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Abstract
This sudy aims to gpproach the issue of gain-sharing measurement in an information technology
outsourcing relationship as a component of remuneraion policies for contracted services among
companies. The methodology encompass three steps. (i) bibliographical revison on outsourcing
relationship in information technology environment and pricing in outsourcing decisons, (ii) a case
Sudy in which the problem of gain-sharing measurement emerges in the reationship (providing
information technology services) between two large-scae internationa companies that operate in
Brazilian credit card market; (iii) discusson of the findings of the case study on basis of the revised
literature. The contributions of the paper are: (i) to identify the main issues related to outsourcing
decisons and pricing in outsourcing relaionship; (ii) to present a description of the characteristics
and behavior of codts in information technology environment; and (iii) to provide an andyss and
discusson about the method adopted by the companies for gain-shaing measurement. The
bibliographicd research showed alack of literature regarding to the specific subject of gain-sharing
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measurement. The findings of the empiricd sudy indicated that information technology companies
are highly structured with fixed costs and that gain-sharing method adopted by studied companies
corresponds to cost efficiency measured through budget parameters.

Keywor ds: gan-sharing, information technology, outsourcing, pricing, procurement.

HOW TO MEASURE GAIN-SHARING IN AN OUTSOURCING RELATIONSHIP: A
CASE STUDY IN INFORMATION TECHNOLOGY ENVIRONMENT

1. Introduction

The present sudy is concerned with the relationship between business providers and business
cusomers of information technology (IT) services, and focuses principaly on the measurement of
cost savings in outsourced activities. The study gpproaches the problem of the measurement of gain-
sharing as a component of remuneration policies for contracted services among companies. The
methodology applied is a case sudy in which the problem of gain-sharing emerges in the rdationship
between two large-scae international companies that operate in Brazilian credit card market.

The initid sections of the study approach relevant issues related to outsourcing—focusing on
the phenomenon of internationdization, outsourcing relationships in IT environment, issues related to
outsourcing decisons and congderations of pricing in outsourcing decisons. The second part of
paper presents the findings of an empirical case study. After congdering the competitive aamosphere
of credit card market in Brazil, this part of the paper presents operational aspects of the companies
involved and the relationships between them in terms of services rendered and the operationa flow
of activities. The nature and behavior of the costs involved in outsourced IT activities are studied. In
this context, the gain-sharing measurement problem is identified, and the main contribution d the
dudy is the criticd andyss of the method used by the companies for the measurement of gan-
sharing in outsourcing activities in information technology.

2. Internationalization process

Internationdization has become common among producer service firms that seek to grow
rapidly in today’s highly competitive environment. There is no single explanation as to why such firms
are expanding across naiond boundaries. As technologica innovation accelerates and as new

competitors rapidly emerge, businesses are finding their market position increasingly under pressure.
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To sustan growth and profit levels it is now often necessry to gain access dther to new
geographica markets (economies of scale) or to a new range of services (economies of scope).

According to Dunning (1989), the compstitive advantages gained by multinationa service
enterprises can take may forms. These include: (i) economies of scae that alow pricesto be lowered
or sarvice quality to be raised; (ii) the spreading of risk; (iii) economies of scope that alow wider
collections of related services to be offered; (iv) greater proximity to potentia customers, (V)
increased local knowledge; and (vi) improved corporate identity.

Coe (1997) has noted that the computer services industry is now exhibiting strong trends in
internationdization and diversfication. This is one of the fastest-growing and drategicaly most
important service sectors in advanced economies. According to Gentle and Howells (1994), the
internationdization process in this industry has occurred as a result of the increasing globdization of
both demand and supply in the industry. On the demand side, as key multinationd customers have
themsdlves internationdized, these customers have found deding with different computer service
companies in various countries to be unsatisfactory. As a result, mgor computer service companies
have responded by providing comprehensive and consistent services in key cities located across a
range of mgor industrial economies. On the supply side, Gentle and Howells (1994) have noted that
competition in computer servicesis gppearing from a number of new sources globaly.

3. 1T outsourcing relationship

According to Auguste et al. (2000), quoting data from Dun & Braddtrest, third-party
providers of routine operational services—such as the processng of payrolls, the movement of
inventory and goods, the management of data centers, and the provison of extra manufacturing
capacity—took in more than USS$1 trillion around the world in 2000. Terdiman (1993) has noted
that, according to the Gartner Group, the IT worldwide outsourcing market is estimated to rise from
US$21.3 hillion in 1997 to US$59.6 hillion by 2005, with an annual growth rate of 14%. According
to Loh and Venkatraman (1992) IT outsourcing—which is defined as the process of turning over
part or dl an organization's I T function to externa service provider(s)—is done to acquire economic,
technological, and drategic advantages. Accordingly, increasing atention has been paid to building a
successful partnership between the customer and the provider of IT outsourcing services.

Anderson and Narus (1990, p. 42-58) have defined partnership as “the extent to which there
is mutua recognition and understanding that success of each firm isin part dependent upon the other
firm”. Mohr and Spekman (1994, p. 135-152) have defined it as “purposive Strategic relaionship
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between independent firms who share compatible gods, strive for mutuad benefits, and acknowledge
a high levd of mutud interdegpendency”. Narula and Hagedoorn (1999, p. 284) suggest that most
cooperative agreements have two possble motivations: “First, there is a cost-economizing
moativation, whereby at least one firm within the relationship has entered the relationship to minimize
its net costs, or in other words, it is cost-economizing. Second, firms may have a drategic
motivation. Such agreements are amed at long term profit optimizing objectives by atempting to
enhance the value of the firm's assts’.

According to Lee (2001), IT outsourcing is one of the mgor issues facing organizations in
today’s rapidly changing business environment. This author observes that, in the 1990s, many
organizations experienced difficulties in forming and managing a successful outsourcing relaionship
with service providers as the nature of outsourcing evolved from a contract relaionship between the
service recaiver and provider to a partnership relationship. To overcome this problem, severd firms
edablished intimate relaionships with their service providers on a partnership basis—which can be
defined as an inter-organizationa relationship to achieve shared gods of the participants.

The results of Leg's (2001) study indicete that partnership quality is an important variable for
outsourcing success. The gtrong relationship between partnership quality and outsourcing success
indicates that fostering a cooperative relationship based on trust, business understanding, the sharing
of benefits and risks, conflict resolution, and mutud commitment is aitica to maximize the Srategic,
economic, and technologica benefits of outsourcing.

4. The outsour cing decision

Jennings (1996) has observed that outsourcing decisons are often emotive in that they
chdlenge traditiond beliefs of how the organization operates. Outsourcing requires regjection of the
‘we can do it dl’ mentdity. It dso requires confidence that loss of ownership will not result in a
reduction in control of activities and the weakening of core abilities.

Humphreys et al. (2000) have proposed a mode for ‘make or buy’ decisons. The first step
of the decison modd is defining the core activities of the business. It isimportant to define what
is meant by a ‘core activity’. A core activity is centra to the company’s successful servicing of the
needs of potentia customers in each market. The activity is percelved by the customers as adding
value, and is therefore a major determinant of competitive advantage. According to these authors
these core activities should be developed in-house. In contragt, the activities for which the company
has neither a critica strategic need nor specia capabilities should be outsourced.

REAd — Edigéo 46 Vol. 11 No. 4, jul-ago 2005 4



Reinddo Guerreiro, Carlos Alberto Pereira & Surendra Agrawal

Nellore and Soderquist (2000) have observed that outsourcing is the consequence of the
adoption of a resource-based strategy in which firms concentrate on their set of core competencies
through which they can provide digtinctive vaue for the customers, while outsourcing the rest of their
activities. These authors have noted that the model of Quinn and Hilmer (1994) suggedts thet
activities with a high potentia for competitive edge and a high degree of srategic vulnerability should
be redized in-house. A careful assessment of a firm's assets and resources must precede any
outsourcing decison to ensure that outsourced activities are redricted to: (i) those in which the firm
does not have any specia capabilities; or (ii) those for which the firm does not have a strategic need.

The reviewed literature points out that collaboration have postive effects and negative effects.
The bendfitsinclude:

spreading and sharing the costs and risks of product development (and of business in
generd);

reducing cogts by using the imperative for cost reduction as a driver for product innovation
(noting that the supplier’ s cost base is generaly lower than that of the customers);

accessing to technologica expertise (core cgpabilities) and explaitation of technological
synergies.

The risks and negative aspects include:

domination of one party, incompatibility in culture and management, or opportunisic
behavior of either party;
the fact that ingability in most dliances is directly related to the trust between the
collaborating parties, and recognition that trust is subjective and cannot be mesasured;
the posshility of high transaction costs associated with the time and effort needed to
manage these collaborations.

5. Pricing in outsour cing relationships

The three basic forms of procurement contracts are: (i) cost-plus; (ii) fixed-price; and (iii) gain-
sharing. Price structures influence not anly the incentives for both parties but dso ther interaction
costs and the provider’s future negotiating position. Loeb and Surysekar (1998), mention that a
cost- plus-fixed-fee contract specifies that the purchaser reimburse the supplier for the actua costs of
executing the contract plus a fixed fee. Bgari and Taddis (1999) say that in the fixed-price
contracts, the buyer offers the sdler a pre-gpecified fixed price for each type of service. According
to Augugte et al. (2000), in gain-sharing contracts, the parties agree on the basdline cost of providing
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asevice. If the cost turns out to have been underestimated, the provider receives the difference. If
the actud costs are lower than the basdine, the difference is solit between the two parties in an
agreed ratio.

Auguge et al. (2000) affirm the two most common pricing choices—cost-plus and gain-
shaing—have destroyed vaue more often than they have crested it. With cost-plus contracts,
providers lack any incentive to reduce costs. Customers sometimes believe that such contracts will
save them money by capping the provider's margins. But cost- plus contracts dso limit the incentive
of the provider to squeeze codts, because such contracts guarantee the provider a profit margin that
no longer depends on the efficienciesit can redlize by innovating, by exercising its purchasing power,
or by hiring more productive saff. A gain-sharing contract better motivates the provider to innovate
and to reduce operating costs. However, it also raises interaction cods. This is the most expensive
kind of contract to negotiate and monitor because the parties have to define and accept precise cost
projections for every Studion. If the savings are lower than expected, further negotiations, in which
each party blames the other, are dmogt inevitable. The incentives to innovate are dso limited.

Augugte et al. (2000) have suggested that fixed-price contracts are a better option. When
prices are fixed, providers keep the rewards from process innovation. This kind of contract is dso
less codtly to negotiate and does not require customers to be continudly auditing their provider
expenses (as they are required to do under costs-plus and gain-sharing contracts). On the other
hand, these authors have observed that the pricing model to be gpplied must consider each specific
gtuation and, athough providers should try to negotiate fixed-price contracts for their services, they
must recognize thet in dl likdihood they will have to adopt different pricing schemes for different
sarvices. The choice of pricing scheme will depend on the receptiveness of the customer and the
underlying economics of the offering.

6. Case study

The present study gpproached the problem of the measurement of gain-sharing as one of the
components of the remuneration policies for services adopted contractudly among companies. The
case study that follows focused on the rdationship between two large international companies that
operate in Brazil. For reasons of confidentidity, the companies are referred to as ‘ services receiver’
(SR) and ‘services provider’ (SP). SR operates in the credit card market, and administers a wide
network of affiliated establishments while centraizing dl completed card transaction operations under

its brand name in Brazil. To accomplish this, SR depends on the technologica and operationa
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support of SP, a company that renders IT services for large-scae companies and governments
throughout the world. The services that SP provides for SR involve capturing, processng, and
transmission of data, and the execution of cal-center functions for the affilisted establishments.

The pricing policy in the outsourcing relationship between SP and SR is based on the cogt-plus
modd, with the tota cost of services rendered monthly by SP being charged to SR with additiona
fixed remuneration. The differential aspect of the relaionship between these companies is the fact
that, apart from the cost-plus-fixed-fee remuneration, thereis a specia contractua agreement related
to gan-sharing. According these agreement the gain-sharing computed yearly must be shared
between the companies equaly. Thisisthe main issue andyzed in the case sudy.

6.1 Environment and companies

The globd process of change is having sgnificant effects on the Brazilian economy. The main
characterigtics of the Brazilian economy in recent years have been: (i) low economic growth; (ii)
gradud opening of the economy; (iii) privatization; (iv) reaive dability of prices and (V)
technologica advances. These characteristics have been especidly marked in the telecommunication
and financid indudtries, which are passing through significant market and structurad transformetion.
Under the supervison of the Centrd Bank of Brazil, the financid system gradudly implemented a
new Brazilian sysem of payments—through which diverse financid inditutions became interlinked
and carried out transactions on-line in red time among themsdves, the Centrd Bank, and other
large-scale companies.

The credit card market is globdly under control of few large brand names—American
Express, Credicard, Diners, MasterCard, and Visa. Usudly, the rights of exploration of these brand
names (also known as ‘flags’) belong to specific investor groups. These authorize the use of the
brand names in various countries, utilizing contracts that involve stock participation in a new
enterprise, and thus producing an attractive worldwide business.

The service recaiver in this case sudy (SR) is the holder of the exclugive right of use in Brazil
of one of the prominent ‘flags of credit cards. Its stock control belongs to a group of large financia
indtitutions that aso operate in the country, gpart from the paticipation of the ‘flag’'s own
internationd brand. SR has a large number of affiliated establishments and users of this brand of
credit card in the commercia service sector. Through the credit card, the user can make purchasesin
one payment, or parcded out in various payments, from an internationad network of affiliated
establishments to the brand. The user can dso use the card to pay for purchases directly by debit in
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the user’s deposit account of the financid indtitution with which the user maintains areationship. The
user can aso make cash withdrawas in other countries. The ready acceptance of credit cards is
dragticaly modifying the profile of transactions made in Brazilian retail trade, and has sgnificantly
increased the volume of transactions made by operators.

SR opted to outsource some its activities because of: (i) operationd difficulties associated with
the growth in transaction volume; (ii) a need to mantain a focus on its main business, and (iii) the
chdlenge to develop new competencies (for example, in information technology). SR relies on the
support of SP to accomplish activities that require ahigh leve of information technology—especidly
those that, athough they are not core to SR's business, are essentid to its success in this changing
environment.

The service provider in this case study (SP) is a large company with kranches in severa
countries. The company is a provider of information-technology services, and administers complex
data and voice communication networks. SP has absorbed dl of the IT activities related to SR's
transactions in Brazil—including the capture, processing, and transmission of dl data. These activities
involve direct communicetion with: (i) afilisted establishments (merchants) to the brand name in
Brazil; (ii) the receiver banks (where the merchants maintain their checking accounts); and (iii) the
nationa and internationa issuing banks. Figure 1 represents the arrangement.

Figure 1. Operational flow of the credit card business

Services
Rendered by
SP
Capturing
Data Card
Captured Manual gnd Merchant Holder
l Electronic
Processing > Deposit
Bank
1 Emitting
to receive Bank
Exchange > (International
and
National)
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The transaction data are captured by SP by eectronic or manua means. Approximately 95%
of transactions are dectronic. The data are captured by the affiliated establishments and immediately
sent to an exchange headquarters a which a decison is made on whether the transaction should be
authorized. If authorized, the data of the transaction are stored, processed, and transmitted by SP to
the recaiver bank (where the merchant maintains its deposit accounts) and to the issuing bank (where
the card user maintains its accounts). Credits and collections are redized, and this results in an
accomplished transaction.

In this process, speed, security and low cost are critical factors that determine the success of
the business. The decision of SP to outsource these IT activities takes into account these factors of
process, speed, security and low cogt, as well as the need for SP to maintain focus on its man
business by delegating activities that require highly specidized know-how.

The services rendered by SP for SR encompass the following activities: (i) development and
maintenance of systems; (i) maintenance of database d the clients; (iii) capturing, processing, and
transmisson of transaction data; (iv) cal center service (v) operationd support to the affiliated
establishments; and (vi) back-office services. These activities are managed through a “joint team”
formed by SP and SR managers working together, avoiding what Lim (2000, p. 521) refers as
“informetional asymmetry”.

6.2 Costsin outsour ced activities

The cogs incurred in the outsourced activities are: (i) adminigtrative; (i) telecommunications,
(iii) physica space; (iv) hardware; (v) software; (vi) maintenance; (vii) computer usage; (viii) outsde
labor; and (ix) support. The distribution of costs incurred in attending the outsourced activities are
shownin Table 1.

Table 1. Distribution of costs by category

Costs Distribution
Support 43%
Computer Usage 2%
Outside Labor 14%
Other Costs 16%
Total 100%
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Table 1 shows that the principa eements of costs are support (43%), computer usage (27%),
and outside labor (14%), representing 84% of the total costs. These costs are incurred at the level of
adminigrative units. The adminigtretive units are cost centers—which can be ether operationa or
support. The operational cost centers (OCCs) execute production and costumer-service activities
linked directly to the accomplishment of the transactions (manua or eectronic). The support cost
centers (SCCs) execute support activities to the OCCs—such as system development, planning,
training, and other back-office activities. Taken together, the OCCs generate 66% of the total codts,
whereas the SCCs generate 34%.

The cogt centers are basically structured as fixed cogts, with the most Sgnificant of these being
support, computer usage, and outside labor, as presented in table 1. The wages costs are essentidly
the same in OCCs and SCCs, computer costs are more significant in OCCs than in SCCs, but
outside labor cogts are greater in SCCs than in OCCs.

Some elements of fixed costs (such as wages) are vadid for short periods of activity whereas
other dements of fixed costs (such as costs of hardware and software) are vaid for larger periods of
activity. Typicaly, fixed cods refer to the use of resources that possess a limited capecity for
production. Within a determined interval (range) of activity of any given cost center, the fixed costs
remain constant (provided that production capacity is not surpassed). However, if the ingtdled
capacity were to be increased, alarger quantity of fixed resources would be required. Aslong asthe
new ingaled capacity is not surpassed, the amount of fixed costs will remain congtant. OCCs, for
example, have a planned structure of resources (equipment, software use licenses, people, physica
pace, and so on) to process a predetermined volume of transactions (with the time of computer use
condtituting the unit used to measure the work). Above this limit, invesments in new resources
become necessary, thus eevating the production capacity to a new higher level and expanding the
range of activities.

In planning the necessary resources for agiven cost center, the number of transactions and the
use of computer time might be important, whereas, for another cost center, the number of employees
or the sze of the areato be attended might be more relevant.

The data of case study showed that relevant percentage of the total costs has been comprised
by fixed costs—that is, there is no direct proportiona relationship between these costs and the
volume of processed transactions. Figure 2 shows monthly transaction volume compared with the
annual tota costs and unitary codts.
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Figure 2: Transaction volume, total costs, and unit costs
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6.3 I dentifying the method adopted by companiesfor gain-sharing measur ement
The interviews with the managers of the companies showed the fundamental premise of the
method adopted by researched companies relies on parameters (cost projection) materidized in
flexible budgets and standards for each operationa cost center established by the “joint team”. The
method is comprised of four steps.
1. Elaboration of the original budgets—taking into account the amounts and the vaues
of the resources forecast for each volume level and for each cost center (considering its
particular work units).
2. Revision of the original budgets (or elaboration of the revised budgets)—conssting
of a revison of the quantities and values of the resources previoudy planned for each
volume level and for each cost center (consdering its particular work units). The revised
budgets condtitute the base for comparison of expenses incurred and, therefore, the
measurement of gain-sharing;
3. Counting of the expenses incurred—based on the same concepts and criteria adopted
in the previous phases.
4. Comparison of the expenses incurred with the constants in the revised budgets—
dlowing a measurement of gain-sharing and an evaduation of the contribution of the cost
centers (and the diverse elements that make up their costs). The comparison between
actua costs and estimated costs alows the measurement of cost savings to be obtained.
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As previoudy noted, the amount of fixed cost stays congtant within a determined interval of
activity. The measuring of the savings of fixed codts is through a comparison of the forecast totd
vaue of expenses (for a given levd of activity) with the actud totd value of the expenses incurred.
The following Situations can occur:
|. The actual activity volumeisnot the same as the planned volume, but occurswithin the
relevant interval

In this case, the economy of fixed cost is computed by comparing the tota value of planned
codgts (for the leve of activity executed) with the total value of actud costs. Cost efficiency exids at
any point within the relevant interval when the actua cogts are smaler than the costs planned for the
interval.

I. The actual activity volume was not the same as the planned volume and it was outside
(above or below) therelevant interval.

In this case, the rlevant interva in which the activity volume occurs should be determined,
and this should fit with the corresponding budget of \dlid cost for the interva of relevance. In the
same way, the cost efficiency is measured by the difference between the costs incurred and the costs
estimated for that interval of relevance.

Procedures

Table 2 shows the steps and procedures required for implementing the method.
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Table2: Proceduresof the method
Steps Procedures
1. Elaboration of the original - definework units of the cost centers;
budget (for cost center for - planthe volumeintervals of the work units;
different levels of volumes) - definethe structure of the resource accounts;

consider the physical amounts of resources;

consider the unitary values of the resources;

determine the total values (quantities x prices);

consider the total values of the resources for which there are

no estimates of physical amounts of resources.

2. Revision of the original - confirm the work units of the cost centers;
budget (for cost center for - reschedule the volume intervals of the work units;
different levels of volumes) - confirm the structure of the resource accounts;

revise the physical amounts of resources of the original
budget;

revise the unitary values of resources of the original budget;
determine the total costs (quantities x prices);

revise the total costs of the resources for which there are no

estimates of physical amounts of resources.

3. Counting of the amounts - measure the actual volume of work units occurred;
realized by cost center (for - measure the actual total costs.
cost center for the level of

volume reached)

4. Determination of the - count, for cost center, the variations between the actual
efficiencies of costs (for cossts and the revised projected val ues, established for the
cost center for the level of volume of work units occurred,;
volume reached) - determine the occurrence of gain-sharing through the

consolidation of values of the total cost variations of all cost
centers, considering that gain-sharing exists only when the
total amount of actual costsisinferior to the total amount of

revised projected costs.

Example of the method
In the case study under consideration, the cost center named Production is an operationd

area responsible for the capturing, processing, and transmission of the data concerning the redized
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transactions of SP. Table 3 shows the planned performance (original and revised) and the redized
performance of this cost-center in a month, with smulated data

Table 3: Example of the method

Original budget Revised budget Actual Variations
Range 1 Range 2 Range 1 Range 2
Resour ces (minutes) (minutes) (minutes) (minutes) 600,000
(300,000 to (500,001 to 300,000 to 500,001 to minutes
500,000) 700,000 500,000 700,000
Support 171,122 207,312 188,234 228,043 216,056 11,987
Outside labor 16,758 46,726 18,552 51,640 55,842 (4,202
Computer usage 806,458 1,443 473 890,105 1,590,820 1,548,994 41,826
Maintenance 9,242 44,472 8,345 38,552 35,647 2,905
hardware
software
Physical 8,969 16,865 9,866 18,552 19,214 (662)
space and
others
Administrative 6,188 9,934 6,334 10,627 10,429 198
Total cost 1,018,737 1,768,782 1,121,486 1,938,234 1,886,182 52,052

In Table 3, it is observed that the totd costs origindly planned for the period were
$1,018,737, for aleve (range) of activity of 300,000-500,000 minutes of computer processing, and
$1,788,782 for 500,001-700,000 minutes. The revised values were, respectively, $1,121,486 and
$1,938234 (daying in same eactivity intervas). The peformance redized in the month
(corresponding to 600,000 minutes of computer processing) was atota cost of $1,886,182.

Comparing the redlized costs with the planned cogts for the volume of 600,000 minutes, it is
observed that there was a tota gain of $52,052—which corresponds to the totd of the cost
vaiations in the period. Among the favorable variaions, the most sgnificant flowed from the use of
computers ($41,826) and support ($11,987). In contrast, variaions related to externa services
($4,202) and to physica space ($662) were negative—demonstrating that the costs were larger than
forecadt.

7. Discussion
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As previoudy noted, several studies approach different aspects of outsourcing relationships.
However, no study has specificdly addressed gain-sharing measurement—apart from the work of
Augugte et al. (2000), which touched on the subject.

The concept of gain-sharing adopted by the researched companies was not formally declared
and it was inferred through the analysis of the procedures as the sharing of a benefit obtained by
developing an activity in a more economical manner in relation to an established parameter.
According this definition gain-sharing can be viewed as an dement that seeks to express the
economica benefits in business relationship between the companies. The definition is supported on
the following premises

be measured againgt a previoudy established parameters,
reflect the effort involved in various actions thet are undertaken;
induce performance improvement;

be objectively measurable;

be expressed in monetary terms; and

be mutualy acceptable to the parties.

The firg premise is the most important because it drives the procedures for measurement of
gan-sharing. According to the adopted definition of gain-sharing by companies, gain-sharing vaueis
reated to cost savings and to cost-accounting concepts of price and efficiency cost variaions.
According to Horngren et al. (2000), price variation reflects the difference between actud and
budgeted input prices, whereas efficiency vaidion reflects the difference between actuad and
budgeted input quantities.

In this case study, the total benefits obtained from the business reaionship between the
companies are produced by:

an increase in activity volume (that is, grester production); or
areduction in cogts (that is, less resource consumption).

The gain produced by increasing activity volume generated an additiond contribution margin to
SR, proportiona to the volume of business. The increment in the activity volume is promoted by SR,
whereas SP supports the growth and made it possible by dlocating resources (human, physical, and
technologica) and adjusting the capacities of the various activity centers. SP is responsible for being
pro-active in implementing technological and operationd solutions to meet the leves of activity
reached by SR. Therefore, dthough SP did not increase activity volume, it does produce an
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intangible benefit by assisting in the processng of a larger volume of activity. This required more
respongbility, larger operationd risk, and lessflexibility.

This kind of benefit is not correctly consdered gain-sharing (because SP have no action on
producing it), but it should be included (and remunerated) in the pricing agreement between the
companies—in accordance with the premise that the return should have reaionship with the
investment made and the risks assumed. It would be unjust to maintain afixed leve of remuneration
to SP for assdting in volumes of services sgnificantly higher than those origindly assumed. Although
it clearly generates a benefit for SR, this matter should be treated in the pricing policy of the services,
rather than through the concept of gain-sharing.

In contrast, the gain that SP affords to SR through cost savings (when less resources are
consumed than previoudy assumed) is correctly considered as gain-sharing because:

the cost savings are entirely transferred to SR;

the gain arises from the efforts of actions undertaken by SP,

the gain reflects increased performance in reation to pre-established parameters,
the gain is objectively measurable;

the gain is measurable in monetary terms; and

the gain is based on previoudy defined agreements.

In view of the above discusson it can be inferred that the method gpplied by companies to
measure gan-sharing relies on solid assumptions. The only issue that should be considered in this
case is the additiond remuneration for SP attending increasing level of service generated by SR
activities with the same fixed remuneration.

The main restrictions of the method adopted by companies are due to expensive kind of
contract to be monitored (being necessary to carry out a joint team to manage the outsourced
activities) and because the parties have to define, revise and accept precise cost projections for
every gtuation.

8. Conclusion

The outsourcing of IT activities is characterized by the establishment of a relationship in which
both parties (buyer and provider) obtain competitive advantages by maintaining a focus on their
respective businesses. In such a rdationship, the important question of measurement of gain-sharing
arises, but this issue is not well addressed by the literature. The research carried out with a
methodology of case study, showed an empiricad use of gain-sharing concept. Gain-sharing in this
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case dudy refers to the sharing of a benefit provided by SP developing an activity in a more
economica way in relation to an agreed parameter. It was observed that the concept of gain-sharing
used by companies in this study corresponds to costs savings measured by cost-accounting concepts
of price and efficiency cost variances.

The lack of literature on this subject causes some difficulty to do the match between the theory
and practice of gain-sharing measurement. The andys's of the method adopted by the companies,
which is based on budget parameters, alows the measurement of gain-sharing and contributes to
transparency in the relationship between the companies. The method dlows an andyss of the
earnings in detail (by area, by activity, and by resource dement), thus identifying opportunities for
improvement and providing measurable benefits for both parties. By the other hand the study
evidenced what Augudgte et al. (2000, p. 59) refers as high “interactions costs’ in gain-sharing
contracts due to the necessity of preparing and revising the budgets and to work with ajoint team of

managers of both companies.
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