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Choosing the Low Cost Provider

Most of us understand the adage “You get what you pay for.” However, in this economy, when controlling
and reducing costs is paramount, how can you effectively evaluate service providers to insure that you
choose the provider with the lowest total net cost?

In order to determine total net cost, you need to look at two factors:

1. The cost of the service itself relative to the competition
2. The costs of defects or failures in the service

Why consider defects or failures?

In business, defects or failures typically have a cost associated with them. In order to determine the total
net cost of the service, you need to consider not only the cost of the service itself but the cost or projected
cost of defects or failures.

If you are purchasing a manufactured product, this process is fairly simple. For example, if you purchase
100 widgets from your supplier at the cost of $5.00 per widget and a defect rate of 5%, then the total net
cost per widget is $5.26 per working widget (95 working widgets / $500.00 purchase price = $5.26 per
working widget).

How do you determine total net costs for a service?

When considering services, instead of products, you need to apply similar logic to determine the
predicted failure rate and the cost of a failure, in order to determine total net cost of a service.

Pricing a Failure in Service Parts

Determining the cost of a failure in the field service and repair arenas can be quite simple or more
complex.

In markets in which Service Level Agreements are in place, the cost of a failure might be contractual. For
example, any time an SLA is missed, a penalty of $5,000.00 is assessed. In this case, the cost of a
failure is $5,000.00 per failure.

In other cases, it may be more complex. For example, in a production environment, each hour a machine
is down, the company loses $6,453.00 in revenues. The price of a failure in this example is equal to the
number of hours the machine is down multiplied by $6,453.00.

In still other cases, failures can cost you entire customers. Not only does the cost of a failure mean lost
revenue, but also the projected lifetime value of a customer — millions of dollars potentially.

How do you obtain the data necessary to determinet  he predicted failure rate?

Most service providers are more than happy to provide you with performance data for their company. |If
the service provider does not offer you their performance data, you need to ask for the data. And here is
the key: you want the raw data, the total customer experience data, and the controllable service data.
Why so much data? Because it's important to examine a cross section of data and the criteria used to

filter service issues across all providers being considered so that you can make an effective apples-to-
apples comparison between providers.
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What's the Big Deal? 97% and 99% are about the same , aren’t they?
Perhaps, but, it all depends on the price of the service and the price of a failure.

Let’'s examine a couple of key scenarios. To begin with, let's examine a broad cross section of
shipments. Let’s look at what the predicted failure rate will be for two providers on 1,000 shipments.

On Time Failures per 1,000

Performance Shipments
Service 1 97% 30
Service 2 99% 10

As you can see, while the service levels look nearly the same, the predicted failure rate is nearly three
times higher for Service 1. If Service 2 also has a lower price, the decision is easy — the low cost provider
is Service 2.

If Service 2 has a higher price, then we’ll need to do some further analysis — we need to examine the cost
of the service. Let's assume that Service 1 is $5.00 less per invoice. Service 1 is the lower price, but are
they the lower total cost provider?

If we look at the same annual shipment volume to determine total spend and include a predicted cost per
failure of $500.00, it becomes apparent that Service 2, despite their higher cost per invoice, has a lower
net price per shipment and is actually the lower total cost provider.

Failures
per Total Cost — Total Net Price
On Time 1000 Unit 1000 Cost of a Failure per
Provider Performance Shipments Cost Shipments Failure Cost Total Cost | Shipment
Service 1 97% 30 $140.00 | $140,000.00 | $500.00 | $15,000.00 | $155,000.00 | $155.00
Service 2 99% 10 $145.00 | $145,000.00 | $500.00 | $5,000.00 | $150,000.00 | $150.00

As is evident by these examples, the provider that appears to be the low cost provider at first glance may
end up costing your company more money in the long run.

Quality, near failure-free service typically comes at a higher price. But, if you take into consideration

predicted failure rates and the supplier’'s performance, you may find that paying a bit more per shipment
up front saves you money down the road.

The Technology behind Failure-Free Service

Stringent Standard Operating Procedures + Robust Tr ~ ansportation Management System
= Superior On-Time Performance

All service parts logistics warehousing and mission-critical transportation providers claim to adhere to
stringent standard operating procedures for the accurate, on-time delivery of mission-critical customer
shipments. But, the crux of the matter lies in how their SOPs, as well as your customer-specific
requirements and SOPs, are enforced.

Many vendors rely on their operations personnel and customer service representatives to manually
monitor your shipments through the entire process from pick up to delivery. In other words, the Human
Factor — which naturally increases the potential for human error, eroding on-time performance and
costing you money and important customers.
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Figure 1 — Example of an Order Flow Process with Quality Control Processes
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Figure 1 — Example of an Order Flow Process with Quality Control Processes (continued)
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Figure 1 — Example of an Order Flow Process with Quality Control Processes (continued)
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To reduce the potential for error and increase on-time performance, it is important that your vendor have
a Transportation Management System that allows integration of the vendor’'s SOPs, as well as your own
customer-specific SOPs, monitors all shipments and proactively prompts operations personnel and CSR’s
to tasks that need to be performed for each shipment.

Figure 2 — Order Flow from Figure 1 incorporated into a Transportation Management System Task Log
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Advanced Decision Support Tools
System-driven Route Optimization

Your vendor’s Transportation Management System should be integrated with advanced decision support
tools — to provide your vendor’'s CSR’s, and you, with real time information regarding the optimal flights
and routes to ensure on-time performance and meet your service level agreements. The system should
use highly developed algorithms that prioritize direct flights, flights without connections or stops, and the
shortest transit times possible on the ground and in the air.

Figure 3 — System-driven Route Optimization

Fly or Drive? Empowering You to Make Good Decision s

You need to decide whether to ship a critical part by air or by ground to meet a tight service level
agreement with one of your top customers. Your vendor’s Transportation Management System should
allow you the online capability to compare both scenarios to determine the most cost-effective and
efficient method of getting your part in the right hands on time.

Figure 4 — Fly or Drive Decision Support Tool
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Real Time Visibility and Tracking

Your vendor’s Transportation Management System should provide you with online shipping capabilities
and real time visibility to both inventory and transportation. Real time visibility and online portals have
become industry standard, however, advanced Transportation Management Systems allow integration
with GPS systems, so that you know precisely where your shipment is at every step in the delivery

process.

Figure 5 — GPS Tracking in the Air
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Figure 6 — GPS Tracking on the Ground
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Proactive Problem Solving and Communication

Not only do you need real time visibility in order to have complete, up-to-the-minute information about
your shipment, your vendor’s CSR’s need it, as well. With step-by-step visibility to your shipments, CSR’s
can become aware of problems with enough time to spare to take corrective action. Your on-time
performance increases because they have access to the information necessary to solve those problems
before they become failures.

Real time information is essential to provide you with proactive communication regarding your critical
shipments. In the event of a late shipment or Proof Of Delivery later than the Original Delivery Time, both
the shipper and consignee are notified. Additionally, you can set up automatic email notification to be
sent to shipper and consignee at relevant points in the delivery process.

Accurate and Timely Performance Reporting

The Transportation Management System should be capable of gathering data from all steps in the
shipping process. Not only should the system measure on-time performance, but it should capture and
measure raw data relating to on-time performance. Raw data means that any time that a delivery occurs
after the Original Quoted Delivery Time, a service failure is documented. This standard means that any
and all late delivery reasons are calculated in the on-time performance metric, regardless of whether the
reason was within the vendor’s control or beyond the vendor’s control.

The system should also measure the timeliness of the data, or the amount of time that transpires between
an event’s occurrence and the time that it enters the system. Data can only be considered useful if it is
reported in a timely manner.

Quality Control Reporting

As part of its SOPs, your vendor should utilize specific quality codes for identifying, recording, and
reporting quality issues that negatively impact service delivery processes and customer satisfaction for all
orders and shipments.

Recording quality codes should be built into your vendor’s Transportation Management System. The
system should prompt the CSR to enter a quality control code in the event that a:

Change is made to the Original Quoted Delivery Time on a shipment
Proof Of Delivery time is later than the Original Quoted Delivery Time
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Quality control codes should be very specific and comprise a myriad of reasons for a late delivery due to
any potential responsible party.

Responsible Party

Examples

Airline can not locate shipment; Flight cancellation; Flight Delay-Air

Airline traffic control; Flight Delay-Weather; Slow airline offload, etc.
: Incorrect delivery address; Incorrect pick up address; Shipment not
Client ) . S . !
read; No one at delivery location; No one at pick up location, etc.
Customs Customs clearance delay

Driver Issues

Delivered to wrong address; Delivery ground delay-Traffic; Delivery
ground delay-Weather; Late airport drop; Late airport retrieval, etc.

Inventory

Incorrect part shipped; Incorrect quantity; Late part pull; Part not
located, etc.

Vendor

Delivery late dispatch; Incorrect delivery quote; Incorrect flight routing;
Order not processed in time, etc.

The quality codes selected should reflect the root cause reason for the delay or failure. If there are
multiple delays or problems on a delivery, all appropriate quality control codes should be documented in

the system.

On Time Performance Reporting

You should have the capability to view historical on-time performance reports.

Figure 7 — On Time Performance Report
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Regular Business Reviews

Your vendor’s Transportation Management System should provide them with accurate operational
information to consistently measure and track standard Key Performance Indicators and metrics that you
determine to be vital to your operational success. Key performance indicators should be monitored
monthly by the vendor’s Service Parts Logistics team. Your vendor should provide you with regular
business reviews — quarterly reviews are exceptionally beneficial - that include the following data points:

Goals / Future Opportunities / Recent Accomplishments / Current Open Issues or Projects
Global Forward Stocking Location Footprint

Inbound and Outbound Volume per month and/or per quarter

Service Type Usage (Drives vs. Customer Pick-Ups vs. NFOs vs. Tender to 3" Party Shipments,
etc.)

On Time Performance, including any and all exceptions

Results of Cycle Counts and Physical Inventories

Quarter to Quarter Trend of all data points detailed above

Regular business reviews can help you to discover opportunities for improvement, additional efficiencies,
and cost savings throughout your critical parts stocking network.

Conclusion

When evaluating different providers and their service offerings, it is critical to factor in all related costs.
Merely examining the actual cost of the service does not tell the whole story. As additional analysis, you
should take into consideration the cost of a failure and use the provider’s performance level to calculate
the total cost of failures inherent with the service. Sometimes, the provider that appears to be the low
cost provider at first glance may end up costing your company more money in the long run because their
rate of failure is higher.

Quality, near failure-free service typically comes at a higher price. But, if you take into consideration

predicted failure rates and the supplier's performance, you may find that paying a bit more per shipment
up front saves you money down the road.
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It is also important to understand what goes on “behind the scenes” with providers to see how they
leverage operational processes and advanced technology to provide superior on-time performance, real
time visibility, and proactive communication and problem solving — all factors that improve on-time
performance, increase efficiencies, and lower overall total cost.
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