
A New Paradigm for Performance Guarantees 

Conventional performance guarantees include easily measured items such as telephone service 
statistics, claims processing statistics and 10 card production. The guaranteed performance 
levels are generally safe targets with minimal amounts at risk for each item. For example, the 
vendor may offer "to put 10% of fees" at risk when in reality the only way this amount would be 
payable is if it had a total and catastrophic breakdown in every measure and in every 
measurement period during the year. As Mulvaney states, "This classic structure is far from a 
guarantee that a vendor's performance will be consistent with the expectations it sets at 
proposal time." 

With the presence of the negotiating ingredients mentioned earlier, the current vendor was 
willing to replace its traditional performance guarantee arrangement with one that matched its 
guarantees to the expectations it created in the bidding process. For example, it guaranteed the 
same network utilization (percent of eligible billed charges from network providers) and 
weighted average contract value it originally proposed (which were higher than its recent past 
performance). It also guaranteed that the average contract value would rise at a below-market 
trend level. 

Network vendors generate value through their provider contract amounts and how they manage 
these amounts over time. "We are thrilled that this value is now being objectively measured and 
guaranteed," said the employer. 

When it comes to service, satisfaction is often more complicated and nuanced than can be 
measured via simple process metrics. It is usually more subjective than objective. For 
example, it is appropriate that service reps return calls within 24 hours. However, what if the 
rep is offensive, doesn't understand the problem, or fails to handle it well? These behaviors are 
usually harder to measure - yet have a big impact on true customer satisfaction. 

In the employer's new performance guarantee arrangement, objective service measures are 
examples of agreed upon performance expectations but not the sole measures of performance. 
They are indicative and not all encompassing. Likewise, they are viewed in the aggregate and 
not individually. The employer now has the ability to express its satisfaction level regardless of 
how the objective measures look. It has the ability to invoke up to a 10% penalty if it is not 
satisfied with the customer service - as long as it first notifies the vendor of its dissatisfaction 
and gives the vendor an opportunity to correct the situation. "We believe this is what 
performance guarantees should be about - to ensure expected service levels are achieved, not 
to collect penalty payments," emphasized the employer's benefits VP. 

The employer and its vendor established a new contract which guarantees high-quality 
performance. In total, 25% of the vendor's fees are at risk. This amount is clearly meaningful. 
Objective measures are present, but satisfaction is ultimately judged by the employer and 
includes subjective measures of performance. As the employer's VP stated, "Finally, we have a 
vendor that has placed a meaningful amount of money at risk to guarantee that it will deliver on 
the expectations it created during the proposal process." 
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