and are typically commodi-
tized in the market. An enhancement relation-
ship is based on business productivity
improvement. Although enhancement rela-
tionships can (and often are) for large-volume
repetitive actions, the key differentiator is the
goal, which is to make the enterprise more
competitive by improving its performance (as
compared with peer competitors), resulting in
movement toward predetermined business
goals. A transformation relationship is charac-
terized by an informal, cooperative joint ven-

ture (often referred to loosely in the industry
as a ‘partnership’, but not intended to create
the legal meaning ascribed to the term under
Anglo-American law) between the enterprise
and provider that is focused on innovation and
new business, and changing the way in which
an enterprise competes.

In addition to identifying the business model,
enterprises and providers should agree upon
the pricing model to be used in the Contract.
In a per-unit pricing model, which is fairly com-
mon in outsourcing agreements, payment is
based on a unit-volume (e.g. desktops serv-
iced per month) or transaction-volume basis
(e.g, calls answered per month). Provider and
enterprise risks are moderate because
charges are tied to actual services use.
Minimum/maximum use thresholds should be
established so that charges can be adjusted for
unusually low or high levels of use.

In a seat based pricing model, payment is set
according to the classification of a user seat
(e.g, seats serviced per month). For example,
an enterprise can classify its users into major
seat categories (e.g, executive seat, adminis-
trative seat, mobile seat). Each seat will include
a suite of equipment and services suitable to
the needs of the user's classification (e.g,
unlimited cell phone calls, laptop, PDA).

B. Identify a Contract Structure

In today's global delivery environment, having
an appropriate contract structure is critical to
manage cross-country resources, strategies
and legal systems. A global outsourcing con-
tract should include four areas to be consid-
ered complete: a master services agreement
(MSA); country agreements; attachments; and
statements of work. The MSA should be glob-
al in nature, and should contain all the key
terms and conditions that allocate and miti-
gate risk, identify material performance
responsibilities and provide a system of prob-
lem identification, resolution and remedies.
The MSA should control in the event of any
conflict between it and all other documents
that fall within the scope of the agreement
(e.g, country agreements, MSA attachments
and statements of work).

Country agreements should be limited in
scope to only those specific provisions that
would be altered by the applicability of local
law. A good example would be tax reporting



and collection provisions, especially where a
value added tax (VAT) applies. Country agree-
ments should contain no material variations to
the performance responsibilities or liability
and risk allocation provisions, as often times
these documents can be manipulated by
Providers to limit their liability exposure and
spread the risk across several country agree-
ments and weaken the enforceability of the
MSA.  MSA attachments typically contain
detailed lists of assets, benchmarking and secu-
rity procedures, and other tasks which are
identified in the MSA. The Statements of
Work contain the actual description of the
services, technical requirements, and how such
services will be performed by the parties.

C. Detail an Exit Plan
(Disentanglement)

All outsourcing services deals end at some
point. The rapid pace of technological change
makes it almost certain that a contract today
will be substantially superceded or terminated
within 5 years because the enterprise will
undergo a major change in direction and
today’s technology environment will be out-
dated. What is required, therefore, is to build
a detailed exit plan into the contract at the ini-
tial negotiations stage. Defining how an enter-
prise unwinds a relationship is as critical as
defining how it begins a relationship.

The exit plan defines the enterprise’s strategy
and identifies the processes required to trans-
fer the contract's operational and organiza-
tional components from the provider to the
enterprise. Typically, an exit plan includes the
following: 1) a set of exit strategy documents,
including what assistance will be provided, by
whom and when, what will be transferred and
at what cost ; 2) Business and technology
impacts of early termination; and 3) a hierar-
chy of critical processes, assets and resources.

Another issue to consider is the retention of
assets used to provide the services under the
agreement. There is no single approach to
asset ownership, transfer and management.
Some organizations prefer to retain some or
most of their assets and pay for maintenance
directly. Other organizations build the cost of
the assets into the deal and allow the provider
to own the assets. Regardless of which
approach is chosen, organizations must retain
the ability to transition the assets in the event

of termination.

D. Negotiate Performance Based
Provisions (SLRs, Incentives and
Fee Reductions)

The parties should identify certain perform-
ance targets and develop a set of service level
requirements (SLRs) to provide a tangible tar-
get and a method to accurately gauge the
provider's actual performance. By identifying a
performance target, the enterprise can apply a
set of interim remedies to a selected subset of
the service level requirements, and adjust fees
in the event that the provider misses the
selected performance targets. The application
of interim remedies enables an enterprise to
correct the provider's performance level with-
out having to resort to the remedies of arbi-
tration or litigation, which are costly and inef-
ficient.

Incentives and fee reductions are a set of
interim remedies and rewards tied to specific
performance targets (akin to a ‘carrot and
stick' approach). In theory, the enterprise
should only pay for the services actually per-
formed by a provider; and adjustments to pay-
ments should be made in the current billing
and invoicing cycles if there is a performance
decline during a measurement period. If a
provider fails to meet a service level require-
ment identified in the agreement, a fee reduc-
tion (or service level credit) will apply which
will result in a credit or actual refund of appli-
cable fees to the enterprise as consideration
for the unperformed component of the serv-
ices.

For example, if the service level requirement
for uptime for a hosted site is 99.9%, and the
provider only achieves 98.9% for the particu-
lar measurement period, the enterprise will be
entitled to a fee reduction that corresponds
to the marginal difference between the
desired target and the actual performance
level (in this example 19%). Or to use a sim-
pler example, if the enterprise agreed to pay
$1 to receive 5 apples per month, and the
provider only provided 4 apples, the enter-
prise will be entitled to receive a fee reduction
(or credit) of $0.20. Although fee reductions
are often confused with “penalties”, it is
important to note that fee reductions only
reflect the diminished value of services and do
not represent a remedy for damages or the




cost to procure substitute goods or services.
Furthermore, fee reductions should not con-
stitute exclusive remedies and options such as
arbitration or litigation should remain available
to the enterprise.

Incentives can be provided in the form of tar-
geted savings, an offset to accumulated fee
reductions or an additional payment in the
event that the provider's performance
exceeds the stated target. In order to encour-
age the provider to perform on a consistent
level during the term of the relationship and
avoid irregular performance, enterprises
should generally structure incentives as a per-
missible offset to accumulated fee reductions
and avoid open-ended bonuses, where the
Provider could conceivably earn a profit for
exceeding targets.

E. Change Management

Another vital issue for enterprises to consider
is managing scope. Services under IT out-
sourcing contracts frequently evolve beyond
and become misaligned with the original con-
ception of the deal when it was first executed.
This often occurs because of a lack of deal
management, where there is no formal, disci-
plined process for reviewing and approving
change orders. The result is that multiple
change orders are often executed without the
active knowledge or participation of those
who are responsible at a global level for man-
aging the relationship. As a result, enterprises
often pay far more and receive less in servic-
es than they were expecting, and the meaning
of the contract becomes diluted. It is there-
fore highly recommended that any IT services
contract incorporate a formal change man-
agement procedures that defines tasks that
will be classified as “in scope” or “out of
scope”, how such tasks will be formally pre-
sented, reviewed and approved, and how such
tasks will be charged.

F. Termination for
Convenience/Termination Fees

Enterprises should carve out for themselves a
right to terminate a contract for convenience
provided that conventional written notice is
provided (e.g, usually 60-180 days). This right
offers to enterprises negotiation leverage, as
the option to terminate at-will can be an
inducement to the provider to be more

responsive to performance concerns. In addi-
tion, and perhaps most important, the right to
terminate for convenience allows enterprises
to ‘walk away’ on its own terms and for what-
ever reason. In exchange for such a right, it is
common practice for providers to demand a
fee for early termination (often referred to as
a 'termination fee"). Enterprises should scruti-
nize any termination fee prior to signing a con-
tract to ensure that such a fee reflects the
provider's actual, sunk or unrecoverable costs
of providing the services (e.g, investment in
hardware and other assets). Many parties
encounter disputes because termination fees
are too onerous and include an element of
lost profits. When termination fees are set
too high, it makes the exercise of the right illu-
sory, and consequently leverage shifts to the
provider. In short, any termination fee should
be limited to recovery of actual, unrecover-
able costs, exclude lost profits, and should
decrease with each year during the course of
the agreement.

G. Benchmarking and Audit Rights

Any [T services agreement requires extensive
deal management and performance monitor-
ing. In addition to a system of incentives and
fee reductions, enterprises should also insist
on benchmarking and industry standard audit
rights and records retention provisions.
Benchmarking is a process that enables an
enterprise to evaluate the fees charged
against an appropriate market standard, and
to have those fees adjusted accordingly. It is
one of the more important ways that a
provider can attempt to ensure price equity
over the course of an IT services agreement
in an industry where pricing and technology
change rapidly.

Under a typical benchmarking process, a third
party compares the fees (or service level
requirements) under a particular IT services
agreement against similar deals for a selected
peer group. Many benchmarking service com-
panies compile metrics about pricing and per-
formance standards for various types of trans-
actions in the IT industry and are adept at per-
forming such analyses. In a conventional situ-
ation, if after a comparison of the providers
fees for certain T services falls outside and
above a range based on the pricing level for a
selected peer group, fees are automatically
adjusted such that the provider's fees fall with-



in an acceptable peer group range.

In addition to benchmarking, all IT services
agreements should be updated to incorporate
provisions that require provider compliance
with Sarbanes Oxley and SAS 70 require-
ments. The accounting reforms of the
Sarbanes Oxley act have quickly become stan-
dard practice in the [T industry, as many enter-
prises must be able to collect accurate infor-
mation on all transactions that could impact
the balance sheet or face potential civil and
criminal liability (for selected officers). In
short, given the globalized nature of IT service
delivery models, the applicability of US
accounting laws and standards is perhaps
more important than ever because the critical
information subject to an audit is scattered
across the globe.

H. Provider Environment

To understand the provider's goals, it is critical
to understand its business goals and risk envi-
ronment. In the first instance, all providers
are trying to make money, and it behooves
enterprises to gain an understanding of where
providers generate positive margins. Some
examples include: consulting fees, develop-
ment fees, profit margins on fixed price con-
tracts, hardware sales margins, leasing margins,
changing orders, licensing fees, maintenance
fees or leveraging subcontractors. This knowl-
edge is critical during negotiations.
Furthermore, it is important to understand
the provider's context in the industry. For
example, price and ultimately delivery may be
affected by a nationwide shortfall of skilled
staff, profitability pressures, sales pressures, and
macroeconomic impacts. This information is
important in determining whether the
provider's proposal is feasible or overly ambi-
tious.

It also is important to note that providers typ-
ically have the advantage in negotiations of
having more experience and the ability to
leverage costs over its entire enterprise. In
short, the objective of a negotiation in an IT
services context is to achieve a win-win result
whereby enterprises achieve greater efficien-
cies and lower costs, and providers are able to
maintain a reasonable margin in order to
make the provision of such services profitable
and efficacious. Despite the sometimes com-
bative nature of contractual disputes in the IT

space, the relationship between enterprises
and providers is more symbiotic than perhaps
either side wishes to admit.

On the one hand, if enterprises have superior
leverage and insist on “winning” 100 per cent
of all major contractual issues, the result will
likely be a bad deal for the provider, and con-
sequently performance quality will suffer. On
the other hand, given that providers have
more experience in negotiating such deals and
are often adept at transferring risk burdens to
service recipients, it is in the interest of enter-
prises to identify a priority set of business and
legal risk issues and to aggressively negotiate
positions that will result in a reasonably equi-
table allocation of risk.

I. Negotiations Tips

Though the art of negotiations is a complex
science, in outsourcing transactions, there are
a few “rules of thumb” that can be helpful to
enterprises in this process. First, enterprises
should avoid the rhetoric of establishing a
“partnership” with the provider. This terminol-
ogy is not only legally problematic, it is inaccu-
rate, because the purpose of an outsourcing
contract is to establish an arms-length agree-
ment that delineates clear lines of responsibil-
ity. The term ‘partnership’,in the business con-
text, is often used by providers to obfuscate
the clear lines of responsibility, and avoid real
accountability when problems arise.

Second, enterprises should use their own con-
tract as a starting point and control all the
edits on the document. Furthermore, the
provider should be required to provide its
comments or proposed changes in writing. It
is a strategic advantage to control the docu-
ment-writing process, and the enterprise
should seek to control all edits throughout
negotiations.

Third, enterprises should avoid starting con-
tentious negotiations until necessary. In other
words, try to keep the negotiations process
productive and avoid arguing. It is also useful
for enterprises to maintain issues for negotia-
tion on a list and approach them in a system-
atic fashion.When making changes to the con-
tract, all parties should use “track changes” and
other tools to monitor modifications wherev-
er possible. In a typical negotiation, a provider
will propose 100 to 200 substantive changes
on large projects. Enterprises should request




substantive explanations for each proposed
change and demand that providers quantify
the business impact (e.g., cost) of each of its
changes.

Finally, although most negotiations result in the
signing of an agreement, enterprises should
remember that having “no deal” is better than
having a "“bad deal”” Providers often assume
that enterprises are desperate to conclude a
deal, and therefore believe that they can hold
out or remain intransigent on important issues
that have a significant cost impact. By estab-
lishing the willingness to end negotiations
without a contract, enterprises can shift the
leverage of negotiations in their favor. In
short, if, after the conclusion of negotiations, a
satisfactory result has not been obtained, the
enterprise should be prepared to "walk away".

V1. Conclusion

Outsourcing is a reality of today's global econ-
omy, especially the [T industry, and interna-
tional practitioners need to be familiar with
the nature of these transactions as they often
rank among the most highly valued and risky
for enterprises. When structured correctly, a
successful IT outsourcing relationship can lead
to millions of dollars in savings for enterprises,
freeing up resources to invest into new prod-
uct and service offerings. However, as this
article has indicated, there are a number of
risk areas and potential pitfalls which enter-
prises need to carefully navigate through to
achieve a successful outcome. In order to
properly advise enterprises, it is important to
be familiar with the business context as well as
legal issues. In particular, practitioners should
be aware of the financial impact to each side
of allocating a certain performance obligation
or other liability risk as well as the contempo-
rary business environment of each party. As
such, these deals cannot be approached in a
traditional transactional framework, and attor-
neys will often be called upon to offer their
views on business issues and industry trends,
as well as legal issues, and must be knowl-
edgeable and flexible enough to structure
transactions and approach negotiations
accordingly.
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Please join us for the Section Education Institute (SEI)
which will be held
January 27 to 29, 2006 at the
Loew's Santa Monica Beach Hotel

Please go to www.calbar.ca.gov/sei for registration information. The International Law Section
will be offering courses on Immigration, Mediation, Ethics and Enforcing Cross Agreements.

STATE BAR EDUCATION FOUNDATION NON-PROFIT ORG
International Law Section U.S. POSTAGE
180 Howard Street PAID
San Francisco, CA 94105-1639

SANTA ANA, CA
PERMIT NO. 1135




