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PRICING FINANCIAL MODEL BUILD ASSIGNMENTS

AN OVERVIEW

I’'s common for clients to request fixed price contracts for model build assignments.

There are usually very good reasons for this. Clients believe that fixed price contracts reduce their risk, help them
to choose between several suppliers and force contractors to prepare a viable plan. Very often the requirements of
governance and due process mean that clients are forced to request fixed price contracts, even where they might
prefer to take a more flexible approach.

Although there are many good reasons for clients to request fixed price arrangements,
they are bad news for clients and for suppliers.

When faced with a request for a fixed price, in situations of high complexity and low
certainty, consultants will often adopt one or more of the following risk management approaches:

1. Place limitations on the scope of the work in order to limit their exposure.

2. Include a large contingency for the unknown unknowns. Suppliers will often work out their best guess of the
time required to deliver that scope, and then (at least) double it.

3. Underprice the fixed price element against a limited scope, believing that they will” make their money"” when
the scope changes, as they know it will.

These pricing strategies can result in a confrontational, rather than collaborative relationship. Additionally suppliers
will sometimes be forced to compromise quality to deliver on budget.

Fixed price contracts can therefore sometimes makes a successful outcome less, not more, likely.
Moving towards a more effective, collaborative client relationship requires trust on both sides.

In order to build trust clients must be able to control the development process.

At F1F9 we have found it useful to:

1. Give clients a unilateral, no quibble, guarantee that they will only pay what they think work is worth. We send
clients a regular monthly invoice for time spent, backed up with time reports. If clients feel that the bill
is excessive, they pay less.

. Recognise upfront and openly that the project is intrinsically uncertain and complex.

3. Use an Agile, iterative approach to manage the build process. (Click here to download our previous ebook
outlining the 10 principles of Agile Financial Modelling). This simplifies the process and reduces risk for all parties
by dividing the build into small, relatively low-cost steps that deliver tangible results quickly and flexibly. Clients
have continuous access to the progress of the model build to check that it meets their requirements, and to
request alterations as these requirements change (which they frequently do).

N

While offering a “client veto” has the potential to leave us exposed, in reality we have found that:
1. Clients reciprocate the trust that we show in them.

2. The client veto is hardly ever used.
3. The veto builds trust, and is more likely to lead to a collaborative, rather than a confrontational working relationship.
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IS THIS BOOK
RIGHT FOR ME?

NOT SURE IF THIS EBOOK IS QUITE RIGHT FOR YOU?
SEE IF WHAT YOU ARE ABOUT TO READ MATCHES YOUR REQUIREMENTS

Useful, practical information about FAST financial modelling, managing
modelling projects and good modelling practice.

n FAST FINANCIAL MODELLING

BANKING & ADVISORY

Targeted at, but not exclusive to, banking and advisory practice areas,
exploring modelling topics like credit analysis, debt structuring etc...

PROJECT FINANCE

Focussing on the kind of transactional modelling typically associated with
the development of infrastructure, PFI and PPP projects.

ENTERPRISE REPORTING & ANALYSIS

Useful information and practical guidance on the apllication of modelling
discipline and standards to improve business decision making.

ENERGY & NATURAL RESOURCES

Insight and practical guidance on the aplication of good modelling practice
specifically related to these often complicated business areas.

FAST FINANCIAL PROJECT
n MODELLING m e e ﬂ FINANCE

ENTERPRISE ENERGY &

REPORTING & ANALYSIS NATURAL RESOURCES
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IF YOU’VE EVER HAD A CLIENT
SAY TO YOU...

“WE HAVE ALL OF THESE NEEDS
AND WANTS THAT HAVE YET
TO BE DEFINED IN DETAIL BUT
PLEASE TELL ME PRECISELY
HOW LONG IT WILL TAKE AND
HOW MUCH IT WILL COST?”

THEN THIS EBOOK IS FOR YOU.


http://www.f1f9.com
http://twitter.com/intent/tweet?text=Learn%20how%20to%20build%20better%20models%20-%20download%20the%20@f1f9%20free%20ebook;%20Why%20Fixed-Price%20Modelling%20Contracts%20Are%20Bad%20For%20Everyone:%20http://bit.ly/1abloqj
http://www.linkedin.com/shareArticle?mini=true&url=http://info.f1f9.com/financial-modelling-fixed-price-model-build-contracts
http://www.facebook.com/sharer/sharer.php?u=http://info.f1f9.com/financial-modelling-fixed-price-model-build-contracts

WHY FIXED
PRICE
MODELLING
CONITRACIS
ARE BAD FOR
EVERYONE



http://www.f1f9.com

ABOUT F1F9

F1F9 provides financial modelling and business forecasting support to blue
chip clients and medium-sized corporates. We also teach financial modelling
skills to companies around the world. Our clients have access to high quality,
low-cost modelling support delivered by 40 professional modellers.

F1F9 co-developed the FAST Standard that allows modellers and non-modellers
to work together and understand financial models. Transparency is the core
value that drives our modelling and our business activities.

ABOUT THE AUTHOR

Kenny Whitelaw-Jones is a modelling instructor at F1F9. He worked with
some horrific financial models early in his career and vowed to save others
from the same fate by teaching them modelling techniques that actually
work. That's why he's passionate about raising standards in modelling. When
he's not doing that he’s usually driving one of his four children to a social
engagement. He enjoys sailing and writing about himself in the third person.

Kenny is currently working on the first crowd-sourced "Financial Modelling
Handbook” based on the FAST standard. Please join in.

Financial Modelling

HANDBOOK

www.financialmodellinghandbook.com



INTRODUCTION

When we published our Infroduction to Agile Financial Modelling
ebook we noficed a commmon thread in the feedback we received
fromn Financial Modelling professionals:

"We agree with what you're saying albout Agile modelling, but our
clients want fixed price confracts for model build. How does an
iterative, Agile approach work when it comes to pricing?”

This ebbook is a response to that question.

If you've ever had a client say to you, “We have all of these needs
and wants that have yet to be defined in detail but please tell me
precisely how long it will take and how much it will cost?” then this
ebook is for you.

In the sections that follow we'll look at:

Why clients start out wanting fixed price contracts

Why fixed price contacts are generally bad news
for modelling projects

How to price Agile model build assignments
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SOMETIMES IN LIFE THINGS
DON’T WORK OUT THE WAY
WE EXPECT THEM TO!

(Sorry if that came as a shock, but you had fo find out sometime)

And because things don't always work out the way we expect, at the beginning of a client’s
relationship with you, there is a confidence gap. Not unreasonably, clients want to know what
they're going to get, when they're going to get it and how much it's going to cost.

Fixed price contracts are one way that clients attempt to close the confidence gap.
Clients perceive other benefits in fixed price contracts, which further increases their appeal:

To reduce financial risk. Clients believe that by getting you to agree to a fixed price, they are
passing the financial risk of the project onto you.

To choose between The client wants the best deal possible so they put out a request for

several suppliers. proposal (RFP) to several suppliers. These suppliers then bid for the work.
This gives the client options to choose from and motivates the suppliers to
reduce their margins in the face of competition.

To force you to prepare a viable plan. By forcing you to give a (supposedly accurate) estimate that you'll be
bound by, you are effectively motivated to think through how you're
going to perform the work.

They are bound by procurement For example, public sector procurement processes require a detailed request

processes & governance structures. for proposal (RFP) and fixed-price tender approach. Neither you nor your
client may actually want to work this way, but it is incredibly difficult for
them to forgo a fixed-price approach. Very often clients would like to work
in a more flexible, Agile manner, but are restricted in their ability to do so
by the requirements of governance and due process.

It's just the way things are done. For several decades people have been writing financial modelling guidance
based on the "waterfall” approach to project management. (This approach
usually doesn’t work. See our 70 Principles of Agile Financial Modelling
ebook for an explanation why.)

As a profession we have taught our clients that this is the way things are done.

The problem is that fixed price contracts often lead people to adopt approaches and behaviours
that further undermine confidence, and make a successful outcome less likely, not more.
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Estimate Variability

INTRODUCING THE CONE OF UNCERTAINTY
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Project Timeline

Very often at the early stages of projects, details of specific
requirements are unclear. This lack of clarity leads to uncertainty
around the project plan, staffing requirements, delivery milestones,
etc. This in turn leads to variability in project estimates. But as these
sources of variability are further investigated and pinned down, the
variability in the project diminishes, and so oo the variability in the
project estimates can also diminish. The phenomenon is widely
known to project managers, especially in software development.

Estimates created very early in a project are subject to a high degree of error.

The reason the estimate contains variability is that the project itself contains variability. The only
way to reduce the variability in the estimate is to reduce the variability in the project itself. The
Cone narrows only as you make decisions that eliminate variability.

The problem for suppliers and clients entering a new relationship on a new project, is that the
widest end of the Cone of Uncertainty coincides with the lowest levels of confidence between
the parties.

This results in clients requesting fixed price, time certain contracts, at the precise moment when
these commitments are hardest to give...
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WHY FIXED PRICE
CONTRACTS

ARE BAD FOR
EVERYONE

“This approach reduces clients’ mofivafion fo
change their defined requirements, effecftively
turning the change management sfrategy into a
change prevention strategy.”
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FIXED PRICE CONTRACTS ARE BAD FOR CLIENTS

Clients want fixed price confracts, at exactly the stage in the
process when these commitments are hardest to give.

In order to protect themselves from the (very real) risks of fixed price model build projects,
suppliers tend to adopt one of the following approaches.

Place limitations on the scope of This has the advantage of matching the fixed price requested by the client

the work in order to limit exposure. with a fixed scope that the supplier can deliver. The problem with this
approach is that it hasn’t done anything to remove the uncertainty around
the requirement and so it's possible that the client will get what the
supplier can deliver, rather than what they actually need.

Include an enormous “contingency” Very often the approach taken is to work out a detailed estimate of the
in their quote, to cover the unknown time the supplier thinks they will need from their experience of similar
unknowns. projects, and then (at least) double it.

For clients the problem with this is that they are very often paying for work
that doesn’t actually get done.

Bid a lower price alongside a strict This approach makes it difficult / expensive for the client to modify their
change management approach. requirements.

These processes are usually onerous and often make the client pay
handsomely for any changes. This is especially true where the supplier has
adopted the ethically questionable approach of underpricing their initial bid to
win the work, in the knowledge that they will make their money through the
inevitable change requests that they know wiill occur.

This approach reduces clients’ motivation to change their defined
requirements, even though their requirements have in fact changed,
effectively turning the change management strategy into a change
prevention strategy.

In both cases fixing the scope closes off all prospect of innovation which is bad for clients.
As the project progresses, discovered insights are simply excluded, or are buried alive in a
negotiation / change control process.


http://www.f1f9.com

FIXED PRICE CONTRACTS ARE BAD FOR SUPPLIERS

Working out the price of fixed price contracts wastes time. The require-
ment fo sulbbmit a fixed price to which you are going 1o e held requires
a lot of fime to be spent on trying to estimate in detail the time input
required. The time spent on working out pricing could be better spent
getting on with the project. Clients often don't realise the amount of
effort required 1o obtain just a it more precision in our estimates.

Fixed price requirements force suppliers to engage in behaviours that they most likely don‘t
want to engage in. It prevents them from doing their best work by ensuring that the relationship
remains combative throughout the process.

®0e Inbox (6548 messages)

[LEl® ) 6> (¥ ] lellA]llBE][&A]
From: (NG
Cc: I

Subject: Agile Modelling

Dear Kenny,
| took a look at your 10 Principles of Agile financial modelling booklet.

Your comment relating to the ‘traditional life-cycle’ of building financial models made me smile.
That is true as true can be.

It reminded me of my time at |, - nd one particular
case where an Associate Director chap managed to burn a good part of the client’s modelling budget
{and time) in drafting a pretty comprehensive scoping document.

It was welcomed by client Finance Director with: “Where the @%:*$ is the model or any draft of it?
You can stick that damn document in your @%£$."

best regards
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HOW WE CLOSE
THE CONFIDENCE
GAP AT F1F9
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When we engage with new clients, they usually start by wanting us
to work on a fixed price basis, for all the reasons we've discussed.

We have found that an effective way of giving clients the confidence and protection they need
to move away from this initial position is to offer them a unilateral, no quibble veto over the
hours we charge at any stage of a project.

We have found that closing the confidence gap starts with us “making the first move"” by
trusting our clients. Our clients decide what they think is reasonable, and pay only that.

Here's how to make this work:

Work on an open book basis, The Agile financial modelling approach means working in short sprints,
reporting time regularly to clients reporting work completed, and more importantly work not completed on a
and giving them control over what regular (often weekly) basis. The client is then able to decide on what the
they think is reasonable. priorities are for the next sprint.

This stops you from going down blind alleys, and gives the client
confidence that you're not burning their budget. Over time clients
realise that they are in control, and that you're serious about building
a collaborative relationship. This will help you to build a reputation for
openness and honesty.

Include client training to help to When organisations are used to throwing a Request for Proposals

set expectations. document over the wall and expecting to magically get a result some
time down the track, using an Agile approach is going to be foreign and
potentially unnerving for them.

Working in a collaborative, Agile manner will be new for most clients. It's
important therefore to explain why things are different and how it's an
improvement on the past.

This is an important part of building trust and managing expectations. You
want as much buy in and visibility with senior management as possible,
you want the end users (who usually have no voice) to speak. You are
preparing the customer for a new way of working.

Invest time in reducing uncertainty. Time spent understanding the Conceptual Model can serve to a. reduce
uncertainty about the requirement and b. develop a shared understanding
of the complex areas of the model build before time is spent on the model
engineering. The Agile approach means that a "large fixed price assignment"
can be broken up into lots of small fixed price assignments, with each small
step being undertaken on the basis of an agreed price and scope, and each
step helping to reduce the uncertainty in the rest of the build process.
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Achieve early wins to build
confidence.

Rather than place unrealistic limits on the scope, break the scope into
achievable “sprints.” In any model build assignment not all of the
requirement is uncertain. It's usually possible to make progress in time
limited sprints that demonstrate delivery capability and which build trust.

Run the first iteration, trying to target at least some of the high risk /
problematic areas first.

This helps to show the customer how Agile delivery works in practice.

At the end of the first sprint share the hours used and have the discussion
around what is reasonable. At this stage you can remind the customer
about their veto if they think any of the hours are unreasonable.

Once you have a client who understands that this is better than working

“the old way", and that they have complete control over priorities and
spend, they are more likely to engage constructively and collaboratively to

get the best solution completed within their budget.

This is better for everybody.

Reassure clients that their initial
exposure is limited.

The cost of a single iteration does not represent a large financial
commitment on behalf of the client. If the customer doesn’t like the
output, you, or the approach, you shake hands and walk away. If they do,
you'll be much more likely to have a successful project and you'll probably
have a customer who starts talking you up in the marketplace.

Even if the end goal is clear, the steps needed to get there hardly ever are. It's certain that some-
thing will change and that some tasks in the assignment will be a lot quicker than expected while
others will take a lot, lot longer.

Huge confidence is created by clients knowing that if we do something really dumb, or try some-
thing that doesn’t work, they can choose not to pay for it. When working this way, it's easier for
our team to be honest about problems, delays and screw ups.

We have found that, without exception, clients exercise their veto very selectively. So far we
have always agreed with their position.

Of course there is always the risk that clients will “take advantage” and withhold payment
unreasonably. So far this has never happened and if it did, it would inform our view about
wanting to continue working with that client.
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In reality, what we have found is that

1. Clients reciprocate the trust that we show in them.

2. The client veto is hardly ever used.

3. The veto builds trust, and is more likely to lead to a collaborative, rather than a confrontational
working relationship.

The client veto makes it easier for us to deal with the inevitable “bumps on the road” and move

the project and the relationship forward.

Of course clients will still request an estimate of the time that a piece of work is going to take

and we are always happy to provide that. The estimate is based on shared understanding of the

project uncertainties that lie ahead, and will continue to be refined as decisions are taken that
reduce that uncertainty.

Although no guarantee of a successful project, we have found that the following
3 elements of our approach have delivered consistently good results:

The FAST Standard Using a highly standardised approach to modelling gives us 3 benefits:
1. All our modellers are working the same way and so we can easily add
modellers to a project team to speed up delivery, and modellers and clients
can share the model between them more easily.

2. Building models in a consistent manner allows our modellers

to be highly efficient.

3. Modelling becomes much more teachable skill and much less gifted art,
allowing us to more easily recruit and train modellers, and grow our team.

An Agile approach to Financial This allows us to recognise up front the inherent uncertainties in the

Modelling model build process and manage around those. \Working in short iterative
sprints allows the client to remain in control of the priorities, even when
unexpected changes occur (which they usually do!).

Building trust through giving client This allows all parties to have an open conversation about the real

a "no quibble” veto over hours uncertainties that exist, while allowing the client to still have control over
their budget. Time estimates become the starting point of a conversation,
not the end of it.
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PRINCIPLES
OF AGILE
FINANCIAL
MODELLING

MANAGING THE PROCESS OF BUILDING
FINANCIAL MODELS

FIF9 ......

MISSED THE FIRST PART? GET UP TO SPEED...

This ebook follows on from our 10 principles of Agile Modelling publication...so if you missed it you can
click the cover above to download and catch up.

COPYRIGHT

This ebook is licensed under a Creative Commons Attribution-NoDerivs 3.0 Unported License.You are
actively encouraged to copy, distribute and share this ebook provided that you provide proper attribution.
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