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CHAPTER 4

Financial considerations
– understanding cost and
setting charges
4.1

Introduction
Once you’ve read this chapter you are able, as a buyer or a seller, to understand the
importance of sound understanding of how your cost is determined, how cost may affect
your bid strategy and how contract standards and contract terms may contribute to
reducing cost and optimizing profitability. At the same time you will be ensuring products
and services are beneficial to your sellers, your buyers and your own company, securing
long term and mutually satisfactory value-chain relationships. The key message of this
chapter is for you to realize that a thorough understanding of the complete cost picture –
your own and that of your trading partners – is key to achieving profitability.
In this chapter we will explore the most important financial considerations that influence
bid strategy, contractual standards and contract terms. We will touch upon the principles
behind costing and setting charges; identify the various charging methodologies and
structures that could apply and in what situations they are most appropriate; evaluate the
links between charges and risk management; and provide examples of the contractual term
variables that are likely to have most impact on costs and charges. We will also illustrate
the links between contractual terms, cost and charges with examples that highlight best
practice – and also how failure to make the right connections will damage profitability.

4.2

Bid strategy: why does cost matter?
Businesses aim to make profits and without a clear understanding of their internal and
external costs they cannot set charges that will drive profitable outcomes. For sellers, the
charge must be set at a level that your customer is prepared to pay and which, at the same
time, is still profitable for your company; buyers must set their expectations of charges at
a level that the seller is willing to provide the product, program or service for. This means
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you have to understand issues that determine value and be able to explain those values
to potential customers and sellers. You must also be aware of alternatives – either from
competitors, alternative solutions, or from doing nothing. Your contracts must represent
good business value for both parties, e.g. the benefit to the buyer must exceed the costs
to the seller and the charge the buyer pays will, in most circumstances, be somewhere
between the seller’s cost and the buyer’s benefit.
Often, contracts involve standard products or services, with standard charges or charges
that are not negotiable. Sometimes, they involve non-standard or ‘customized’ products,
programs or services, where costs are less predictable and charges may be highly negotiable.
In all cases, whether standard or non-standard, judgments have to be made about the correct
allocation of costs. For example, most companies offer a range of products, programs and
services that are offered to different segments/buyers. The approach to costs within the sellor buy chain may vary accordingly. Depending on which costing methodology is applied,
these differences may either be taken into account – resulting in significant variations in
allocation, based on actual costs; or they may be averaged – leading to potentially inefficient
pricing decisions. Also, your go-to-market model may affect your cost model (or, more
specifically, your profit margin).
Today’s competitive markets have forced suppliers to innovate in their charging and pricing
models. In some cases, these are superficial (for example, product bundling masquerading
as a ‘solution’) but in many there are alternative value propositions. For example:
• Increased responsibility for outcomes
• Greater commitment to performance levels
• Alternative payment or charging schemes
Outsourcing, software as a service, cloud computing and ‘power by the hour’ are all examples
of the transitions from traditional product supply to the world of services and solutions.
These transform the economic model and risk characteristics for both suppliers and their
customers and therefore have fundamental impact on contract terms and structures.

4.3

The role of the contracts professional
In our experience, financial considerations are too often overlooked or ignored by contracts
professionals. This is mostly because they have little authority and frequently no visibility
to key data – for example, the underlying cost information and structure. This means major
opportunities to have an impact on profit or to increase win rates can be lost. It also means
that many commercial contracts staff lack confidence in challenging or questioning their
colleagues in Finance; this means valid discussion is stifled – and opportunities are missed.
Most terms and conditions have direct cost impacts – for both the buyer and the seller –
and of course therefore affect the price and value of the proposed contract. Best practice
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corporations ensure that terms are not negotiated in isolation from the price. They do this
either through totally integrated cross-functional teams, or by ensuring financial visibility
and competence in their commercial contracts staff. The latter approach is increasingly
common and, in IACCM’s view, the right path to follow.
A top-performing professional will ensure not only that they understand the make-up of
their own proposal, but also that they focus on questions that will reveal the customer’s
sense of value. This may lead either to the inclusion or exclusion of offering elements, or to
creative approaches to price or the overall cost of ownership. The purpose of this chapter
is to explore these options and to encourage awareness and understanding. We will not
spend significant time on costing or pricing from a formal accounting or financial analysis
perspective.

4.4

Bid strategy: the importance of cost analysis
There are various ways to distinguish cost types; some legislation requires you to apply
‘open cost calculation’ models, especially in business-to-consumer selling. The most
commonly used distinctions between cost types are:
• Fixed or variable: your fixed costs are those you cannot change (e.g. Long term lease or
rental arrangements, inventory depreciation, etc.), while variable cost can be managed
(e.g. use of subcontractors etc.)
• Cost allocation types: some costs can be directly allocated to the product, program or
service (e.g. code development, building a solution, etc.), while others (e.g. Staff- or real
estate cost) can only be allocated indirectly
Some contracts contain charges in addition to the initial charge based on additional cost,
e.g. cost for overtime or off-shift work, cost of living adjustments, etc.
Although most costs are related to production or to effort (as shown above), some costs
have no such link and are merely applied to cover (financial) risks, e.g. to cover for debt
collection, insurance, increased liability amounts.
Risk based costing requires a sound understanding of the applicable type of risk, as
described in Carnegie Mellon University‘s Continuous Risk Management Guidebook:
• External risks: dangers from outside your organization which may lead to damage or
loss, e.g. terrorist attacks, natural disasters, wars, but also recession or government
regulations
• Internal risks: dangers from within your organization which may result in damage or
loss, e.g. erroneous strategies, mismanagement, errors, fraud or theft
• Non-controllable risks: situations that may lead to damage or loss that your organization
can exert no influence on but that can usually be insured against, accrued or hedged
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• Controllable risks: scenarios that may result in damage or loss that your organization
can usually anticipate, or react adequately to.
Given the above, you need a broad picture of the overall value chain of your company.
Michael Porter identifies such a value chain as a means of analyzing an organization’s
strategically relevant activities to understand the behavior of costs. Competitive advantage
comes from carrying out those activities more cost-effectively than your competitors. In
his book Competitive Advantage, Porter breaks the value chain model into five primary
stages:
• Inbound logistics
• Operations
• Outbound logistics
• Marketing and sales
• Service
These stages are supported by the infrastructure of the company (human resource
management, technology development, and purchasing/procurement), are inter-linked
and depend on efficient processes. For example, the relationship between sales, operations
and procurement can determine how much stock is to be carried and therefore reflected in
the cost of inventory held.
In their book Competing For The Future Hamel and Prahalad go a step further and anticipate
today’s more virtual business structures, where companies depend on a mix of alliances
and outsourced relationships, stating: “...Companies should cease to be preoccupied with
their degree of vertical integration and their own ‘value chain’ – their various valuecreating activities, such as production, marketing and service. Instead they should pay
more attention to their ability to create ‘virtual integration’ by allying with, and purchasing
from, competitors. Rather than analyzing competitiveness purely on the basis of individual
companies, people should realize that the most relevant unit is formed by ‘open clusters’ –
the networks that form relationships of supply...”
It is in this complex environment that most of us operate. And with complexity comes
opportunity – the chance to ask new questions or see things from a new perspective. It
is this aspect of innovation that enables creativity and added value. The key message here
is to think laterally, beyond the obvious, beyond the established rules and procedural
boundaries.
To analyze the value chain of your company it is necessary to first identify its activities.
For example, a manufacturing company producing computers and a services company,
such as a consulting or accountancy firm, would operate with different structures and
these differences would affect the relative importance of each cost element. The relevance
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of operations within the manufacturing company will usually be higher than that of
operations within an accountancy firm. As an example: with over 60 percent of its costs
being allocated to operations, a manufacturing company should initially concentrate on
this area to maximize savings (= reducing cost), while for an accountancy firm the main
cost drivers are operations at 26 percent and marketing at 21 percent, suggesting an almost
equal savings potential.
Porter identifies 10 ‘cost drivers’, the most quantifiable of these being economies and
diseconomies of scale, learning or experience effects, and capacity utilization. The big
difference between traditional accounting methods and the value chain approach is that
the latter focuses on the customer, rather than purely internal perspectives. The value
chain examines producer costs but also considers the consumer costs involved (cost of
ownership).
For example, for the end-user, the cost of a vehicle includes not only the purchase price or
lease payments, but also such factors such as devaluation/depreciation, fuel cost, insurance
and maintenance service costs. A value chain approach looks at how the seller can influence
these costs through value creating activities and product attributes.

4.5

Contract standards as cost management tools
Contracts professionals should contribute at two levels: strategic (any activity that affects
the entire business or a market segment) and operational (any activity that influences a
specific customer, supplier or opportunity).
At the strategic level, you need to consider not only contract terms, but also issues such as
contract standards. These can significantly affect your internal costs and also those of your
trading partners. They fall into a broad category of ‘ease of doing business’. For example,
many companies operate with a standard relationship agreement which then requires
signed supplements or purchase orders to bring them into effect. These ‘umbrella’ terms
were traditionally thought to be far more cost-effective than creating a new agreement with
each transaction. However, the drawback to this approach is that the agreement is often
very long – it attempts to cover the full range of products, programs or services that might
potentially be required – and it may prove complex to change and update. Historically,
it seemed worthwhile to follow this approach because of the need to obtain signatures
and keep physical, paper copies of every agreement. It was also agreed that ‘contentious’
terms (such as limitations of liability, indemnities and other ‘boilerplate’ clauses) could be
negotiated once and then avoided.
Today, that situation has changed. Electronic contracts and signatures mean that there are
new possibilities. Contracting structures can be more dynamic, more readily segmented
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around relationship types and, consequently, more cost effective. However, while this
certainly streamlines the way contracting is done, the debate remains over whether certain
terms are best handled through a Master Agreement – and the answer is that this probably
makes sense in many long-term relationships.
At a strategic level shifts in technology, business practice and legislation must constantly be
reviewed to ensure your company’s approach to contracting is competitive, cost effective
and facilitates the ease of doing business. One major company, by adopting e-commerce
contract solutions for its smaller customers, reduced its costs of contracting by nearly
$15 million; it also increased the integrity and enforceability of its contracts and raised
customer satisfaction in this segment by three percentage points.
But be careful, the following example shows it is easy to get things wrong.
Under pressure from a powerful executive in Sales, the contracts staff at Company X
launched a project to eliminate the need for customer signatures on order forms. They
moved to a position where they could accept electronic forms. It was estimated that the
new approach would shorten lead-times and reduce administrative costs. In fact, it did
enable an immediate reduction by taking out the equivalent of seven employees and this, in
combination with accelerated cash flow, reduced paperwork and storage, plus other minor
benefits, was forecast to lead to year one savings of more than $2 million. The contracts
group was proud of its achievement.
Several weeks later, the Director of Contracts received an irate telephone call from another
Sales executive, complaining about the complexity of the new order process. Unfortunately,
no one had tested with their customers to ensure the signature-less, electronic approach
would work. On further investigation, it was discovered that more than 80 percent of
customers had in fact rejected the new system. Far from simplifying transactions and
reducing costs, the changes were having the opposite effect. And the headcount reductions
meant that the burden was falling on the Sales representatives.
In this situation, those responsible for the project had failed to consider the value chain.
They had taken a good idea and identified some tremendous benefits, but these were based
only on internal analysis and they had failed to explore whether this could be implemented
successfully.

The strategic role also applies to those who support product or service development, or
perhaps industry groups, where the analysis and offering development need to be based
on understanding of market segments. We are going to look at this activity in conjunction
with the operational work of supporting specific bids or customer requirements.

4.6

Contract terms as a cost management tool
Moving beyond contract structure and delivery methods, there is a massive opportunity
hidden in many individual terms and of course in the nature of the relationship offering
itself.
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Most terms and conditions rely in part on business processes, not just our own, but those
of the other party. It is tempting to simplify those processes – or even eliminate them –
through changed terms. However, each time you change the terms you will probably have
affected complexity and consequently impacted costs, so you must analyze the impact. A
simple example of reducing complexity while maintaining your business processes is in
an area like software licensing. Historically, software vendors created complex procedures
to monitor license use. They wanted their customers to maintain a physical count of the
number of users, or the size of processors. Such complexity created a high probability of
non-compliance and led to a great deal of time and resource being expended on monitoring
and control. Those vendors who identified improved methods of charging and monitoring
– for example, through electronic methods – established a competitive advantage.
Often costs are relatively fixed and your decision will focus on how they are apportioned.
For example, shipping or delivery costs cannot be avoided, and the debate is mostly to do
with which party will cover them. As discussed in other chapters, terms can be viewed
as ‘active’ (requiring processes or resources, e.g. payment terms) or ‘passive’ (terms that
require no processes and only come into effect if something else happens or fails to happen,
such as a natural disaster – force majeure). You need to think about both types of terms
from a financial perspective, but in quite different ways. Active terms have a direct impact
on actual process costs. Passive terms could have a catastrophic effect, but in most cases
have no bearing on day to day processcosts (also refer to the types of risks outlined above).
This is an important consideration. A change in active terms – e.g. payment provisions,
physical delivery, warranty performance, training obligations – has a direct and measurable
cost; this can be assessed in determining margin and can fairly easily be tracked during the
contract lifecycle. This is not the case with passive terms; they are mostly covering the
degree of liability if something goes wrong. So while the consequence can be measured
in financial terms, the probability often cannot. And this is where many organizations
struggle. They attempt to ‘price for risk’ – but what price increase should apply to a $5
million increase in the limit of liability? What price increase should apply to a change in
the causes of force majeure? How much should the price reduce if your customer does
not require third party indemnity? Battles over these passive terms are complex and often
situational judgments.
Some risk experts make the following distinctions::
• Qualitative risk estimates: the probability and the impact of risks are indicated in
descriptive terms, for example high, average or low risk
• Quantitative risk estimates: these estimates give mathematical interpretations of the
probability and express the impact of the risk in numbers.
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Within quantitative risk estimates, the following is further defined:
• Variability: the impact of an event that cannot be influenced by further research or
calculation. As with the chance on tossing heads or coins, the chance is 50 percent,
cannot be influenced and does not change
• Uncertainty: this has to do with a lack of knowledge and/or experience concerning the
probability and the impact of risk.
It is easier to estimate the impact of the risk than it is to estimate its probability, both in
qualitative and quantitative risk assessments.
When assessing risks most organizations tend to be too optimistic. Certain powers in the
organization have an interest in estimating the risk as low as possible; for example, the
sales team has an interest in doing business rapidly and will be inclined to assess business
risks to be low. Research by the International Centre for Complex Project Management
(ICCPM) revealed a similar tendency among business executives – it termed this ‘the
culture of optimism’ – and their findings have been cited by a number of leading politicians,
including the UK’s Minister of Defence. In addition, optimism is fed by, for example, severe
competition or social pressure. This means you should have a clear understanding of all
risks involved, qualify those risks and be subsequently able to financially quantify (= cost)
those risks.

4.7

Contract terms that can potentially reduce cost
Warranty conditions and service costs are among the areas where contract terms have
the potential to reduce costs or limit uncertainty. If a product, program or service has
high reliability, the price impact of embedding ‘free’ warranty or service may be small,
but the customer value – relative to competition – may be high. By extending warranty
or including service costs for a specified period, the customer has essentially reduced the
cost of ownership relative to the competition. However, you need to be sure that this is an
offering that the customer values. If, for example, your customer has its own service center,
or views products that fail as disposable, they will see no value in an extended warranty or
inclusive service package – and in fact, will make your life more difficult by requiring this
element to be withdrawn and a compensating price reduction.
Sometimes there are elements of an offer that could perhaps be handled more cheaply or
at a higher quality by a subcontractor or third party ‘outsourced’ provider Alternatively,
you may spot activities that the customer has assumed they will perform, but which can
actually be added to your proposal at a lower cost, thereby enhancing the attractiveness
of your offer. Without a good understanding of costs and a readiness to explore financial
aspects of the deal, opportunities like this will not even be considered.
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Taking further examples, other areas where terms have direct impact on user costs may be
in areas like shipping or distribution charges, or even in a field such as taxes. While many
think of these as areas outside their control, you may very well be able to devise schemes
where you can structure deals and prices to the customer’s advantage. The timing of title
transfer, or the use of intermediaries, or disaggregation of product elements into separate
pricing and invoicing are the sort of opportunities that can be explored. This is particularly
the case with international trade.
Much negotiation time is spent on terms that are ‘owned’ by your Finance department – but
unfortunately, most of them are about containing the consequences of things going wrong
– the ‘passive’ terms we discussed earlier. They are about the financial limits of liability, or
the extent of indemnities, or the percentage of liquidated damages. These terms leave little
room for creativity – they are essentially confrontational in nature. However, best practice
companies address these contentious areas by active terms or measurements that reduce
the risk of failure. They seek to offer terms or processes that give customers confidence that
the product or service will work, or that the identification and fixing of problems will be
superior to that of the competition. This can be through something as simple as dispute
identification and resolution policies and approaches, or the method for recording and
reporting service level performance, including service level penalties (in case you do not
meet the agreed service level) and service level credits (in case you –consistently meet or
exceed agreed service levels).
On this last point, IACCM reviewed many examples of the high cost that poor service level
management represents for many companies. In one case, an automotive manufacturer
expended more than 800 man-years of effort on disputes over service level performance
and service credits – an annual cost of more than $80 million. In another case, a telecoms
provider had almost 400 staff extracting nearly $200 million a year from its suppliers in
service credits – but at what cost to the provider’s performance to its customers? In both
cases, smart suppliers spotted an opportunity to offer dynamic web-based reporting and
a collaborative resolution / fault elimination process. Not surprisingly, they became a
preferred supplier.
The contracts professional should always consider those areas of their offering that may
either bring extra value to the customer – reducing their costs and risks – or which should
be eliminated because they offer little value, for example because the customer can do
these things at lower cost. One word of warning – creativity must be undertaken with a
good understanding of the applicable legal and regulatory frameworks. For example, in
the past, customer concerns were sometimes addressed with generous and penalty-free
rights of return, or deferred payment. Since the introduction of new accounting standards
(e.g. Sarbanes-Oxley) and revenue recognition rules, such provisions are unlikely to be
acceptable. The same caution must be applied to customer rights of product or service
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acceptance; ignorance can lead to severe penalties – for example, you need to be aware of
competition law, laws relating to intermediaries, the growing body of environmental law
and your own company’s structure for tax and accounting. ‘Creative contracting’ in these
areas may result in significant exposures.
Let’s look at two case studies – one that led to a significant competitive advantage and the
other that resulted in an embarrassing customer situation and potential litigation.
Furniture companies represented a major market segment for a composite board
manufacturer, but its principal customers were in the construction industry. Product
specifications were based on the dominant influence of the construction sector. The market
was highly competitive and Sales constantly demanded lower prices as their only significant
means of differentiation. An enterprising commercial manager wondered whether there
might be other terms that could create differentiation. She explored some obvious areas like
quality and warranty, payment and delivery lead-times. While minor changes could be made,
none seemed to offer meaningful added value to the customer. However, while exploring
delivery, she noticed that several customers had the products shipped to a third party – and
she asked why. Her inquiries led to the discovery that the board was too thin for use in
most furniture manufacture. Therefore it was shipped to mills, where it was cut and glued
to create double thickness board. She contacted Manufacturing to establish whether it was
possible to produce board to the required thickness. While the answer to this question was
no, it became evident that internal facilities were available to undertake the cutting and
gluing. The result would be cost savings for the customer of more than 12 percent and also
a shortening of more than 50 percent on product lead-time. Through this initiative, Sales was
able to win several new customers and drive increased satisfaction in existing customers,
while also raising the margin on sales.

In another situation, Sales was similarly pressing for lower prices and had been losing
business to the competition. Finance and Contracts felt that their demands were
unreasonable. A major account salesman was working on a large opportunity that included
the provision of phone systems to several of his customer’s overseas subsidiaries. Prices
in those markets were very high. He decided that if he could find a way to reduce those
prices, he would be able to offer a competitive package price to the customer and avoid
the need to fight for discounts in the home market. He identified several used systems that
had been repossessed or taken back as part of a recent upgrade campaign. He included
these in his customer proposal, including the need for minor modifications to comply with
local technical requirements. As a result of this packaging, his company won the business.
Contracts now became involved – and immediately demanded that the sale be halted. They
alerted top management to the fact that exclusive dealer relationships in several of the
markets precluded direct supply of the equipment. They cited this as another example of the
‘lack of controls’ over Sales and the need for much tighter discipline, including the review by
Contracts of all proposals before they were submitted.
During the subsequent investigation, it became evident that Contracts and Finance
had extensive review rights, but these added little value except in terms of control and
compliance. They also introduced extensive delays. As a result, Sales tried to avoid these
departments.
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The customer deal was honored, although the compensation that had to be paid to the local
dealers eroded any margin on the products. If these negotiations had occurred in advance of
the commitment, the margin could have been safeguarded through considerable reductions
in cost (shipping, duties and services). The lack of internal integration and failure to offer a
creative ‘can do’ service had resulted in significant profit erosion and damaged the image of
the Contracts group.

4.8

Dependencies
A key challenge when using the value chain method for cost analysis is that this forces
you to study cost impacts outside your own organization and potentially extends over the
lifecycle of a product or service. This creates additional uncertainties and risk. For example,
continuing with the car analogy mentioned earlier, costs of ownership may be dramatically
affected by shifts in fuel costs, taxes or insurance charges. This might lead to revision of
purchasing decisions – or even, in extreme circumstances, cause users to reverse past
decisions. Such an effect might flood the market with used vehicles, driving down the price
for new models.
Any form of cost analysis requires choices to be made and some level of estimating. The
more the analysis depends on future events, the greater the risk of inaccuracies. Therefore
costing is not an activity that can be undertaken once and then forgotten. And the value
chain approach, even more than others, introduces areas of unpredictability and change
that require regular monitoring. However, its advocates would point out that these factors
should always be taken into account in any comprehensive risk analysis – the value chain
method simply ensures these critical elements cannot be ignored.

4.9

Bid strategy – how to set your charges
We stated earlier that one of the attractions of a value chain approach to cost analysis is that
it causes a focus on the end-user’s cost of ownership or cost of doing business, and therefore
assists in determining the affordability of acquisition by different types of buyer or different
market segments.
Of course, affordability is not just an issue of capital expenditure; it is also a matter of cash
flow and timing. Hence the commercial contracts professional must always be open to
creative financing solutions. The options in this regard have reduced due to international
rules over revenue recognition. Schemes like deferred payment are no longer allowed in
most corporations, at least not without top executive authorization. But there are many
price or charge options that companies use to address the differing needs of their customers.
You need to discover what price or charge customers are willing to pay, which may not be
a uniform story.
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To determine what to charge for products or services, ask the questions below (Table 4.1).

What are your costs of production?
(Direct and indirect)
What is the customer prepared to pay?
(The urgency of market demand)
Are there distinctive market segments
(Industry, type, geography)?
What are your competitors charging – and what charging formulas are typical to each
market? (Market research data)

What margin do we need – what is the underlying strategy?

Table 4.1:

Questions to ask about pricing and charging strategy

The level of need and perception of value may differ between segments – for example, a
large corporation may gain substantially greater benefit than a small company; the value
in a services business may be much greater than that in manufacturing. You need to have
answers to these points because it is fundamental in setting your charges and understanding
your profit margin. For each customer set or segment, you also need to understand
competitive pricing – and be sure to check whether the product, program or service is
like-for-like in terms of specifications, quality, features and functionality. Your company
executives or marketing groups may have set principles in terms of market positioning. It
is key for you to understand these principles and strategies.
You must also understand and assess ways to manage different approaches between
customer segments. How will you ‘fence’ and justify variations between offerings, especially
if the price differences are substantial?
Your role in setting the charges is to protect or expand profit margins. You may run into
conflict with the Sales drivers, whose target is often based on revenue rather than profit.
To reconcile positions, you must focus on value to the customer. Determining this requires
understanding of product positioning and the options for re-positioning. For example, are
there business terms you can add, delete or complete to make your offering more attractive,
without adversely affecting profit margins? Alternatively, are there ways to differentiate
within the product, program or service itself – perhaps by adding or subtracting certain
features or clothing it with a different set of services?
In competitive markets, charges are always under pressure. Your role is to find ways that
you can selectively differentiate without compromising future negotiations. You can be sure
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that customers talk with each other. No deal is confidential. If you give a special price to
one customer, others will soon know about it. You must be able to explain the differentials
in terms of costs or other elements that are specific to that deal or that market segment.

4.10

Contract terms – differences that may have financial
impact
Terms attach to the products, programs and/or services you market. Products, programs
and services differ in fundamental attributes; with products, there is a tangible good and
title generally transfers from the seller to the customer (or perhaps a third party, such as
a financing company). Title to programs seldom passes; programs are licensed for use by
your customer and the charge may differ (e.g. user based, usage based, ‘on demand’. Title
to services cannot pass although intellectual property is an intangible item and represents
an exception. Services are mostly consumed entirely and their charges are often based on
the volume or amount consumed – for example, an hourly rate (e.g. for legal services), or
an amount per unit (for utilities). Sometimes, customer can pre-buy services at a fixed rate
(e.g. commodity services), either for a pre-set volume or based on a mutually agreed usage
estimate.
Intellectual property is a hybrid. Increasingly, it may not be tangible (it is often simply code,
such as software, though it may be in written form, such as a business process). Title to
intellectual property may change hands – for example, if it is a ‘work for hire’, commissioned
by a specific customer. But often title remains with the developer or inventor, since this is
the know-how from which they make a living. In that case, the charge is often for a license
or a right to use and the seller will define restrictions on the scope of use and the rights, if
any, to transfer those rights.
Whereas with products the end user may have a right to resell (not in competition with your
channel), with services there is rarely anything to resell. Intellectual property is something
that needs to be protected. By sharing intellectual property or exceeding the rights of use, a
customer threatens the seller’s income potential. So in determining charges and the terms
associated with them, you need to understand the degree to which your product, program
or service must be protected and the extent to which user rights must be limited. You
also need to consider the cost and effectiveness of monitoring and enforcement – and the
impact this may have on competitiveness.
Another key factor that varies significantly between industries (and within industries,
depending on the geography in which sales occur) is the choice of distribution channels
(the ‘sell through’ and ’sell with’ examples in the above schedule). Is this a direct sale, or
through a third party? Are sales agreed through physical or electronic methods? The issue
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of customer proximity significantly affects perceptions of value and expectations over the
degree of negotiability.
As discussed earlier in this chapter, many sales today are what we call ‘solutions’. That is,
they are packages of products an/or programs and/or services designed to address specific
customer needs. This has led to more creative approaches to pricing and financing. As a
buyer, you may be faced with a range of options, e.g. an outright purchase price, or a usebased service charge, or a lease. There are even options such as shared benefit or shared risk
schemes where charges depend on agreed results; and in offerings like outsourcing, there
may be tiers of charging, with basic charges raised or lowered depending on whether or
not you achieve agreed service levels (service level credits or penalties, see above). Where
performance is key to the customer’s profitability or reputation, they will often wish to use
financial incentives to encourage good performance. These must be considered in setting
charges and gauging profits. For example, liquidated damages for delay or failure to reach
agreed targets may eliminate margins; on the other hand, bonuses for early delivery or
exceeding targets may enable improved profitability.
All these potential variables lead to complex discussions and calculations to ensure
appropriate business terms that align company policies and goals while protecting
revenue, margins and competitiveness. The need for your expert involvement is evident;
you must understand the principles of costing and setting charges and be ready to ask
leading questions about marketing and financial assumptions. Also, you must recognize
the linkage with contract terms and be ready to adjust these in a way that helps achieve
desired business results.

4.11

Bid strategy – differences that may have financial
impact
The most common formula for a product is to set a selling price per unit. This may then be
negotiated in terms of a discount or the addition of incremental benefits at no additional
charge. However, if a customer cannot afford the purchase price, there may be other
options, either through the supplier or by introduction of a third party. This could include
a lease or a loan.
Certain products may be suited to a charging formula based on the level or type of use.
This has been typical for software and other forms of license (the ‘user based’ and ‘usage
based’ charging described above). One difficulty in this approach is how to monitor the
chargeable event and payment compliance. Ideally it requires some form of metering.
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Services are frequently charged on the basis of use, e.g. most utilities and professional
services. However, they may also be undertaken on a fixed rate. For example, your customer
wants a new process to be defined and documented. You estimate this will take 50 hours to
complete, but there are several dependencies. Your preference is therefore to bill at an hourly
rate of $150. The customer is reluctant to enter into an open-ended agreement; they suggest
a fixed price of $6,000. How might such a situation be reconciled? One key element will be
to document the deliverables in detail and to include dependencies and assumptions. You
must protect yourself against ‘scope creep’ or other uncertainties if you are undertaking to
work at a fixed fee. You may also want to include a ‘performance bonus’ and you may want
to ensure that stage payments are made, so you do not have all your income waiting until
the work has been completed. Make sure that you are always in the driver’s seat in any fixed
price services contract – you are the decisive party, not your customer.
Another option is for charging to be based on performance. ‘Performance-based contracts’
set charges based on outcomes – for example, achieving 98 percent availability of an aircraft
or meeting specific standards for a cleaning service. Often such agreements include a level
of ‘risk and reward’ based on the performance level (or ‘outcome’) that is achieved. This
will result in some form of liquidated damages or withholding payment in the event of
sub-standard performance; and may result in some level of bonus for out-performing the
targets (however this will depend on over-achievement having value).
Finally, consider carefully who will be the greatest beneficiary of your product, program or
service; it is often not the immediate buyer, especially in the case of services and solutions.
The end user is the point of greatest influence; if they deem your product a ‘must-have’, it
will substantially increase your power in any price negotiation. This is the real meaning
of the value-chain that we have been discussing above. Price and charge options have a
range of derivatives, including shared risk pricing, the introduction of the ‘private finance
initiative’ in the public sector, and the complex models used in areas like outsourcing. Two
case studies illustrate these points for your consideration. Each situation reflects changed
conditions that create the need or opportunity for a revised assessment of charges and
terms.
The first situation arose in a software company. Their primary offering was an enterprise
application that assisted inter-operability between other software programs. Traditionally it
had operated within a single enterprise location. It was offered under a license that limited
use to within the enterprise. There were various charging options, based on the number
of locations to be covered. The license was also specific to a particular geography – so
a company with locations in several countries would take local licenses to cover their
operations in each country. As markets and technology changed, enterprise applications
became increasingly international and networked. The company’s marketing message
started to emphasize that it offered ‘global networked solutions’. Consider the implications
that this may have had for the company’s licensing terms and charging methods.
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In the second situation, an aerospace company sold mechanical components to an airframe
manufacturer that assembled and sold aircraft to airlines. The company redesigned the
component to include embedded software. This resulted in a substantial reduction in routine
maintenance costs and aircraft downtime. The contracts department was asked to advise
on potential changes to the business terms and charging strategy. You should consider
this situation initially in terms of the value chain impact (reducing cost of ownership) and
how different stakeholders might perceive this innovation. Then consider likely additions
or changes to terms and conditions and how this change might affect charges or charging
methods.

4.12

Pre-bid phase: cost/benefit analysis
Cost/benefit overview
A cost / benefit analysis is a component of the business case developed for consideration
of procurement for goods or services. Understanding how to prepare a compelling cost
/ benefit analysis is a critical business skill as it is a required component of any material
investment. While a well prepared cost / benefit analysis alone will not get a project
approved – the project must also be aligned to strategic direction and trump competing
projects in the competition for limited resources – a poorly prepared cost / benefit analysis
alone can certainly kill a project.

Distinguishing a full cost / benefit analysis from total cost of ownership
calculation
In its most simple form, a cost / benefit analysis can merely consider the total cost of
ownership (or TCO) over the useful life of the asset. The TCO calculations can include the
obvious: purchase cost, implementation costs, maintenance and support costs. Thorough
cost of ownership analysis embodies a cradle-to-grave view of costs: from resources
required to develop the business case, draft the Request For Proposals (RFP) and manage
the bid process, through to decommissioning and disposal of the asset. The other half of
the cost-benefit equation, the benefit (steps 2 and 3), can be left largely unquantified. This
approach may be appropriate for small investments or when making comparisons – that is,
once the business case for an investment has been established – to enable you to distinguish
among multiple options. This chapter focuses on the steps involved in preparing a full cost
/ benefit analysis.
A full cost / benefit analysis is typically required for all larger investments. Fortunately,
this can be completed relatively quickly provided you keep in mind that a cost / benefit
analysis is merely a projection and that your projections will always remain ... projections.
Your cost / benefit analysis will hinge on assumptions and, when those assumptions are
changed, your cost / benefit analysis will change. There is no point in spending hours
quantifying non-material factors in a cost / benefit analysis. Focus on the material factors,
get them as close to correct as you can, and highlight to your stakeholders your view of the
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magnitude of the potential variance in the material factors and what can be done to reduce
the magnitude of this variance.
The key to building a compelling cost / benefit analysis is:
• Identifying the material factors
• Gaining consensus across your stakeholders that you have correctly identified the
material factors
Once you have accomplished this, the next step of getting your stakeholders to agree a
range of likely values for those assumptions becomes easier, and once those ranges are
established, the rest of the analysis can be performed easily and without generating
significant disagreement across your stakeholder group.
The remainder of this chapter details the three steps required for a cost / benefit analysis:
1. Calculate the investment cost
2. Project the savings or additional revenue
3. Determine return on investment (ROI) from the cash flows
The first and the third steps are often uncontroversial provided you can, in step 2, prepare
a convincing projection of expense savings. Step 1, investment costs, can be thought of as
the costs associated with completing the project. Step 2, expense savings, can be thought of
as the day-to-day operational costs of the business function that is affected by the project.
Expense savings are the benefit side of a cost / benefit analysis. Step 3, the ROI, shows
whether the project is worthwhile given the projected expense savings.
This chapter briefly discusses calculating the investment cost (step 1), introduces Monte
Carlo simulations as a mechanism to project savings in a compelling manner (step 2) and
then shows you three ways to derive the ROI from the first two inputs (step 3).

1. Calculating the investment cost
The complexity involved in calculating the investment cost varies directly with the
complexity of the project. Calculating the investment cost when replacing equipment in a
plant is easier when the project does not involve any changes in process. If all you are doing
is decommissioning one piece of machinery and dropping another piece of machinery in its
place, the costs are typically easily quantified – the cost of decommissioning, the cost of the
machinery, and the cost of installation. If, however, you are engaged in re-engineering the
workflow of the entire operation then several other factors need to be taken into account
such as re-designing the processes and retraining staff, as well as any changes required to
supporting systems, applications and services.
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Many projects such as replacing an enterprise resource planning (ERP) system span
a period of years and the investment cost will often include a significant investment in
year 1 with lesser amounts payable in years 2 through 5. The calculation of the initial
investment must include the costs over the entire life of the project. In the example below,
the initial investment is $1.485M against anticipated expense savings of $2.489M. Note
that the initial investment is not broken down into expenses and capitalized items. When
preparing an ROI calculation consider all payments to be cash payments. Note also that
when preparing your initial investment calculation, you must provide sufficient detail to
allow the stakeholders to understand what is being purchased, but not so much detail that
the overall understanding of the project is compromised.
In the investment cost analysis below, you can see that the year 1 cost are expected to be
$1.045M dropping to $200K in year 2 and down to $60K by year 5. The difference between
the investment cost and the expense savings is $1.004M.
Year 1
Expense savings

Year 2

Year 3

Year 4

Year 5

Total

622

622

622

622

2,489

Expenses
Resources

800

100

50

30

25

990

Training

150

100

50

50

50

400

1,045

200

100

80

60

1,485

–1,045

422

522

542

562

1,004

Contingency
Total

Total
Figure 4.1

95

95

Initial investment analysis of a project over five years

The initial capital outlay and project related expenses are often quantifiable with a
reasonable amount of certainty. Commonly, as in the table above, variance is managed by
including a line item named ‘contingency’ which can be agreed amongst the stakeholders
as appropriate, given the perceived uncertainty of the investment costs.
The expense savings are far more difficult to quantify and often are the source of significant
disagreement amongst stakeholders. One method of quantifying the expense savings is the
Monte Carlo simulation, which is described in more detail below.

2. Project future cash flow
Once you have identified the initial investment, you need to project the future cash flow
from this investment. This amount is more difficult to determine and it is often very difficult
to gain consensus amongst stakeholders. One method of presenting future cash flow is
using a Monte Carlo simulation.
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The simulation below is used to generate the expense savings shown in the table above.
A Monte Carlo simulation has a number of required inputs. First, you need to define the
factors that will affect the benefits that will be generated by your project. In the example
below (A) the factors are listed as Transactions, Help desk calls, Development and Support
and Servers.
For each of these factors, enter the range of volumes that you will typically see in your
current operations. In the example below (B) the range is set at 10-13,000 transactions
per month, with a cost per transaction of $10. In (E), you can see the anticipated costs of
these transactions. The Monte Carlo simulation runs through hundred of scenarios and
calculates that, with a high degree of certainty, you should expect them the cost of these
transactions to fall between $1.3M and $1.45M per annum with an average at $1.37M.
In (C), you can see that after the investment is made, you still expect to see 10-13,000
transactions but you expect the costs to drop from $10 per transaction to between $8 and
$9 per transaction. In (D), you can see the range of anticipated costs of the transactions
drops to $1.08M to $1.26M with an average of $1.17M. (F) shows that on average, the
investment should see a net savings of $207,398 from the reduction in transaction costs.
The same process is followed for the other three factors until you arrive at the result (G)
that your current costs are about $1.908M and your expected costs after investment should
drop to $1.286 for a net savings of $622K.
One of the primary advantages of the Monte Carlo simulation is that it allows any number
of variables that cannot be precisely defined and generates a range of expected results. Table
(E) above is an example, showing that current costs can range from $1.7M to $2.1M and
costs post-investment (D) to be somewhere between $1.17M and $1.4M.
Another advantage is that the method allows insight to the factors that drive the savings.
In the screenshot below, the cells with the greatest impact on the result are highlighted
in (F). You can see from this that Transactions and Development and Support factors are
driving this result and particular focus should be directed at ensuring the cost and volume
assumptions for those factors are as accurate as possible.

3. Calculate Return on Investment
1. Break-even cash flow analysis
Break-even analysis explores the return in terms of that point in time when revenues
from the investment equal the amount of the investment. This is the break-even point.
Calculating the break-even point requires considering the cash flows, comparing outflows,
or costs, with inflows, or revenues, on a periodic basis over the life of the investment.
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Monte Carlo Simulation Template
Selector

Net Benefit (000’s)

Selector

Factors

Current

1,908

Transactions

Proposed

1,286

Help desk calls

Net

Average Annual Benefit per Factor

Current
Transactions

50%
207,398

Help desk calls

86,074

Dev & Support (hrs)

Dev & Support

199,255

Servers

Servers

129,477

Total

622,203

622

High and Low Values per Factor

Cost Range Factor per Year

Volume per month

Current

Current

Cost per unit

10,000

13,000

10

10

Help desk calls

400

600

10

30

Dev & Support (hrs)

130

260

100

140

2

3

3,600

5,000

Transactions

Servers

Proposed

Volume per month

Transactions
Help desk calls
Dev & Support (hrs)
Servers

Figure 4.2

Transactions

10,000

13,000

8

9

250

300

5

15

65

130

60

80

-

-

-

-

50%

30%

Help desk calls

84,903

118,793

157,390

Dev & Support

227,865

281,291

348,947

Servers

110,586

129,477

150,265

Total

Proposed

Cost per unit

10%

1,303,953 1,378,290 1,456,206

Transactions

1,727,307 1,907,851 2,112,808

10%

50%

30%

1,080,815 1,170,892 1,268,600

Help desk calls

24,596

32,720

41,453

Dev & Support

57,128

82,036

100,737

-

-

-

Servers
Total

1,172,540 1,285,648 1,410,791

Monte Carlo simulation template

If we look at the table above we see that in year 1 of the investment, outflows greatly
exceeded inflows. In years 2 to 5, inflows exceeded outflows and the investment became
net positive early in year four.
To calculate the break-even point of the investment, look at the number of years the
investment remains in the red. In the table below, the last year in the red is year 3 so the
break-even point will be sometime in year four. To calculate exactly when in year 4 you
will break even, divide the year four running total by the year four net savings. In the table
below, you would divide $442K by $542K for a result of 81percent. Subtract this from 1 to
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obtain 19 percent. Your break-even point for this investment is 3.19 years. The shorter the
payback period, the better the investment.
2. Net Present Value
Up to this point, we have not addressed the issue of the cost of capital. Borrowing money
for an investment costs money, how much is dependent upon interest rates, or money that
you have now could be invested to generate interest income. So money that you have now
is generally worth more than having that same amount at some time in the future. The
concept is known as the Time Value of Money and the formula for its calculation is:
T

NPV=∑
t–1

Ct

(1+r)t

–C0

The good news is that calculation tables are freely available via the internet – but for those
who wish to understand more, here is an explanation and worked example.
Present Value represents the current value of a given amount of money in the future. The
greater the interest rate, or the longer into the future we base our calculations, the lower
the Present Value of the money. Present Value equals the investment value (or return),
divided by one plus the annual interest rate, to the nth power, where ‘n’ equals the number
of years before the money is received. So for an expected one million dollars in revenue
due to materialize in three years with annual interest rates at 12 percent, the Present Value
of that money is one million divided by 1.1 cubed, which is one million dollars divided by
1.404, or $711,780.
To put this into the example above assuming a 12 percent rate of return, in year 1, the
present value of our expenditure is the actual expenditure of -$1.045M. In year 2, we expect
to receive $422K net. This number divided by 1 plus our minimum rate of return (1.12)
results in a discounted rate of $377K. In years 3, 4 and 5, despite an increase in net savings
to over $500K, because they are further away in time the discount increases, resulting in a
discounted return of $416K, $386K, and $357K respectively.
In the above scenario, the discounted return on the investment is $491K, which is less than
the non-discounted return of $1.004 but still represents a 33 percent return on investment.
3. Internal Rate of Return
Most organizations operate with an Internal Rate of Return (IRR) which is set by their
Finance Department and used to evaluate investment decisions. It is often necessary for the
contracts expert to understand the specific IRR requirements – and of course it is helpful
to know this in respect of your trading partner, since it may assist you in positioning your
bid or requirements.
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An IRR calculation forecasts the rate of return offered by an investment project over
its useful life and is sometimes called the yield on project. It is estimated by finding the
discount rate that equates the present value of a project’s cash outflow with the present
value of its cash inflow. The calculation results in finding the discount rate that will cause
the net present value of a project to be equal to zero.

Critical Success Factors
The key to a successful cost/benefit analysis is:
• Understanding the most material factors that influence the numbers
• Ensuring that the assumptions underlying those factors are as accurate as possible.
The business is best served by achieving realistic cost/benefit analysis. To achieve this, be
sure to incorporate risk analysis to identify potential barriers that will derail cash inflows
or other expected benefits. Identify hidden costs to assure realistic financial projections.
Finally, extend the business case to be the foundation for ongoing performance
measurement. The criteria that are used to justify an investment should then be used to
judge its ultimate success and provide insight into areas needing corrections in order to
achieve success.

Aligning investment with strategy
If all financial analysis methodologies contain such high levels of uncertainty, why
do business cases rely so heavily on them? There are two responses – first, they are the
tools that most directly predict the company’s ability to make money. Those companies
that have pursued detailed costing methodologies, enforce strict budgetary controls, and
incorporate robust forecasting technologies are able to evaluate investments with a fair
degree of confidence. The other response is that companies are turning to non-financial
analysis capabilities to be used in addition to, or sometimes instead of, their traditional
financial counterparts.
Alternative approaches look to mitigate the speculative nature of pure financial analysis
by introducing strategic or process considerations. They include development of multiple
criteria decision models as the basis for investment decisions. These models consider
opportunity analysis, alignment with strategy, risk analysis and responsiveness to customer
demand and competitive trends.

Consensus on approach
When developing a business case, it is essential to use approaches generally accepted
within the company. This eliminates having to educate your audience on a new approach.
If standard approaches won’t adequately make the case, it will require a compelling reason
for an alternative approach. Make sure the audience understands why you are deviating
from the norm. Even when using a unique approach, use terms and criteria that everyone
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will understand. If the company standard is Internal Rate of Return, be sure to evaluate the
investment in those terms.
Use alternative approaches such as Balanced Scorecard or Constraint analysis in addition
to, not instead of, the norm. Address risk scenarios and other non-financial elements in
terms that all stakeholders can understand.

Neutralizing bias
Most business cases are approached as justification for an investment. So there is usually a
strong bias to inflate benefits and minimize costs. Politics, influence and simple precedent
also work to create a bias. So in one sense, the role of quality cost/benefit analysis is to
neutralize bias.

Credibility of assumptions
Bias also exists in the assumptions expressed in the business case, especially non-financial
assumptions. A strong business case will clearly state the assumptions on which it is based.
These may be increasing competition, rising interest rates, new regulatory pressures. Be
sure all parties agree on the overriding assumption before addressing the details of the
analysis.
Provide evidence on which assumptions are based. If some of the assumptions are weak
or otherwise open to debate, address alternate cost/benefit scenarios that could play out if
specific assumptions prove unrealized. Where wrong assumptions might undermine the
business case altogether, be sure to provide anticipated remedies and projected costs if
specific assumptions were to prove unrealized.

Risk assessment
Risk can be expressed in terms of the likelihood that assumptions are true, and that
processes will run as planned. All elements of a cost/benefit analysis should be challenged
and validated from a risk perspective. What if trends don’t continue, what if interest rates
go in the opposite direction?
Cost/benefit analysis must assess identify the areas of greatest risk, and articulate the
remedies to manage those risks.

Incorporating key indicators in supplier evaluation
The business case, and its integrated cost-benefit analysis, lives long beyond the initial
project approval. Some elements should be incorporated in to the RFP so that potential
suppliers understand the underlying goals for the investment and can make sure that
their response aligns with expectations. This understanding allows suppliers to consider
alternatives in their proposals that can better achieve the desired results.
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Fulfillment of the business case is also the foundation for supplier evaluation criteria.
Suppliers should be selected in part on the basis of their ability to deliver on the business
objectives outlined in the business case, and in part on their ability to address the risks
identified in the business case.

Linking metrics with requirements
As we have mentioned, fulfillment of the business case is the primary project or purchase
objective. The detailed requirements created after initial project approval should be
developed to optimize cost/benefit scenarios. One approach is to cascade requirements
from the high-level objectives in the business case. For example, if the cost/benefit analysis
identifies cost considerations such as allocations or implementation support, make sure
that those responsible for those elements are aware of the assumptions, buy in to them, and
are capable of delivering them.
You may want to ask those responsible to sign off the figures in the business case. These
metrics then become part of the requirements and the contract as a whole. The requirements
should identify “sensors” to report on business financial and non-financial performance
metrics, and inform when any component of the cost/benefit analysis deviates from
expectations. This serves two functions – it will allow contract managers to identify issues
and make corrections during the course of implementation, and it will provide a more
robust basis for future cost/benefit analyzes.

4.13

Summary
This chapter has addressed a wide range of cost and pricing issues from both a customer
and supplier or market perspective. As explained at the beginning, many contracts experts
are not closely involved in financial analysis and this frequently results in missed value
opportunities.
In considering this chapter, we encourage those involved in contracting to think not only
about their internal cost and value calculations, but to understand and evaluate those of
their trading partners. It is through this alignment that we can often spot opportunities for
creative or innovative commercial solutions that deliver enhanced economic value. It is
also through this alignment that we can respond to executive demands for greater valueadd.
Good contracting focuses on the contract as an economic instrument. This can only be
achieved through clear understanding of costs, pricing and financial assessment techniques
and their inclusion in both internal and external negotiations.
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