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to improving your
3PL relationships

Members of the University of Tennessee’s Center

for Executive Education share their five steps

and a series of tips to improve your outsourcing

relationship right from the start.

BY KATE VITASEK, PETE MOORE, AND BONNIE KEITH

ack in October 2010, we eagerly
Bopened our issues of Logistics
Management (LM) to read the
feature article about Armstrong World
Industries and how they won the cov-
eted 2010 NASSTRAC Shipper of the
Year award after bringing their out-
sourced transportation back in house.
As I read the case study I was actually
disheartened to learn that the reason
they brought the work back in house
was due to a failed third-party logistics
services provider (3PL) relationship.
Yes, there are some bad service pro-
viders out there. But my experience is
that there are always two sides to every
story. I'm sure that the service provider
Armstrong parted ways with would
have their own story to tell from which
we could all learn a lesson or two.
However, this month’s article is not
about assigning blame, but pointing
out practical steps, tips, and advice on
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how to improve a 3PL relationship and

prevent one from becoming a failure.

As experts and outsourcing coaches,

members of the University of Tennes-

see’s Center for Executive Education

have created five steps to improve your
outsourcing relationship from the start
and help maintain that partnership
once it gets rolling.

Over the next few pages, well
explore each of these five steps and
provide some of our favorite tips and
advice to help you improve your 3PL
relationships.

GETTING STARTED

Many of the problems companies
experience stem from jumping into the
contract prematurely without a solid
understanding of the ramifications.
With this in mind, our first tip is to slow
down and take the steps to get outsourc-
ing right before you start any work.

To do this properly, we recommend
the five-step implementation approach
that is profiled in the book Vested Out-
sourcing: Five Rules That Will Transform
Outsourcing. The book goes into detail
on each of the five crucial steps compa-
nies and service providers can take to
create a successful 3PL relationship:

1. lay the foundation;

2. understand the business;

3. align interests;

4. establish the agreement

or contract; and

5. manage performance.

When taken individually, these steps
can offer shippers and service provid-
ers valuable insight into current opera-

tions. However, they tend to work best
when implemented as a process for
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outsourcing by allowing companies to
implement a true collaborative 3PL
relationship where the company out-
sourcing and the service provider have
a vested interest in the other’s success.

All" too often, companies dust off
an existing Statement of Work, rush to
competitive bid, and give the service
provider three months or less to tran-
sition the work—we've seen many that
only allow for a four-week transition.

The great thing about the five-step
framework is that it can be used during
a request for proposal (RFP) or with an
existing supplier to improve a relation-
ship. Skipping steps usually results in
a poorly conceived business outsourc-
ing agreement or worse—a total dis-
connect in what the service provider is
doing versus what the customer actu-
ally needs.

STEP 1: LAY THE FOUNDATION

The first thing a company should
do before ever lifting a finger to out-
source is to thoroughly understand if
outsourcing is right for their operations.
Management consultant Peter Drucker
famously stated: “Do what you do best
and outsource the rest.”

The problem is that far too many
companies jumped on to the outsourc-
ing bandwagon without realizing if out-
sourcing was right for them.

The October LM case study on Arm-
strong raised a red flag for us when we
read the statement: “Managing trans-
portation was once a core competency
of Armstrong.” If managing transporta-
tion was a core competency, why did
Armstrong outsource in the first place?
This leads to our second tip: Don't out-
source what is core. A company should
only outsource when a service pro-
vider can do the work better, faster, or
cheaper.

When Armstrong’s 3PL relationship
began failing early on they decided to
move the work back in house. Because
they brought the work back in house,
we believe that Armstrong did not fol-
Jowrour second tip.

STEP 2: UNDERSTAND THE
BUSINESS
Once a company has properly
decided that outsourcing is the right
choice and has done its homework
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associated with
laying the founda-
tion, it should take
the time to estab-
lish a baseline that
both  benchmark
the potential cost,
service, or other
opportunities.

Which leads
us to our third
tip:  Understand
your baseline and
benchmarks before
you outsource. In
the Armstrong case
study, one of the
key decision mak-
ers said:  “When
we priced it out we
were shocked to
learn that we were
less than half of
what everyone else
was charging.”

The article
explains that the
Armstrong team discovered this after
they realized that their 3PL was failing.
If Armstrong had done sound baseline
and benchmarked cost and service they
would have realized that they had an
outstanding team that would not have
benefited from outsourcing; in turn,
they would have prevented themselves
the pain of transitioning the work only
to bring it back in house.

Armstrong also pointed out that
“there was a failure by the 3PL to
understand  Armstrong’s  customer
requirements” and “the biggest flaw
was that our 3PL took a one-size-fits-all
approach...We have specialized needs,
and they did not appreciate the com-
plexity of our business.”

That sets up our fourth tip: Ensure
potential suppliers understand the
business. Our research and experience
says that many companies are poor at
stating their requirements. In fact, we
often see service providers forced to
“understand the business” based on a
poorly written RFP and incomplete and
inaccurate data.

One way to overcome this is for
companies to open their doors and
let service providers in to look around
and explore the details of business. Let

Vested Outsourcing
Implementation Framework

MANAGE

PERFORMANCE

Source: Vested Outsourcing: Flve Rules that will Transform Outsourcing

them ask for data—after all theyll need
this to run your business effectively.

Once service providers have had a
chance to thoroughly understand the
business, the companies and the ser-
vice providers should mutually agree
on cost and service goals. We call these
desired outcomes. If the service pro-
vider understands the baseline costs
and service levels clearly then they can
feel more comfortable about signing up
to achieve your desired outcomes.

And this takes us out fifth tip:
Develop clearly defined and measurable
desired outcomes. You are outsourcing
because you have gaps in where you are
today and where you want to go (your
desired outcomes). It is important to
make sure the service providers under-
stand those gaps and knows what suc-
cess is (your desired outcomes). The
Armstrong case study pointed out that
the arrangement was not meeting Arm-
strong’s established costs and service
goals. As researchers and educators,
we love to review RFPs and poke holes
in how poorly requirements are often
stated and how few clearly state their
desired outcomes.

Our experience is that service provid-
ers do not sign up to take on a client’s
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business with the intent to fail.
As such, we strongly recom-
mend that all companies take
the time to work with service
providers to ensure they under-
stand the business and com-
municate the desired outcomes
and gaps.

STEP 3: ALIGN INTERESTS

This step entails designing
and documenting how a com-
pany and the service provider
will work together to achieve
the desired outcomes.

In basic terms, this is the
part of the process where
both companies should docu-
ment, with as much precision
as possible, how the outsourc-
ing company and the service
provider will work together to
achieve the desired outcomes.
It's the first pass at the future
vision for how the two compa-
nies will communicate, collab-
orate, and innovate together to
achieve the best results.

This brings us to our sixth
tip: Identify risks before you transi-
tion the work. While it's not clear
if the parties took the time to align
interest, we have to assume that the
parties—at least the service pro-
vider—Tlikely did not do a proper risk
assessment.

We hypothesize that if interests were
aligned and a proper risk assessment
was performed in the relationship,
Armstrong would not have stated “it
was evident pretty much from the start
that it wasn't going to work.” Obviously
the parties got out of the gate on the
wrong foot.

STEP 4: ESTABLISH THE
AGREEMENT
Vested Outsourcing is based on
reducing the total cost of ownership
(TCO). versus simply the costs of the
transactions performed by the service
provider. As such, 3PL pricing models
should include incentives that will be
used to reward the outsource provider,
when they achieve the desired out-
comes and TCO targets.
This brings us to our seventh tip:
Establish a pricing model with incentives
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Tips to better outsourcing

decision making

Tip #1: Slow down and take the steps
to get outsourcing right before you start any work.

Tip #2: Don’t outsource what is core.

Tip #3: Understand your baseline and bench-
marks before you outsource.

Tip #4: Ensure potential suppliers understand the
business.

Tip #5: Develop clearly defined and measurable
desired outcomes.

Tip #6: Identify risks before you transition the
work.

Tip #7: Establish a pricing model with incentives
that encourage service providers to put skin in the
game.

Tip #8: Develop a governance structure based on
insight versus oversight.

that encourage service providers to put
skin in the game and invest in your busi-
ness to close the gaps. As mentioned
before, the Armstrong case study cited
that “the arrangement was not meeting
Armstrong’s established costs and ser-
vice goals.” One approach they could
have taken was what we call a “fee at
risk” pricing model. This is when a ser-
vice provider charges below market rates
for service—but then is rewarded with
incentives for delivering results against
the desired outcomes. The more suc-
cessful both parties are, the more profit
the service provider makes, often two to
three times market rates. A true win-win
because the companies become vested
in each other’s success. The more suc-
cessful the company is, the more suc-
cess-the service provider is.

STEP 5: MANAGE PERFORMANCE

This»is a most crucial step around
which the other steps revolve. Outsourc-
ing is not a “throw it over the fence”
business process. Neither should it be
an exercise in micromanagement.

Our eighth tip helps to make this
clear: Develop a governance struc-

ture based on insight versus
oversight. A sound governance
structure outlines how the busi-
ness will be managed, not just
the service provider. The service
provider is in essence an exten-
sion of the firm with regards to
the work they provide.

If you have picked a ser-
vice provider you trust and
it is aligned with your inter-
ests, we find it's often futile
to micromanage the service
provider. We often refer to
this as a “junkyard dog” syn-
drome because the company
outsources and then leaves in
place employees who watch
over and guard the old pro-
cesses that have been in place
for years. We hypothesize that
this may have been the case in
the Armstrong relationship, as
the case study notes that they
kept four people in place to
manage the service provider’s
10 employees.

COMING FULL CIRCLE

The lines of demarcation between
doing outsourcing effectively and doing
it ineffectively can get a little blurry. As
such, instead of drawing a line in the
sand we promote an integrated “full
circle” approach that includes the five
steps we have outlined above.

We believe that even though Arm-
strong World Industries was the winner
of the Shipper of the Year award, we'd
have to give both Armstrong and their
service provider a failing grade on their
ability to outsource effectively. Even if
the service provider was 100 percent at
fault, we believe an outsourcing failure
is a failure. []
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ing: Five Rules that will Transform
Outsourcing. Pete Moore and Bonnie
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for the University’s Vested Outsourc-
ing and Air Force Strategic Sourcing
programs. Moore is also author of LM’s
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