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Asia has become one of the preferred destinations for outsourcing services.  For example, India’s core competencies and low cost intellectual services are highly sought after for Information Technology Outsourcing and Knowledge Process Outsourcing, while China still leads the market for Business Process Outsourcing (particularly manufacturing).  
While outsourcing has the potential to reduce costs and bring about synergies for a company, in order to achieve these results, it is crucial that the outsourcing contract between the company and the supplier establishes a framework for addressing potential problems while at the same time providing mechanisms to allow the relationship to adapt to future changes in the needs of the company.  Just as importantly, the company needs to actively manage and supervise its relationship with the outsourcing supplier throughout the term of the contract.
Types of outsourcing services

For our purposes we have briefly summarised below the various outsourcing services currently being marketed by suppliers:

· Information Technology Outsourcing (“ITO”) involves outsourcing of IT related functions, such as management of a company’s core supporting IT systems and networks to a service provider.  
· Business Process Outsourcing (“BPO”) involves outsourcing the operations and responsibilities related to a specific business function/task, such as supply chain or customer support.  The strategic value of BPO is created by reengineering the process so that efficiency is improved.
· Knowledge Process Outsourcing (“KPO”) is about the outsourcing of knowledge-based business activities, usually the company’s core business activities.  The supplier provides analytical, technical and interpretive skills and with it the exercise of judgment and decision making.  The primary value proposition of KPO is to increase profitability.
What are the key stages in an outsourcing relationship? 

As an outsourcing contract usually involves a long term commitment from both the company and the supplier, it is essential to be aware of, and give careful consideration to, the key business and commercial issues that may arise during and in connection with the outsourcing relationship.   
In order to strategically address the most common problems in the outsourcing contract, it is helpful to think of the outsourcing relationship and the issues that may arise as unfolding in 3 stages: 
· Stage 1 - addressing the initial negotiation phase;

· Stage 2 - managing the relationship during the outsourcing period; and

· Stage 3 - executing a well-planned exit strategy.
Stage 1 - Avoiding common mistakes during the initial negotiation
The following important issues should be addressed right at the beginning of the relationship.

· Not outsourcing for the right reasons

Avoid the mistake of outsourcing as a quick-fix cost cutting manoeuvre not realizing that changes can often be made to the process without outsourcing.  Prior to committing to an outsourcing contract, always ask the question “are there other methods, such as an internal reorganization, which may achieve the same result?”.
· Not evaluating current processes prior to searching for a supplier

Evaluate the company’s current costs and service levels as these should be the minimum service levels that the company requests the supplier to commit to.  A clear penalty/discount structure should be structured into the contract and apply automatically if the service levels are not met. 

· Not describing in the contract the scope and boundaries of the service
Clearly defining the scope and specifying the deliverables will help avoid the situation where the supplier is not providing something which the company assumed it would be getting for the price it is paying.
· Entering into a contract for too long and committing to pre-payment, future payments or block time requirements

This is particularly an issue with ITO and BPO.  Always negotiate into the contract a termination at will clause.  It is also preferable to avoid pre-payments or “lock-in” periods although this may have to be balanced against the supplier’s initial technology investment amortization requirements.  Avoid committing to paying a higher amount at the start which will then decrease over time or any major future investments. While this may seem a good idea to save in the long term, remember that the economic scenario may change over time.

· Not specifying a delivery date 
Most KPO contracts are based on a time and materials pricing structure which often results into delays and uncontrollable costs.  It is therefore important to always have the supplier commit to a delivery date and set a price cap.
· Not checking the quality of the supplier’s staff and technology 
It is important to ensure that suppliers commit to ensuring that theirs employees have the right skill sets, that key staff are retained, and that companies can ask for replacement of underperforming staff.

Stage 2 - Managing the relationship during the outsourcing period
Foresee and be mindful of what could go wrong during an outsourcing relationship, for example:
· Supplier not meeting your business needs or coping with changes to those needs

Set up a governance board to review, manage and supervise performance of suppliers and  provide for:

· procedures for requesting and managing change, including assessment process;
· incentives and penalties based on the supplier’s performance; and
· prompt and clear step-in rights to enable company to require the operations to be taken over by a third party or in house.
· Supplier’s prices are no longer competitive

Include in the contract mechanisms for reassessment of prices eg. annual benchmarking.
· Security breaches

Choose a trustworthy supplier who should be accredited to recognised security standards and data should be segregated from the supplier’s other customers and customer teams.  It is important that a proper security policy be in place.

· Disaster affecting the supplier 
Supplier should have a concrete disaster recovery plan and this should be a contractual obligation.  Force majeure provisions in the contract should not cut across the supplier’s obligation to provide the company with business continuity.

· Maintaining too many supplier relationships resulting in overlaps 
Limit the number of suppliers involved and select one that can provide all current and projected needs and if necessary subcontract discreet functions are usually more cost efficient for businesses.  This is an issue particular for ITO.
Stage 3 - Executing a well-planned exit strategy
A well-planned exit strategy will save the company a great deal of money and time when the company decides to end the outsourcing relationship or to migrate the outsourced functions in-house or to a third party.  Think about the following:

· Think about and agree to an exit plan at the beginning

At the end of the outsourcing contract term, the company may no longer have the knowledge base to perform the function/operation.  It is therefore important to agree an exit plan with the supplier at the beginning and negotiate a support clause when the company still has the bargaining power.  The supplier should commit to providing transition support either to the company or to a new supplier during the transition period. The support should also be provided if the contract is terminated due to a default by the supplier.
· Keep open the option to shift to another supplier

Companies often find that they have tied themselves up to the supplier in a way that makes shifting to another supplier extremely costly in ITO or BPO contracts where a costly customized system or process has been developed for the customer and there is a commitment to invest in further developments. Always be sure to have the option to move on to another supplier.

· Providing for systems migration plan

Systems that have been transferred to the supplier during the outsourcing relationship need to be transferred back to company or another supplier for ITO at the end of the term of the contract.  The contract should provide a backbone mechanism for systems migration with a governance board and commit the supplier to perform the migration as part of its transition obligations.

· Intellectual Property Regime 

Always clarify the intellectual property regime applicable to any software developed or customised under the contract and make sure the company is able to use, update and upgrade and maintain, or have a third party maintain the software, if the supplier goes out of business.
· Knowledge acquired by supplier
Include a system for transferring or making available to the company, either through training courses and/or in documentary form, the knowledge and information acquired by the supplier during the outsourcing relationship.  

Conclusion

To summarise, for a successful outsourcing relationship be sure to:
· assess and understand your needs in the first place;
· find a trustworthy partner who would be able to meet your needs;
· have a well drafted outsourcing contract that provides both a solid framework to address potential problems that could arise and a flexible mechanism to adapt the relationship to evolutions in your company’s needs and to address unforeseen problems; and
· manage and supervise the relationship throughout the term.
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