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Misplaced Emphasis, Semantic Nuances Can Put Outsourcing Proposition in “Grave Danger”

By Peter A. Allen, Partner & Managing Director, Market Development, TPI, Inc.
When it comes to outsourcing, alignment on objectives means a world of difference between success and failure. Too often, we find that the words used by the buy side and the provider side may sound congruent but actually vary by light years. These semantic nuances are important to understand — and to resolve.

Let’s take one particularly acute example: A client evaluates outsourcing for a range of motives, of which “achieving reduced operating costs” is always prominent.

Base Case: What Is the Reality?

What the client really intends is a two-dimensional outcome. First, deciding to outsource is predicated, in part, on a multi-year financial business case that reveals lesser total costs than what the client reasonably might be able to achieve on its own. 

For this evaluation to be relevant, there necessarily exists a fair degree of subjectivity around the point of comparison. Building a “base case” demands expertise in constructing a complete and realistic representation of the volume-sensitive scenarios that are unique to a client’s operating environment. For this, experience and objectivity are essential to the establishment of the financial characterization of the insourced alternative and pre-existing outsourcing arrangements (if any).

In many situations, we find that the consideration of their price relative to the base case is the only perspective applied by the competing service provider candidates. And the successful service provider also only considers this factor when deducing the expectations for the resulting relationship. That is, the service provider believes that delivering services with the committed level of quality at the committed unit prices will conveniently produce the expected economic results for the client and ultimately achieve satisfaction with the overall relationship.

This is a common and considerable mistake in judgment because the issue is more complicated than simply delivering to the prescribed service level agreements at the defined prices.

Profitability vs. Revenue Generation: Failure to Meet Clients’ Overall Expectations

The second dimension of the client’s intent relates to total overall costs — not unit prices. What the client seeks is a business partner that will help to manage the overall service environment in a fashion that yields continual improvement in the total cost picture.

How is this expected to occur? Through a variety of techniques, not the least of which includes appropriate regulation of service demand. Just because the menu offers favorable per-dish prices does not mean that we should over-order. One of the greatest aspects of relationship risk comes from an unexpected surge in the consumption of services after installation of an outsourcing relationship. The volumes may vary from those originally projected, but the service provider should not be the cause of those increases.

Alas, here is the paradox. Most outsourcing service providers appear motivated toward an objective that is diametrically opposed to the interests of their clients. This places the entire outsourcing proposition at grave danger.

To generalize, most service providers tend to motivate their account teams foremost around revenue growth. That is, greatest emphasis is placed on “selling more to the client.” But that is not what most outsourcing clients expect or desire.

An outsourcing buyer believes, because most other service-oriented relationships are designed this way, that their service providers should be motivated toward profitability — not revenue. A profit-minded service provider will swarm on opportunities to align its capacity with demand on a continual basis. Instead, what many clients experience is an attitude aimed at increasing demand for capacity rather than a prudent rebalancing.

This is a significant risk to the long-term viability of outsourcing as a strategic enabler of corporate service delivery. The promises of benefits from scale and greater leverage are not evident to clients when their service provider does not demonstrate conviction around the total cost dimension.

The emphasis on revenue growth through an outsourcing relationship is simply misplaced. The industry’s service providers must listen more carefully to the true intent of their clients when it comes to matters of cost management. Having favorable unit prices for outsourced services is a necessary, but hardly sufficient, condition for long-term success in outsourcing relationships.

Clients expect their service providers to be profitable. But, they expect that profitability comes largely through excellence in service delivery and balance of capacity with demand — not by an incessant expectation that increased volumes will yield greater profit.

For more information, contact Peter A. Allen, Partner & Managing Director, Market Development, TPI, Inc., at +1 603 465 6662 or peter.allen@tpi.net.
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