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The new norm

The current challenging economic conditions
aredrivingadditional outsourcingactivities.
However, the need for companies to achieve
greater efficienciesand reduce budgets
means customersare being forced to do more
with less. Inaddition, the pace of
technological changeisacceleratingand
companies needto beable to swiftly react to
unanticipated changes inthe market-place or
otherwise fall behind the competition.

With outsourcing contracts historically having
terms rangingfrom fiveto tenyears, the
industry has reacheda point wherethereare
examples of high profilefailures-andthe
hidden risksand causes of these failures can be
identified more easily. Recent examples of
casesthathave ended upin courtincludethe
dispute between Ericssonand H3G, arising out
of the termination by H3G of an IT outsourcing
contractand the well-publicised case between
BSkyBand EDS/HP,where EDS/HP paid BSkyBa
reported £318 millionin damages.

Forevery example of a failed outsourcing deal
thatistakento courtorreportedinthe media,
our experience shows that there will be
several more troubled dealsin which the
issues are resolved quietly betweenthe
parties behind closed doors.

The purpose of thisarticle is to consider what
lessons can belearned from some of those
troubled sourcing deals.

Improving the chances of success
from the outset

When many of the long terms sourcing
transactions, now reaching maturity, were
entered into, the economic backdrop was very
different: no-one hadforeseen the global
down-turn or the pace of technological
change. Although most contracts provided
foralimited degree of change without the
parties having to re-negotiate the contract
(e.g.by use of the ARCs and RRCs model), they
were not sufficiently flexible - in terms of their
operating or charging models - to cope with
the degree of change required.

Itis essential that customersand suppliers
need to recognise that through the lifecycle of
any contract, unanticipated macro economic
events or significant technological changes
may arise which could materially impact the
demandfor services (bothinterms of nature
andvolume).

One obvious way to mitigate this riskis to have
shorter contract terms. Over the last few
years, terms of between three and five years
have become the norm. Asaconsequence, if
and when unforeseen events do arise, the
partiesare more likelytobeabletofinda
solutiontoaddressthem. However, thatis by
no means the only potential mitigation.
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When enteringintoan outsourcing contract,a
keyissue for the customer will be whether the
value of the dealis greater than the value of
the alternatives that the outsourcing
arrangement will preclude. Itiscommonto
undertake financial modelling when making
theseassessments, but companies will not
properly understand the real value unless risk
isfactoredin. If not, itis easy for the up-front
financial value to be eroded quickly and for
disputestoarise.

Inrecognition that environment to be
supported willalmostinevitably change and,
therefore, so willdemandfor the services
(bothinterms of nature andvolume), the
contract should be designed to give much
greater flexibility than was historically the
case. The chargingmodel underpinning the
deal should recognise this factalso. For
example, securingalower unit cost by givinga
minimum revenue commitment may make
economic sense at the outset, butif the
demand for services subsequently falls below
the minimum revenue commitment, it
becomes unsustainable.

Afinancial model which requires the payment
of apartial termination fee if the consumption
of servicesfalls belowa prescribed level could
alsobecome problematicatatime of
unpredictable demand.

Solutions which include “financial
engineering” (givinglower chargesinthe early
years, in exchange for less competitive
chargesinthe later years) arealso best
avoided as they can limit flexibility.

Historically, the change control procedures
containedin contracts simply provided that if
one party wanted to materially change the
nature orvolume of the services, the
agreement of the other party was required,
oftenleadingto disputes. Having predictability
astothe cost of change should be akey
objective. Anagreed cost standards should be
incorporatedinthe contract, making clear
which changes willbeatno cost (e.g.

re-deployingaparticular resource toanother
taskwhich requires the sameamount of effort)
and which changes willbe chargeable (e.g.an
increase in scope) and setting out the basis
uponwhich changesto the charges willbe
determined (and an expedited dispute
resolution process if agreement cannot be
reached).

Life cycle management
(including resolving outsourcing
disputes)

Gettingthe contractright at the outset is of
criticalimportance. However, managing the
arrangements and the risks carefullyand

effectively throughout the life-cycle of the
contractis of equalimportance.

Outsourcingdisputes can be extremely
difficultto resolve. Suppliers provide critical
services,become embeddedinacustomer’s
business,and are expected to deliver
transformational change and savings to the
customer. Asaresult,outsourcing disputes
tend to be high valueand highly significant for
the customerand supplier.

The key to avoiding this situationisaclear
understanding of the reasons why
outsourcingrelationships runinto difficulties,
andarealisticassessment by businesses of the
benefitsand risks of enteringintoalarge scale,
longterm outsourcingarrangements. Our
experience of outsourcing disputesacrossa
wide range of sectors andindustries suggests
that there are some common root causes:

e Thereisatensionbetween the desire of
the customer to generate cost savings,
and do so quickly,and the desire of the
supplier to “win the deal” and protect
profitability over thelife of the deal.
Pushingtoo hard atthe outset on price
may be attractive but counterproductive;

e Failuretodefinethescope of services.
Vaguenessinthisarea, oranagreementto
agreethe details later, is often arecipe for
later disputes;
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e Failuretoallowfor market developments
inareas (suchasIT outsourcing) where
technology can develop rapidly over
the course of anagreement spanning
severalyears. This canleaveacustomer
with no option but to pay for additional
or different servicesin order to maintain

efficiencies.

e Thecomplexnature of many outsourcing
deals means that even inthe best drafted
agreementsitisimpossible toanticipate
every situation that may occurina
contractthat could last for many years.

Akey considerationinresolvingany disputes
which doariseis whetherto litigate. Forevery
outsourcingdispute thatis litigated,
numerous othersare resolved by a private
renegotiation. Thereare good reasons for this
“behind the scenes”approach, otherthana
healthy fear of litigation.

e Reputation-otherthaninextreme
circumstances, suppliers do not want
tobeseento beindispute with their
customers;

e Thereareotherbusinessdriversto
continuethearrangement -this s often
alongterm contract, with most of the
economic benefit derived from the later

years;

e Thereisarealrisk of business disruption if
it were necessary to end the relationship;

e Wherestaff have transferredacrossto
the supplier, it may be difficult to take the
outsourcedservice in-house or set up
newarrangements;and

The complexity of many outsourcing
relationships,and the inter-dependencies
required from both parties to make it
work, means that establishingwhere fault
liesis costlyand challenginginiitself.

Agood contract will provide many alternatives
tolegalaction, gradually escalating from
informal dispute resolution procedures,
through formal exit provisions and all the way
to litigation orarbitration.

Atthe outset of any dispute, it’simportant to
identify the legal remedy that is availableand
totake stepsto preservethisand ensureitis
not prejudiced by any of the other steps taken,
should it eventually become necessary to take
legalaction. The usual legal remedies to be
consideredare:

e Mandatoryinjunctions;
Orderforspecific performance;
e Termination of the contract;and

e Claimfor damages.

Potential claim for economic
duress

Supplyand service level threatsareacommon
negotiating tactic, which can leave the
customer with little choice butto give into the
supplier’simmediate demands.

A customer mightalso contemplate
withholding payment under the contractin
the event of adispute, however, this would not
be sensible unlessthe contract expressly
allowed for this as part of the dispute

resolution mechanism.

Ifasupplierwere to use suchthreatsto extract
more money fromacustomer, the customer
could potentially have a claim for economic
duress. This claim might beavailable under
English law if:

e asaresultofanillegitimate position taken
by the supplier;

e thecustomer pays moneytothesupplier
orincursloss or expense;and

e forcommercialand economicreasons,
the customer had no other option.

Factorsthatthe court will considerare
whether the supplier’s conduct wasanactual
orthreatened breach of contract, whether the
supplieractedin bad faith, whetherthe
customer had any realistic practical
alternative and the customer protested at the
time and confirmed or sought to rely onthe
contract.
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Managing outsourcing disputes

Inthe eventadispute were toarise, certain
steps should be considered at the outset to
preserve the usual remedies:

e Expresslyreservingtherighttoterminate,
sothatany stepstakeninthe meantime
cannot be construed asawaiver or
affirmation;

e Preservingdocuments/dataneededto
prove the claim;

e Settingupapaper trail showingthe
evolution of the dispute, whilst at the
sametime,avoidingthe creation of
sensitive documents that may need to be
disclosed;

e Ensuringaccesstowitnesses,aconcern
where key personnel leave duringthe
course of the dispute or where witnesses
are consultantswhoare under no
obligationto co-operate;

e Recordingcostsincurredin connection
with the dispute, including management
time;and

e Takingsensible stepsto mitigate losses.

Outsourcing disputes can be costly to resolve
andthe costsarefrontloadedtoalarge
extent. Some of the reasons for thisare:

e Thedisputestendtobe complex,withno
quickand easy solution;

e Disputeresolution clausestendtobe
multi-layered;

e Adetailedinvestigationis neededto
identify the cause of the dispute and who
isatfault;

e Disputesaroundinterpretation of the

contractareinherently uncertain;

e Legaladviceisneededtoassessthelegal
merits of the dispute, identify options to
resolve the dispute and to formulatea
strategy;

e Stepsneedto betaken to minimise the risk
that remedies will be lost or prejudiced

andto ensure recovery is maximised;

e Outsourcingprojects generate alot of
documentation, much of which will need
to be reviewed by lawyers;and

e Technical expertassistanceis often
needed toassistintheinvestigationand
pursuit of any claim.

Akey means of controlling costsis to ensure
thereis flexibility to use different processes to
resolve differentissuesin dispute. Each
process can be tailored to keep the costs
incurredtoareasonable level. For example:

e Timelimitscanbeimposed onthe parties
interms of makingand responding
to claimsandresolving the dispute

informally;

e Limitscanbeimposedonthelength of
written submissions; and

e Ifaformof expertdeterminationisused,
adecision could be given onadocument
only basis or followingavery short oral
hearing.

Conclusion

Inthe best relationships, outsourcing
proceeds well, with each party feeling
comfortable that theyare being treated fairly.
Inother cases, disputes arise that are complex,
costlyand difficult to resolve. These disputes
can putthe outsourcingrelationship at risk,
threatenthe customer’s business and take up
valuable managementtime.

Both parties have an interestin minimising
uncertainty in their relationship and avoiding
disputes,orif disputesarise,in rationally resolving
themas quicklyandasamicablyas possible.

If sufficientattentionis paid to clarity at the
time the contractis entered into, if the risks
and potential causes of failure are managed
carefully throughout the contract and if
potential disputes are addressed when trouble
firstappears,the chancesare that disputes
can beavoided altogether or resolved without
too much difficulty.
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