

Vested® Module 13 Interactive Learning
Step 4 – Identify Total Cost of Ownership and Perform Best Value Assessment
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TCO and Best Value
· Convene the Pricing Team
· In this step, you will work to develop an understanding of the price associated with your workscope based on total cost of ownership and best value, or the value associated with the benefits received, not the actual costs
· Document total costs from an end-to-end perspective, capturing the costs from the service provider and the company
· Doing this will require transparency to establish the real total cost; remember that there are almost always hidden costs, soft costs and risks that are often overlooked when agreeing on a price
· Add these costs to your pricing model equation 
· There are two approaches to getting started with a transparent approach.
Develop a P&L
· Approach 1 
· Each company creates and shares its own P&L and balance sheets for the workscope and shares these side by side
· Approach 2 
· Create a mock P&L, or pro forma statement. 
· The P&L is a representation of what the financials of the business would look like if the companies were operating under an investment-based business model and shared one P&L and balance sheet
· Ensure that the financial experts of both parties mutually agree on the P&L model, its calculations, currency assumptions, and detailed rates and hurdles
Review Workscope and Best Value Criteria 
· If certain workscope may shift from the buying party to the service provider, you should strive to understanding costs based on the total cost of ownership and best value
· Document total costs from an end-to-end perspective, capturing the costs from the service provider and the company
· Doing this will require transparency to establish the real total cost; remember that there are almost always hidden costs and soft costs that are often overlooked when agreeing on a price. 
· Review your workscope and sense check you have allocated work to the appropriate party based on “best value”
Identify the Hidden “Costs” of Contractual T’s and C’s
· Document calculable risks for your business
· Terms of Payment
· Warranty
· Financing
· Administrative efforts
· Document soft risks through a best estimate
· Scope shift 
· Risk of default (supplier or sub-tier suppliers)
· Penalties, regulation, litigation, etc. 
· General risk uplift 
· Market or geographic risk
There is no template for the P&L included in your tools; the requirements vary greatly from business to business.
Thinking It Through
1. Did you take the time to understand the true costs of developing a baseline business case that establishes the companies’ profit projections?
2. Have you documented the total end-to-end costs?
3. Are your assumptions still valid?
4. Have you developed a parallel or mock joint P&L?
5. Have you determined the best value criteria and ranking? Will any workload shift because of your learning?
6. Have you revised the taxonomy to finalize workload allocation based on best value decisions?
Step 5 – Perform Risk Assessment & Allocate Risks
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Allocating Risk A Five-Step Process
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Identifying and Assessing Risk
· Convene the Pricing Team
· Hold a white boarding session
· Start the process by identifying risks that could impact the project
· Be inclusive – include everything at first
· Work jointly
· Refer to your Stakeholder analysis – were risks identified by your stakeholders? 
· Complete the risk analysis for each risk you have identified
· Assign probability and impact
· Prioritize each risk
· Develop a risk mitigation plan 
Document your work on the Risk_Mitigation_Template_v3
Understand the Risk
· Using your Risk Assessment list
· Agree on the high priority risks from your analysis
· For each of these risks 
· Understand the potential costs
· Model the cost to develop a risk premium
· Determine which company is better suited to manage and mitigate the risks
· Establish the risk premium that will be paid to the service provider for taking on risk or a risk discount in pricing if the company assumes risk
· Use these costs in the pricing model
Thinking It Through
1. Have you completed your risk assessment?
2. Have you identified risks with a high probability or impact?
3. Have you assigned costs to selected risks? Are these risk premiums factored into the pricing model?
4. Does your pricing model allow you to conduct a risk assessment?
5. Have you included in the review process the legal and the contract management group along with other stakeholders?

Step 6 – Agree on Compensation Model
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Determine the Best Pricing Model
· Convene the Pricing Team
· Select the compensation method for your pricing model
· Think through the best method fixed price, cost reimbursement, or a hybrid for your agreement 
· Remember that you can use different pricing structures within the agreement
· Document your pricing model framework, a simple graphic will give clarity to the framework and assist in building stakeholder agreement
· Use the Selection guide Pricing Model Selection Guide V1 to assist you in selecting the best pricing model for your agreement. Your agreement can contain a hybrid model.   
[image: ]
Thinking It Through
1. Have you worked through the key criteria of your pricing agreement?
2. Have you determined the best compensation method?
3. If you choose a hybrid, are all parties clear on what parts of the agreement will use which method?  Or when the agreement will be reviewed to change or adjust the method? 
4. Have you assessed the impact of each method on the company and the supplier? 
5. Are you shifting risk verses allocating it? 


Step 7 – Determine Target Agreement Duration
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· Convene the Pricing Team
· Discuss the Term of the Agreement
· What is a reasonable term based on 
· Investments
· Innovation Goals
· Process Improvement Goals
· Desired Outcomes
· What creative options can you offer
· Term extensions based on performance or targets
· Term extensions based on improvement initiatives or investments
· Do corporate policies need to be addressed? 
[bookmark: _GoBack]Document the agreed term and any language related to the agreement term
Thinking It Through
1. Can you model investments over time to see the impact on prices or required increases in volume or reduction in costs?
2. Does your pricing model include a financial analysis on the impact of length of the term?
3. Have you established an optimum timeframe for your Vested agreement to avoid duplicated management, administration, resourcing, and transition costs?


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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+ Atransparent approach to sharing both
company and service provider costs oftenis
called an “open-book approach”

+ We believe that an open-book approach is the
bestway to establish true end-to-end total cost,
because it builds a fact-based discussion around

“price”

+ While it is possible to not use an open book
approach, most Vested agreementsinclude an
open-book approach

+ Unfortunately, many companies and service
providers are fearful of such an approach
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Transparency

+ To mitigate concerns ensure that your Statement of Intent
andlor Guardrails clearly states target margin and your
intent to share risks and rewards from your Vested
agreement. If you have done a proper job in setting
targets early in discussions, you will find transparently
sharing costs more comfortable.

+ Although we strongly favor transparency in establishing
true costs, we realize that it may not be feasible for some
companies. We accept this and encourage you to share
as much information as you can. Over time, companies
get more trusting, and they can revisit and refine the
pricing model as they learn more.
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Transparent Pricing

There are two approaches to comparing business cases and basic
financial analysis
+ Approach 1. Each company creates and shares its own P&L and
balance sheets for the workscope and shares these side by side
— T approach leverages the PSL that cach party already has created basedana.
standard setof assumptions

— The service rovider' revenue”in essence becomes one of the company’s
“cost" tems.
— e goals to deniify as many of the cosis as possible so ach company can
understand cearly the frue costof dong busincss and ts impact on profit
« Approach 2. Create a mock P&L or pro forma statement
— The PAL is a representationof what he financias of he business would lookike:
ifthe comparies were operating under an nvesiment-based businessmodeland
sharedone PAL and balance sheet
— s approach helpsthe partes exarine the scope ofthe service defveryina
unifled way ththelps them focus on mproving the bottom ine ofthe business—
ot justone o the other's company
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Example Mock P&L
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Best Value — A More Complete Understanding

« The concept of best value is closely related to, but
slightly. different from, TCO
— TCOlooks at all costs; best value assessment adds
decision Criteria to inclyde intangibles, such as market
risks, social responsibilty, responsiveness, and flexibilty
— Bestvalue assessment goes one step further than TCO
because it compares alternative solutions based on value
derived, not just on cost
« Best value assessments base pricing decisions on
the value associated with the benefits received, not
on the actual prices or cost
« The intent of a best value assessment is o enable a
balance between tangible cost and soft “value”
considerations
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Determining Best Value Assessment of Your
Workscope

« Your integrated team should determine the criteria
you will use to establish best value of your
workscope
« We recommend that a best value assessment be
performed against major workscope components to
sense check your workscope allocation performed
earlier
~ Itis rare that entire end to end workscope will shiftto a
service provider

~ Review the taxonomy you created and go through a best
value analysis for each major workscope

~ Doing 5o will help you develop deeper discussions
regarding value instead of just price
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Allocate Risk Don’t Shift It

+ The bestapproach is to allocate risks to the
party that is able to eliminate the risk

+ When that is not possible, the next best
approach is to allocate the risk to the party that
is bestable to manage and mitigate it in the
most cost-effective manner

+ Instead of shifting risk, companies should
develop pricing models that are based on smart
risk allocation

+ Risk exists, it is real — Deal with it!
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Addressing the Risk Premium

« Itis entirely possible that while one party is
accountable for delivering a solution, yet the
other is better able to mitigate and control risk

+ Aparty that knowingly and willingly bears a risk
must be compensatedforit, as it will cost the
business money to manage the risk within
specific tolerance levels

+ The compensation for bearing a risk is a risk
premium

+ Ina Vested deal, risk premiums are discussed
openly and mutually agreed upon by the parties

Vested U ENEST
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Examine The Risks

+ The parties must come to the relationship
preparedto account for known risks

+ Both companies must examine the past to
identify risks that have a high likelihood of
occurrence or a high impact to safety, margin,
operability, or reputation and tie a price or
premium to the estimated cost of intervening,
should one or the other company have to take
action

+ An awareness of events that can create new
risks is advantageous

Vested mUsSTYENEST
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Allocating Risk A Five-Step Process

Afive-step process is recommended to establish risk
premiums that should be included in the pricing model
1. Identify and assess the risks
2. Understand the potential costs associated with the
risks (if possible)
3. Model the risk premium pricing calculations
4. Determine which company is better suited to
manage and mitigate the risks
— Risks should be allocated to the party best equipped to
deliver consistent performance and mitigate risk before
an event occurs
5. Establish a risk premium that will be paid to the
senvice provider for taking on risk (or a risk
discount in pricing if the company assumes risk)

Vested UNVERSITY o TENNESSEE B
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dentifying and Assessing Risk

Identify potential risks 0 "‘
+ Developa list of risks

Analyze the Risks you identified

+ What is the probability each event will occur?
« What is the IMPACT ifthe event occur?

« Prioritize all events

+ Identify risk mitigation approach for each event,
assign ownership, set target dates and track
status

Vested e
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Risk Analysis Model

« Document your work using the Risk Analysis
Template
~ For each risk, understand risk patters, have event
awareness, and assign a probability of occurrence
and impact on the agreement
= Assigna piorly to each ik
lish a mitigation plan

- Estal

Plan
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2 erstand the Costs of the Risk

*+ Review the high priority risks
+ Identifythe costs associated with risk should it
happen
— This can be hard costs or soft costs
— Can you estimate a recovery period for the risk?
— Who bares the cost (company or supplier)
+ What is the costof mitigating the risk
« Can the risk be eliminated?

Vested e
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Model the Risk Premium

«+ Tie a price or premium to selected high-
probability, high-impact risks, estimating the cost
of intervening if one or both companies have to
take action.

+ Understand the potential costs associated with
the risks.
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4 - Assign Risk

+ Determine which company is better suited to
manage and mitigate the risks

+ Allocate risks to the party that is bestequipped
to mitigate them
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Establish the Risk Premium to Pay

+ Establish a firm cost (risk premium) associated
with each risk in terms of added cost to the
service or product

« Include the risk premium to the company for
taking on risk

+ This risk premium should be a visible
component of your pricing model

+ It may make senseto create an incentive if the
risk can be effectively mitigated and the overall
costofthe risk is reduced
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Agreement Types

—
—

—

Mixed pricing models
in the agreement
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Interactive Learning
Selection Guide
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Rule of Thumb

+ The general rule ofthumb is that the agreement
duration is commensurate with the service
provider’s optimum time to make a Return On
Investment, therefore keeping prices reliably
stable
— We rarely see a Vested agreement with less than a
five-year term

— We have seen several agreements with ten-year
terms

— The longest contract duration we have seen was for
25 years

Vested =usmememassse
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y Baseline Total Cost of Ownershi|

« If possible, developing a baseline of the existing total
cost of ownership can help estabiish target costs and
incentives.

+ Baselines can also be an important component in
conducting a best value assessment if there is question
about workload allocation.

« Many companies find they simply do not have the data
(or time) to conduct a proper baseline. In this case the
companies can adopt a “cost pass through” and have the
service provider establish the baseline within the first 3-6
months after transitioning any work

Vested B TEoESTer
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+ The only way to get to the real total costsis to
understand all of the factors that influence a fair
price associated with the business

« Ifyou have done a thorough job developing your
baseline you should have at least a preliminary
understanding of the total costs

+ The only accurate approach is to documenttotal
costs froman end-to-end perspective—
capturingthe costs from both the service
providerandthe company

Vested L
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