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Charging Mechanisms a New Normal
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Traditional outsourcing agreements have been defined by charging on a time basis, with either hourly, weekly or monthly
charges, or for defined outputs, where they are clear and unambiguous. Time based charges can be challenging to manage,
with inefficiency incentivized through using a charging mechanism that provides more profit for more time spent delivering
services. The use of automation in delivering services is enabling a new and different way of charging based on sharing
measurable outcomes and sharing risk between the buyer and the supplier. This paper will explore options for charging, their
pros and cons and how technology is enabling the transition to more sophisticated charging bases.

Secondly, for those companies with their own Global Capability Centers (‘GCCs’), there is much debate as to whether pricing
should be (i) with the objective of recovering the cost of operation from its users, (i) with the objective of recovering the cost
of operation plus a profit from its users or (i) charging at rates that are used by third-party operators in the industry. Each

of these options has advantages and disadvantages, but the most appropriate model for your company requires detailed
consideration.

Alvarez & Marsal can help you to design charging mechanisms that incentivize performance, with shared risk and reward,
especially leveraging technology solutions, and determine the optimal charging bases for your GCC operations.

Pricing bases are evolving towards shared risk, facilitated by technological
advancements.

Pricing bases may be determined in three categories:

Input-based Output-based Outcome-based
pricing pricing pricing

Charges are related to the
Charges are related benefits created, and typically
to units of output the provider will receive a
proportion of the benefit

fill %

Charges are based on
amount of time spent
delivering the services
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The table summarizes the three main bases of charging, which we then further describe throughout this paper.

Three Charging Bases for Outsourced Contracts

‘ @—:l; Outcome

Advantages

Disadvantages

¢ Simple to use

¢ Rates for standard services can be
benchmarked

¢ Rates can easily be updated
for inflation or foreign exchange
variations

e Qutputs or outcomes cannot be
defined or measured for certain
services — e.9., reconciliations

e |ncentivizes inefficiency — the more
work is done, the greater the profit

e Difficult to monitor individual
contributions, especially by different
levels

¢ Discourages investment in new
technology to reduce labor cost

e Fasy to apply for standardized
outputs — e.g., a payroll slip, which is
related to the number of employees

e Can be benchmarked relatively easily

® The price does not change with the
amount of effort

e Automatic data capture, such as
with scanning or optimal character
recognition, is an enabler of output
pricing

¢ Qutputs cannot be defined for
many services — e.g., application,
maintenance

¢ \Where the output can be defined,
the scale of the output may not be
standardized

e | abor mix in delivering the output
may be pushed to cheaper people
to increase profitability

¢ Foreign exchange impacts are
harder to measure

e Attractive to clients as they see

a sharing of delivery risk with the
provider

Charges are related to benefits
delivered - e.g., reduction in debtor
days outstanding, lowering working
capital requirements

Outcome pricing has been commonly
used in procurement support

Automation is enabling
measurement of outcomes

Definition and measurement of
outcomes is very complex

Outcomes typically cannot be
measured without automated
data capture, which is becoming
available with automated delivery
approaches

Measurement and application of
sharing is open to interpretation and
is time consuming

Input-based pricing has been the most common approach over many years. Common examples are in application
development, where a developer will charge at agreed hourly rates, which are often specified by level of person. Another
example is in finance, with paying of invoices, or conducting reconciliations. These examples undoubtedly provide
transparency of the amount of work and the level of person doing it but leave questions as to whether the right person
delivered the work, whether the amount of time input was necessary and whether the work could be done more efficiently by
applying technology in place of labor. This is especially true in this charging basis, as the supplier will decrease its revenue,
even if it makes a ‘one off’ profit from implementing the new technology.

Output-based pricing has been common where the unit of output is standardized and well defined. Common examples
include payroll slips, which can be related to the number of employees being paid and the format of the payroll report, or the
invoices processed. The key to this approach is that the output being produced is standardized, consistent and well defined.
In practice, this is not always possible, although advances in technology have helped speed up the process. In particular,
electronic capture of data, through scanning or other means, has reduced the need for details to be manually input, thus
saving time and effort, especially where large amounts of input have been required. In the example of an invoice, with
electronic capture of the detail, the time to process a very simple or very complicated invoice becomes comparable, and
charging per invoice is possible.
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On the surface, output-based pricing appears to be simple, easy to manage and therefore attractive. However, things
become challenging where there are changes in requirements, changes in volumes, changes in technology and foreign
currency movements, each of which may result in a change of price per output. While such a price change may be fair, it can
be very hard for the customer to validate the magnitude and timing of any change in the price of an output, and a process is
required to confirm such adjustments.

Outcome-based pricing is far more complicated, and has been used much less frequently, due to its complexities. A
good example of where outcome-based pricing has been used successfully is in the procurement space, where savings on
purchases of goods and services through managing the process can be measured and shared between the customer and
the provider. Savings are typically defined at the category level, as different categories of goods or services have different
expected savings profiles. The key to successful sharing of savings is having in place rules for measurement of savings.
While this sounds simple, it is in practice very complicated, especially to adjust for changes in volumes of goods or services,
increases or decreases of commodities such as electricity or gas or foreign exchange fluctuations.

Another example can be seen in accounts payable and accounts receivable, whether through paying bills later or collecting
cash earlier. In each case, the company’s working capital is improved, and its cost of finance reduced. The challenge is
measuring and calculating the benefits delivered. Traditionally, it has not been possible to measure such benefits, especially
on a timely basis, and even where it has been possible to calculate benefit, the effort required has been too high relative to
the benefit.

Automation, including artificial intelligence, has changed this, as benefits can be measured and calculated in real time.
Moreover, the algorithm that is being used to measure the benefits can be easily updated as factors change. The ability to
quantify benefit quickly allows benefit sharing to occur and has facilitated a move from traditional input and output pricing
methodologies towards outcomes.
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ABOUT ALVAREZ & MARSAL

Companies, investors and government entities around the world turn to Alvarez & Marsal (A&M) for leadership, action and
results. Privately held since its founding in 1983, A&M is a leading global professional services firm that provides advisory,
business performance improvement and turnaround management services. When conventional approaches are not
enough to create transformation and drive change, clients seek our deep expertise and ability to deliver practical solutions
to their unique problems.

With over 9,000 people providing services across six continents, we deliver tangible results for corporates, boards, private
Follow A&M on: equity firms, law firms and government agencies facing complex challenges. Our senior leaders, and their teams, leverage
A&M’s restructuring heritage to help companies act decisively, catapult growth and accelerate results. We are experienced
operators, world-class consultants, former regulators and industry authorities with a shared commitment to telling clients what’s
really needed for turning change into a strategic business asset, managing risk and unlocking value at every stage of growth.
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