Structuring an Outsourcing

Introduction

The usual model of an outsourcing transaction is deceptively
simple: a monolithic user outsources a function to a monolithic
supplier, using two agreements:

Asset Transfer

USER

Services Prowded
Payment Made

Of course, that is increasingly not the case:

e the "User" is often a group of companies with a parent or a
procurement company buying services on behalf of the
group. The group itself may be spread over a number of
countries

e the User may be taking the services in order to supply
them on to its customers - for example, call-centre
services. The scope of interested parties on the User side
of the equation therefore may well extend beyond its
corporate family

e the "Provider" may itself be providing the services using
members of its group and sub-contractors

e the parties may want to explore other structures, such as
the creation of a joint venture.

This note examines the principal issues raised by these
complications. For a discussion of the general legal issues
relating to outsourcing please see our separate booklet
QOutsourcing - Key Issues, available on our website.

Groups: the user is a parent company
contracting on behalf of subsidiaries

At first glance, this structure should not cause any problems
for the Provider: it still has one legal agreement with the
parent, and what happens "behind the scenes" should not
matter. However, this simple view is often complicated by
other factors:

e the Provider may want the User to enforce compliance
with certain terms of the outsourcing agreement against
the User's subsidiaries. An obvious example would be in
respect of use of intellectual property or confidential
information, which was sub-licensed or made available to
the subsidiaries, where the Provider would have no
contractual right against a subsidiary (although it might
have other causes of action). The parent User may be
reluctant to agree to “procure" compliance by its
subsidiaries or to be placed in breach of the services
agreement by the actions of a subsidiary.

e the Provider may be offering a discount or other benefits
on the assumption that the User will ensure that its
subsidiaries are either obliged or encouraged to use the
Provider's services rather than seeking an alternative
source of supply. In practice, there may be competition
law/anti-trust problems in some jurisdictions or a
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reluctance or inability on the part of the User to compel its
subsidiaries to take the services

e the "subsidiaries" may not in fact be majority owned or
otherwise controlled by the User, which exacerbates the
above issues

e the User may not be a parent company but instead (as is
common) a dedicated procurement company acting on
behalf of its group. It may therefore only have a common
parent with other group companies, rather than being at
the apex of a pyramid, and therefore have even less
influence over the group.

e whether the User is a parent or a procurement company,
the Provider may not be confident that it has the ability to
back its financial obligations to pay the charges, especially
if it is in effect simply onward supplying the services and
re-charging the fees.

A number of these issues of course affect the User’s position
too, in terms of trying to take advantage of a group-wide deal
while not necessarily being able to impose the discipline
required to make it work. In addition, the User and its group
have the following issues to address:

e as the group members have no direct contract with the
Provider, there can be problems with the User recovering
damages which are suffered by a group member as the
User has not actually suffered the loss. There are
technical legal ways round this, but these can be
cumbersome and politically unpalatable.

e the User is not just a legal conduit for managing the
provision of services on to its group, it is also a conduit for
billing and payment. This may be an advantage, in terms
of managing group spend (especially measured against a
global discount) but it can also be an administrative burden
both for the Provider, in terms of the billing information it
has to provide in order to allow re-charging, and the User,
as regards the effort involved.

e outsourcing is not just about creating a contract - even
hard-bitten lawyers acknowledge that there is a long-term
commercial relationship which is intended to go beyond
the arm's-length contracts. A critical part of this
relationship is based round communication and liaison,
particularly as regards:

o managing day to day changes in the services

o achieving "transformational outsourcing”" where the
aim is to develop value beyond the simple transfer
of services and to achieve innovation and mutual
business benefit

o dealing with the need to react to market forces
where, for example, there is a fundamental business
change for the User and it has to re-focus or divest
businesses

o avoiding and resolving disputes

Each of these is made more difficult if the real users of the
services are concealed behind the apparent "User".

Where there are other "stakeholders"

As noted in the introduction, services are not always acquired
just for internal use by the User or its group. Increasingly,




outsourced services either underpin the User's own services to
its clients or actually form part of them:

e an example of the first situation would be where the
Provider operates an e-commerce or m-commerce portal
for the User. Although it is the User which is selling its
goods or services, it is dependent on the Provider to be
able to do so

e the second is exemplified by the re-selling of mobile
telephony services by Mobile Virtual Network Operator,
such as Virgin in the UK and US. Here the User is entirely
dependent for a core part of its offering on the third party
Provider. See our note on MVNOs — The Legal Issues,
available on our website.

In these circumstances, the User has a number of additional
concerns:

e high dependency on a purely contractual relationship, and
considerable ability of the Provider to affect the profitability
- and viability - of the User. This means careful negotiation
of the allocation of risk and reward, and the contentious
issue of whether the Provider should accept some liability
for business losses, such as lost profit

e major customers, aware of this dependency, may seek
some transparency as regards the back-to-back
agreement with the Provider. They may also insist on
having some rights in respect of these contracts. The
User therefore has to be aware, when negotiating for
services which will be onward-provided to large
sophisticated customers, that these concerns may need to
be negotiated into the Outsourcing Services Agreement
from the outset.

The virtual User

Taking this forward to another degree, the User in fact may be
at the centre of a web of outsourcing contracts. At its extreme
is the "virtual" company, which is totally reliant on outsourcing
and has little by way of infrastructure itself:

Outsources

Re-sells network CRMBilling

N N Outsources
owner’s capacity

applications
development

The telco,
21% Century
style

Outsources
callcentre

Partners and Affiliates
Outsources
supportand
maintenance Outsources e-/m
commerce portal

A similar model applies in the pharmaceuticals industry, where
research and development, running clinical trials; and
manufacturing and distributing the products can all be
outsourced, with the User retaining only the brand and other
intellectual property and strategic control. While giving the
User maximum flexibility, these models also pose
management and legal issues:

e negotiating and then managing parallel but
interdependent agreements takes both time and a high
degree of project management, which a start-up venture
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may not be able to devote to the process

e where the Providers have to exchange information or
cooperate in some other way, it is important to minimise
the possibility of "finger-pointing” should something go
wrong. One way of addressing this is to have common
"operational procedures" which are annexed to the service
schedules of the relevant Providers' Outsourcing Services
Agreements.  This avoids having to disclose each
Provider's commercial terms to the others, but does mean
that, at the operational level, the Providers have a
common understanding of service boundaries.

Multiple Provider Structures

Of course it is not only on the User side of the equation that
the concept of one legal entity being involved is unlikely in
practice. If the services either involve a number of elements or
have to be provided in more than one country, almost
inevitably the Provider will have to sub-contract either within its
group or to an unrelated third party, or enter into some other
joint arrangement.

There are three basic structures which can be used, each of
which has benefits and drawbacks:

Joint Priming
PROVIDER
A
Outsourcing
Services
Agreement A
USER
—
Outsourcing

Services
Agreement B PROVIDER ‘
B

While giving the User maximum flexibility, these models also
pose management and legal issues:

e negotiating and then managing parallel but interdependent
agreements takes both time and a high degree of project
devote to the process

e the "finger pointing" issue mentioned above, where again
common operational procedures can help

Ignoring the issue of having potentially two sets of asset
transfers, the issues with this structure are:

Each Provider's
perspective

User's perspective

e Positives: maximum control e Positives: strong direct
and flexibility, both Providers relationship with the User;
answer directly to the User possibility of taking over the
who can change one without other Provider's share in the
affecting the other longer term

e Negatives: two sets of e Negatives: co-habiting with
negotiations to manage; two a potential competitor which




COFFEYGRAHAM

relationships to manage;
danger of "finger pointing"

may attempt to "muscle in"
on its relationship and/or

blame it for any failures ) A
Outsourcing Services/

Some of the negatives can of course be addressed by Prime Contract
adopting the operational procedures manual concept
mentioned above. The Providers may also wish to enter into
an agreement between themselves to govern their
relationship; the User may want to make this a tri-partite

agreement.

A

USER

Asset Transfer
Agreement

Services Sub-

This model becomes increasingly unwieldy as the number of
Contract

Providers involved increases.

Provider consortia

Taking the multi-provider concept one stage further is the
creation of a joint venture:

Services Agreement

PROVIDER Again, this is a simplification: there could of course be many sub-
Transfer A contractors. It is also possib]e that there may be a transfer of assets
Agreement and staff not only to the prime-contractor but also to one or more

sub-contractors. However, at its most straightforward, as above,

Shareholders'

USER 4— Agreement there are the following issues:
Services For User For Prime For Sub
Agreement
e Positives: as with the Positives: control of e Positives: can see
. B Provider JV, there is the services and the it as a simple
Services a single point of interface with the service deal,

Agreement

The Joint Venture Company may either be an ad hoc "Newco"
created specifically for the deal, or a consortium arrangement
for other business ventures. Again, this structure has
advantages and disadvantages:

User's perspective Each Provider's perspective ‘

e Positives: single point of e Positives: can present a
contract and contact; clear unified service offering to a
line of responsibility and User or the market; can
liability allocate responsibility and
liability with other Providers
via the Shareholders’
Agreement; can use to limit
legal exposure by
contracting through a limited
liability Newco; can limit
commercial exposure by not
putting its brand to the
service

e Negatives: the Newco may e Negatives: lack of
have little substance so communication directly with
there may be concerns the User hence less ability to
about it meeting its cross-sell; all the pros and
obligations; there is no cons of joint ventures (see
direct contract with the below)
actual Providers of the
services and no lever if
there are service issues as
between them

Prime and sub-contracts

The main alternative to seeing the two (or more) Providers as
being essentially in parallel is the following structure:

contact for
management and
legal responsibility

Negatives: all eggs
are in one basket - if
the Prime-contractor
fails to provide the
services properly or
goes out of
business, the User
may have difficulty in
replicating the
structure and end up
losing the benefit of
all the sub-
contracted services;
the User may want
to have some say in
the appointment of
key sub-contractors
but the Prime-
contractor will resist
this; there may be a
lack of transparency
about the passing-
through of the sub-
contractors’ charges;
the User may want
the sub-contractors
to be involved in
liaison, for example
over changes to the
services but again
the Prime-contractor
may resist this.

User; freedom to
choose and change
sub-contractors

Negatives: real risk
of being squeezed
by the User and
major sub-
contractors
(especially if they
collude) - over
pricing and the
passing on of
liability, for example;
the User is likely to
demand some
degree of
transparency and

also some say in the

changing of sub-
contractors so the
“freedom” may be
more apparent than

real; may not be able

to charge for the
value of the
management of the
sub-contractors

divorced from the
business impact of
its service failures
SO can resist
sharing liability for
this

e Negatives: lack of
relationship with
the User and
chance to cross-
sell or develop the
services; at risk of
being replaced by
the Prime-
contractor; lack of
visibility of the
main Outsourcing
Services
Agreement



Obviously, as with the other structures, the relative balance of these
pros and cons for each party will depend on the nature of the
services and their relative bargaining power. This structure has the
huge benefit of being simple to set up and to understand.

Joint ventures and consortia

The final main alternative structure is where the User and the
Provider themselves enter into a joint venture. In this case, the
parties initially contribute as follows:

The User:

e transfers into the JV Co the assets constituting its existing
department; its employees also transfer into the JV Co by virtue
of TUPE (or other implementation of the Acquired Rights
Directive)

e enters into the Services Agreement with the JV Co, so providing
a commercial basis for its existence as a business

The Provider:

e may also contribute assets or finance
e enters into a "back to back" services agreement with the JV Co
to provide management and other services

The parties are issued with shares in the JV Co and also agree how
the financing of the operation is to be achieved - whether by way of
further subscription or debt financing or otherwise. The arrangement
is set up as follows:

Shareholders'
Agreement

USER

Transfers
assets and
staff

Agrees to
take services
under the
Outsourcing
Services
Agreement

Back to back services
agreement

This way of operating an outsourcing may seem to fly in the face of
the usual intent of the User - to cease to own or care about how the
services are provided but only to purchase the services it needs.
What therefore are the reasons why the parties may choose this
method of arranging the outsourcing and what are the drawbacks?
The principal pros and cons about creating a joint venture for this
purpose are set out below.

Pros Cons

Tax: where the User is VAT- Economies of scale: it will be more

exempt (such as many financial
institutions) it may be able to avoid
paying VAT on the charges for the
services if the shareholding of the
JV Co is arranged such that the JV

difficult for the Provider to leverage its
other assets and, for example, to
cancel transferred third party
contracts where it has existing
arrangements with the third parties.
This will have a limiting effect on its

Pros

Co is part of the User’'s VAT group.

Finance: if external finance is
needed (eg to fund the initial
acquisition of the assets or for
future investment), the funder may
insist that the assets and revenue
stream are ring-fenced in a
separate company which it can
take security over

Politics or regulation: some
government or other public bodies
may find it politically or legally
impossible to dispose absolutely of
its assets or people and a JV may
be the only alternative

Sharing reward: one reason for the
outsourcing may be that the parties
expect that spare capacity may be
used to sell services to other
potential customers of the Provider
or otherwise expect to realise
benefits - these are easier to
identify and allocate if the
outsourcing is run as a distinct
business. This may also be true in
terms of tracking future investment
and efficiency savings.

Exit: if the assets and staff which
are being used to provide the
services are ring-fenced in this
way, it is easier for the User to take
them away from one Provider and
transfer them to a replacement or
take them back in-house, by using
options over the Provider’s shares.
Conversely, the Provider may have
an option to buy-out the User’s
shares after a period of time or on
the happening of certain events,
such as the growth of third party
business as referred to above.
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Cons

ability to realise savings or to draw on
its other resources such as back-up
facilities

People: the User’s staff may be
reluctant to transfer to a JV Co rather
than to the Provider itself, seeing a
lack of job prospects and flexibility in
a ring-fenced operation

Management: it may be more difficult
to allocate responsibility for failure
and to enforce legal rights against a
company which is partly owned by the
User rather than at the other end of
an arm’s length contract.

Apart from these issues, which are specifically related to
outsourcing, there are the general points which apply to any joint-
venture arrangement, chief amongst which are:

e how are the shares to be divided? Is either party to have a
controlling interest, or the ability to block certain votes? What
other rights are to attach to the shares, such as the ability to
appoint and remove directors; pre-emption rights on transfer of
ownership; preferential rights on distribution of assets; or rights

to dividends

e what obligations will either party have to contribute future funds
and on what basis - can one party dilute the shareholding of the

other?

o related to this, how is the board of directors to be constituted and
operated? Is either party to have a majority of voting rights or a

casting vote?

How much day to day involvement and

commitment will the directors need to undertake? Are certain
matters to be reserved to the shareholders or require a
unanimous vote - what if there is deadlock?

e how can the JV Co be dissolved or either party dispose of its




shares?

As noted above in relation to Provider JVs, the parties will need to
enter into Shareholders’ Agreement as well as the obvious services
agreements, to address the above issues.

Conclusion

Structural considerations can critically affect not only the
management of an outsourcing transaction but also, on occasion, its
financial viability. It is therefore vital that the parties consider
carefully the structure that is going to serve them best throughout
their relationship. Our experience is that the simpler the structure,
generally the easier it is to follow lines of responsibility and allocate
fairly risk and reward
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