

Vested® Module 14 Interactive Learning
Step 8 – Complete Pricing Model and Determine Prices
	We recommend that the team hold off “negotiating” the actual pricing and incentive payouts until after the economics of the agreement and the broad terms have been developed and documented.
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· Use the pricing model as the starting point to establish the fixed-price components, cost plus components, and any hybrid prices. 
· Then link the TCO and assumptions relative to the work. These assumptions will form the baseline service levels and targets in your pricing model and set the threshold for variability and deviations from normal business conditions. 
· Agree on any performance or service standards that are affected. 
Construct a “spreadsheet” that contains the basics of the pricing model 
· Include all assumptions
· Include all costs
· Develop best, worst and most probable scenarios to test risk and market fluctuations
· Enter the volume of work 
· Examine the impact of the variables
· Adjust your pricing model as needed 
· Agree on how the parties will address future variations in assumptions
· The initial price should reflect the elements in the pricing model in order to deliver the target return. 
· Then compare the initial price with competitive price offerings as a benchmark.
· The goal is to build a pricing model that allows the parties to leverage a wider range of value-generating elements instead of bargaining only on the initial sticker price to reduce spend.
· With a range of economic assumptions and parameters already in the pricing model, you can begin to model various scenarios of volume, duration, unit price, and risk to create the desired target margin. 
· Depending on the focus of the parties, their approach to risk, and the duration of the agreement, the price may be different from initial assumptions.
Thinking It Through
1. Is your pricing model flexible? Can you respond to internal and external changes?
2. Have you calculated a “fair” price that will allow the Servicer Provider to active your Desired Outcomes?

Step 9 – Test The Model / Agree on Baseline
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Testing your Pricing Model
· How you test your pricing model is a unique as the model itself, draw on the expertise within your joint pricing team to develop realistic scenarios to test
· Test various assumptions in your model
Thinking It Through
1. Have you fully tested your pricing model? 
2. Will your pricing model allow the parties to leverage value-generating elements while not focusing on bargaining on the sticker price to reduce spend?
3. Have you tested your pricing model with a range of economic assumptions and parameters including various scenarios of volume, duration, unit price, and risk?
4. Have you done a Monte Carlo–type risk analysis?
5. Have you made required adjustments to your assumptions based on your testing?
6. Are all parties in agreement on how to will manage future fluctuations?

Step 10 – Define Margin Matching Triggers
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Develop your Margin Matching Framework
· Companies should proactively create a process that allows for margin adjustments so that both parties involved in the agreement win and lose in accordance with equitable ratios
· Establish your margin matching framework
· Document your underlying assumptions related to the Service Provider's margin
· Establish the trigger points that will signal that the pricing needs to be reviewed
· Determine a simple model to fairly adjust margins
Points to Consider
The parties must agree that there are causes outside their control (because business happens and events, incidents, and accidents occur) and that these causes impact the pricing model
· It is important to be clear and precise regarding the underlying assumptions that drive margin
· Maintain the variables in balance or readjust them according to a simple formula so that the underpinning assumptions for margin (EBITDA) in the pricing model do not deviate too widely from the projected returns
· This analysis will give the parties a reference point and provide further clarity about the accounting method used to execute the margin matching terms.
· List all factors that may cause large swings in profit gains/losses.
· Mutually agree on the accounting treatment in the event of positive or negative variances. The cost to provide the service may not track at the same pace as service utilization.
· Avoid complex adjustment formulas. They look nice but are costly to administer and are impossible to understand in a crisis.
Complete the Margin Matching Worksheet V1 to include the following
· Company Margin Assumptions
· Service Provider Margin Assumptions
· Agreed to Trigger Points
· Proposed Adjustment Model and Formulas
Thinking It Through
1. Did you clearly state your margin matching objectives?
2. Do the parties agree to the margin matching plan?
3. Are you prepared to continually align the pricing model based on changes to your assumptions and input parameters?
Step 11 – Agree on Incentives
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Defining Incentives
· For each of your Specific Outcomes and Objectives, list the types of Incentives that should be considered by the team as they finalize the contract
· Consensus on a single incentive type for each Outcome is preferable, but if you can narrow it to 2 or 3 choices, that will be acceptable
· Use the guide on the next slide to determine the incentive
· Be specific with formulas and methods
Determine Incentives – A Guide
· Review each objective and its standard. Can you develop an incentive that will support the Desired Outcome?
· Would an incentive be meaningful? Why or why not?
· What type of incentive would best induce the service provider to reach the objective?
· Does the incentive fit your overall pricing model?
· Are incentives clearly linked to Desired Outcomes?
· Will the incentive motivate the service provider to develop and establish innovative, cost-effective methods for performing work, such as driving down total cost, improving service, increasing market share, or making customers happier?
· Will the incentive help offset risk by providing proper reward?
Revisit your Requirements Roadmap, validate the incentives and include in the Vested Pricing Model. 
Thinking It Through
1. Do the incentives reward the service provider for making investments in process, service, or associated product that generate returns in excess of agreement requirements?
2. Are the risks allocated to the service provider reflected in the incentives or in a fair price for the service?
3. Are incentives supportive of the Desired Outcomes and tied to performance objectives?
4. Do incentives promote innovation and improvement?
5. Are incentives consistent with the overall pricing model?
Step 12 – Document the Deployment Process
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· Document your deployment process
· Establish a process for addressing change early
· Document how you will monitor the pricing model and assumptions
· Include this process in the agreement’s governance structure 
Complete the Pricing Deployment Process Worksheet V1
Thinking It Through
1. Have the parties agreed on the pricing model?
2. Have you documented how to manage the pricing model for the life of the agreement?
3. Have you developed a deployment plan for inclusion in your governance statement?
4. Have the parties assigned resources that will monitor the pricing model for the life of the agreement?
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This Template is provided as a reference tool as part of the Vested Online courseware. Please feel free to use it as you develop your Vested Agreement. 
The tools and templates are provided to assist you in learning about Vested Outsourcing. It is copyrighted material by the authors and is provided for individual use.  
For more information, please contact us at: 
	Kate Vitasek
	Karl Manrodt
	Mike Ledyard

	kvitasek@utk.edu
	karl@manrodt.com
	mledyard@utk.edu
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Moving to a Vested Pricing Approac!

« Applying Vested thinking when establishing your
prices helps to greatly expand the zone of
agreement and the size of the pie for both parties.

« AVested pricing approach can produce better
outcomes  for both parties.

« The Vested Agreement Zone represents the
opportunity for much greater gains through
transformative innovation, in essence expanding the
pie for both parties.

« But you will notice that with the larger pie comes
more risk for the parties.

« In other words, for the companies to win big, both
companies must bear some risk
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ler a Vested Pricing Approac

« By doing their homework, the parties can feel more
confident about taking on additional risks and
therefore expanding their zone of agreement, which
inturn expands the size of the pie for both parties

+ What makes this approach a good bet for both
companies is that the parties have
— Transparently identified total costs
— Ensure that all work is allocated through best value

gracllcﬂes ‘with the party most suited to do the work actually
oing
- Hlave jointly identified risk and created a risk mitigation
plan

« Once you have determined a “fair” pricing model,
you can then add incentives as a key reward
structure and model the impact
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Pricing Model Framework
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Test The Pricing Model

+ Run scenarios on the pricing modelto determine
sensitivity to each risk, noting the impact that
various assumptions and risk factors may have
on the target price

— Rank the probabilities of specific outcomes, and
choose a factor that allows adjustments to the price
for risks and events that affect target margins.

— Each party should consider a range of upside and
downside scenarios to test the balance of fairmess in
risk allocation and any subsequent price adjustments.

— If one party controls revenue through flexible pricing
and one party controls only cost, how is the revenue
allocated fairly over the cost base?
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Testing Ti

+ Revisit your assumptions based on the risk assessment.

+ What is your approach to spare capacity and the ratio of resources
required to senice the total capacity?

+ Do you have accurate demand forecasting? What are the levels of
predictability in volumes over time?

+ What riskfactors have been applied to the volume assumptions?
Who bears this risk?

« s there a cost and price diferential for differing levels of senvice or
standards of senvice?

+ Are there seasonal fluctuations, peaks and troughs in demand that
can be smoothed over time?

Vested =vsmmemseme




image8.png
Testing Ti

+ Are there any functional constraints? (These might include local
pricing considerations at diferent locations where the impact of
losses in a highly competitive market is balanced against gains in
less competitive markets )

+ Have you considered the impact of substitutions, new innovations,
and cost improvement techniques over time relative to increases in
firm orders?

«Is there an optimum point to review the price to ensure that multiple
dynamic events affecting price do not detract from meeting the
desired outcomes?

« Now test your assumptions and adjust the pricing model accordingly
to set the baseline.

You now have atarget price for a given set of assumptions and
time span.
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at is Margin Matching?

+ Atechnique used to adjust prices fairly based on
movements in defined underlying pricing model
assumptions

+ The pricing adjustment is based on trigger points that,
when activated, reset prices as fluctuations occur

+ The goal of using margin matching is to maintain
economic alignment in the relationship as the business
environment changes, ensuring faimess in prices

+ Margin matching is designed to watch out for the bottom
lines of the parties in an agreement in a fair,
collaborative manner

+ We strongly recommend the inclusion of a margin
matching technique in your Vested pricing model
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The Benefits to Margin Matching

+ s designed to maintain economic alignment at the most
fundamental level as business happens

« s flexible, efficient, and easy to administer because all factors are
transparent and assumptions are clearly stated

+ s linked to known inputs, sothe parties potentially can automate the
invoicing and tracking system

« s positively focused on business continuity, stabilty, and much-
needed certainty

« s fiendly to end users or intemal stakeholders because senice
providers avoid cutting comers on senice delivery due to pricing
pressure

+ Avoids the need for midterm renegotiation by triggering proactive
change through the goverance process

+Is focused on a culture of understanding fisk and maintaining
business continuity
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Margin Matching Must be Governed

* Margin matching techniques viork best when they are
integrated into the governance section of your Vested
agreement

~ Mestings should occur when predefined thresholds are likely to
cause cither a positive of negative variance 1o the stated targets

~ Ideally. the parties periodically should examine the pricing model as
wel 25 the actual prices

+ Amargin matching approach levels the playing field over the
long term and mandates reciprocity

~ The starting point is a mutual objective

— The parties help each other achieve optimal margins and derive the
bestyalue from their relationship

— The parties both identify and mitigate risks that are prevalent yet
rarely accounted for in non-collaborative relationships

+ Margin matching is designed to watch out for the bottom lines
of the pariies in an agreement in a far, collaborative manner

That is why we highly recommend its use!
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A Primer on Incentives

+ Incentives can be positive or negative. In
addition, they can be monetary or non-monetary

+ The goal is to pick the right incentives to
complimentthe contract type which will create a
well structured compensation model for your
program

+ The challenge becomes establishing the right
incentive to motivate the parties to make
decisions that ultimately will meet the Desired
Outcomes

Vested USRS
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Types of Incentives

« CostIncentives

« Performance Incentives
+ Nonmonetary Incentives
* Award Fees

« Award Term
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Gainsharing versus Valuesharing

« Gainsharing (called shared savings in some
agreements) and valuesharing are not the same
thing
« Gainsharing is from reducing the cost of products or
senvices
— Difference in the original cost of the product or service and
the new cost

— This diference or saving is spli in some fashion

— But gainsharing does not capture allthe value that comes
from change

« Valuesharing is when the parties look beyond cost
savings alone to include the change in the total
value the solution brings to the company
— The power in value sharing is that it encourages service

provider innovation to increase overall value

Vested UNVERSITY o TENNESSEE B
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Incentives should be tied to performance
against Desired Ottcomes

Az oV Qualty Assurance Plan
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Deployment Checklist

+ Seta specific time horizon to manage fluctuations on an

aggregated basis.

= Do not manage every fluctuation

~ Keepthe approach simple and automated where possible, and
bundled into a quarterly or biannual review dependent on the level
of variabilty in the product or semvice structure.

+ Agree on the decision governance framework and the people
from each company who wil pariicipate in reviewing
deviations from pricing model assumptions.

— Ensure that resources to monitor the pricing model are available for
the lfe of the agreement

+ Set approval boundaries, and ensure that all statutor
financial instructions and regulatory procedures are followed

+ Record movement in prices, incentives, and performance to
create trends that will inform fufure pricing strategies.

Vested ST ENEST
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Remember WIIFWe

+ Developing the pricing model that aligns the
organizations involved is perhaps one of the
hardest parts of a Vested Outsourcing initiative.

+ Organizations implementing Vested Outsourcing
must not revert to a win-lose mind-set when it
comestime to develop the agreement and stay
in tune with the shared vision and Statement of
Intent.

+ Develop the pricing model jointly.

Vested USROS
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Last Thoughts

« Ensure the pricing model is based on solid principles
supporting continuous economic alignment and not
a revenue generating price alone. This helps to
bring an element of “fairness.”

« Apricing model can change over time as the teams
learn more.

— For example, an early stage Vested Outsourcing
performance is probably suited for a cost-plus agreement.
— As the outsourcing program matures, the pricing model

can be migrated to more of a fixed or hybrid price structure
with an innovative incentive framework.

Vested =osmmemseme





image19.png
Vested Pricing Model
You have completed your
Vested Pricing Model that

will reward you for
achieving your mutually
agreed Desired Outcomes

\\’\’\’\’\’\’\\\’\\G

ested s




image1.png
« Agreat pricing model takes into account potential
variables and includes sensible assumptions, thus
refining the model and making it sensitive to specific
deviations from normal business conditions.

« Any variation to the assumptions triggers a change
to the agreement. Depending on the impact, the
change could affect price, performance, and any
senvice standards offered

« Ina Vested agreement, the parties acknowledge
that economic and market forces wil adversely
impact the relationship, and both parties establish a
process early on for addressing change.
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