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Preface

MANY LARGE ORGANIZATIONS, whether publicly traded services companies with no procurement department, large industrial manufacturers that allow each plant to purchase independently without leveraging volumes, or healthcare providers that have relied on their group purchasing organization to effectively manage budgets for them, still do not know how to achieve substantial cost savings on all of the “stuff” they buy. The people burdened with these tasks often do not know where to begin. It is for these beleaguered souls that this book has been written.

In our experience, resources for these types of companies are sorely lacking. Many consulting firms and analysts pitch sourcing optimization and a variety of other buzzwords with which they seek to replace the term strategic sourcing. For some reason, people have begun to associate strategic sourcing with the standard three-bids-and-award process that most companies have been using for decades. They all believe they are sourcing strategically, therefore management does not see the need to provide the proper people, technology, time, and training to effectively manage spend and look for cost-reduction opportunities. Industry analysts and other experts are already looking to identify the next big thing—calling strategic sourcing irrelevant, outdated, or ineffective—while their customers continue to struggle with getting their arms around the basics of what it means to source strategically.

WHAT THIS BOOK WILL DO FOR YOU

Whether you are an executive, procurement professional, or any individual concerned with reducing spend and strengthening your supply chain, this book will provide you with the knowledge and necessary tools to successfully reduce costs in the area of indirect spend. The processes and real-world examples in this book are based on more than 20 years of consulting experience and successful implementation of cost reduction strategies for clients of all sizes, in just about every industry and in hundreds of spend categories.

Specifically, this book provides you with:


	An overview of the challenges faced when sourcing indirect spend categories

	An overview of the strategic sourcing process

	Tools that can help drive savings

	Examples based on real-world experience

	A how-to guide that will walk you through specific sourcing engagements and provide the information needed to source effectively



This book focuses on specifics instead of theory and will detail how to actually get started, run through the process, and implement cost savings across a wide variety of indirect spend categories. It also details the most important aspects of strategic sourcing that many other books overlook: the use of creativity when performing research; how to identify leverage points during negotiations; and, most importantly, effectively dealing with people, both externally and within your own organization.

WHO WE ARE

Recently, the procurement profession and supply chain industry as a whole have received more focus than ever before. In fact, procurement and supply chain professionals are now regularly covered in mainstream media publications and are even quoted on cable news channels. Because of this sudden new awareness of our profession, there is no shortage of consulting firms jumping on the bandwagon and offering strategic sourcing services. However, these firms typically employ the same standard tactics that companies have been using for years, while trying to rebrand their services under the labels of optimization, next practices, and a variety of other buzzwords to make their organizations sound more impressive.

We—the primary authors of this book—were utilizing strategic sourcing techniques long before they were well known. Our team consists of experienced supply chain consultants from Source One Management Services who have led and managed thousands of strategic sourcing initiatives for mid-market and Fortune 500 customers. We are successful in producing savings in over 97 percent of all of the initiatives we have tackled. Over the course of our work we have seen what companies do right, and more importantly, what companies do wrong, and in many cases, fail to do at all.

Both of us are hands-on practice managers who work day to day to provide oversight in every project area, develop sourcing strategies, perform negotiations, and assist in the development and implementation of best practices. Together, we have produced an average 18 percent savings in every category we have sourced, in areas ranging from the chemicals used to clean power transmission plants to satellite Internet service for rural state parks.

We also pulled in some key members of our practice to assist in writing specific commodity content for this book. David Pastore, Kathleen Daly, Jennifer Ulrich, and Scott Decker are project managers at Source One, overseeing the day-to-day activities on projects such as telecommunications, office supplies, facilities services, and shipping, to name a few.

Source One was founded in 1992, predating the current trends and making it one of the oldest providers in the industry. Source One is not just another one of the many consulting firms out there that decided to capitalize on a hot market. In fact, unlike most other firms that offer strategic sourcing consulting services as one of many offerings, strategic sourcing is the only thing that Source One does. Our entire staff is dedicated to one purpose—strategic sourcing.

Source One gained industry notoriety in 2005 when it released the WhyAbe.com website. WhyAbe.com shook up the marketplace, as it was at the time, and still is, the only completely free electronic sourcing toolset available in the world. Other providers charge hundreds or even thousands of dollars for basic RFP and reverse auction tools. Source One decided to give them away for free. In 2008, the WhyAbe.com tools were recognized by Gartner, Inc. as a “Cool Vendor in Procurement and Finance,” and finally gained acceptance from the naysayers who criticized the tools for not being sustainable without charging buyers or suppliers. Ultimately, this free service forced other vendors to lower pricing, change their revenue models, and rush to join the software-as-a-service provider marketplace.

In January of 2008, Source One launched its own blog, the Strategic Sourceror (www.StrategicSourceror.com). “Sourceror” is a play on the words sourcing and sorcerer, because the savings we produce are often referred to as magic by our customers. The blog was originally developed to fill a gap in the industry, as most blogs in the space mainly talk about software or provide reviews of vendors. The Strategic Sourceror provides an outlet for the Source One staff to demonstrate their knowledge of particular spend categories, discuss industry best practices, and even provide the occasional rant or commentary on a hot news item. In mid-2010, the Strategic Sourceror added supply chain and procurement news to its lineup and has rapidly become one of the most-read publications in the industry. All of the contributors to this book are also contributors to the Strategic Sourceror.

HOW THIS BOOK IS ORGANIZED

The book is broken into four sections: Process, Tools, Examples from the Field, and How to Do It.

Part One: The Process

Part One of this book provides you with a detailed, step-by-step account of the typical sourcing process, outlining the steps with which most sourcing professionals are already familiar, including: data collection and spend analysis, research, the RFx process, negotiations, contracting, implementation, and continuous improvement. Each step of the process is covered as a separate chapter in this section, providing an explanation of the goal of that step in the process, a high level overview of the tools needed to reach the goal, and the people involved. Each chapter also provides an in-depth account of how to work with people, both inside and outside your organization, to achieve results.

Part One concludes with a chapter on “What Not to Do,” specifically focusing on our years of hands-on experience seeing the mistakes other procurement professionals have made in the past (and continue to make), and offering lessons to help you avoid similar pitfalls. Some of the lessons learned we discuss include sending spam RFPs, creating overly complicated sourcing documents, allowing a supplier to write the RFP for you, and not engaging the right stakeholders within an organization.

Part Two: The Tools

Part Two of this book provides an overview and analysis of the resources and technologies that can help the professional source more effectively. The first chapter in this section defines market intelligence (MI) and its importance as a primary tool in the strategic sourcing process, while also providing a distinction between static and dynamic MI, and how to use each. It continues by describing types of static and dynamic market intelligence, including industry publications and commodity reports, group purchasing organizations, online tools, and consultants.

The second chapter in this section focuses on the technologies and software tools that are available in the marketplace. It explains the advantages and disadvantages of using software tools and sheds light on some of the best-kept secrets of procurement tools and little-known free technologies that are available on the web.

The last chapter in this section discusses using stakeholder engagement as a tool to motivate suppliers and implement change within the organization, outlining how critical it is to your organization to have a team of committed stakeholders to ensure the success of your sourcing project.

Part Three: Examples from the Field

Part Three provides a detailed account of some firsthand experiences we have had helping customers reduce costs through the strategic sourcing process, including some of the most creative solutions we have developed, as well as some of the most challenging sourcing engagements we have come across. Each chapter in Part Three offers you an example of each experience and covers different sourcing strategies.

The first chapter defines some of the creative methods you can use to get your incumbent supplier, or potential supply base, to assist you in strengthening a relationship and reaching your own company goals. We discuss tactics that can be used to help get your suppliers on board with your goals and help them help you drive savings.

The second chapter discusses tactics that help you become the ideal customer in the eyes of your supplier. Typically, gaining this status leads to improved supplier relationships and even larger savings opportunities. We then conclude with specific examples in which customers have leveraged supplier feedback to gain improvements in their supply chain.

To summarize, we also discuss uncovering savings through data analysis. The last chapter in Part Three focuses on ways to achieve savings without negotiations by purchasing more efficiently and utilizing easy-to-manage tracking tools and scorecarding tools.

Part Four: How to Do It

In Part Four we provide insight and sourcing strategies for specific indirect spend areas, focusing on office supplies, telecommunications, cell phones, small parcel shipments, MRO, freight, and services. Each spend area is detailed in its own chapter and provides an industry overview with sourcing strategies you and your company can use to produce the optimal result.

BEGINNING YOUR JOURNEY

As you read through the book, keep in mind that the methods and processes we discuss are not rigid instructions that you should apply to your organization. Just as markets are ever-changing and flexible, so should be your sourcing strategy. Start thinking about how to apply these concepts in the most effective way based on the objectives, constraints, and culture of your own organization. Only by customizing your sourcing strategy based on internal considerations and restrictions will you successfully transition from process to profit.
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Introduction

What Is Indirect Spend, and How Does One Manage It?

“WE PAY HOW MUCH?!”

The story is the same at most companies. Chief executive officers (CEOs), chief financial officers, and other C-suite executives decide that it is time to take a closer look at what they pay for the goods and services required to keep their businesses running, and are often shocked at the excessive costs they are paying. Mostly these costs are in areas that have not been closely managed in the past, ranging across categories such as office supplies, telecommunications, insurance, and marketing materials. Indirect spend—spend not tied directly to the creation of a finished product or service—can make up 40 percent or more of an organization’s total expenses.

THE TYPICAL SCENARIOS

All too often, oversight of most expenses is left to the group that owns the budget: finance, human resources (HR), administration, or marketing. The problem is, the stakeholders who manage the spend category or signed the original agreements were probably not hired based on their ability to manage costs or budgets and have little or no formal training in procurement or strategic sourcing.

As management comes to this realization, a knee-jerk reaction soon follows. Regardless of the product or service category, their immediate gut reaction is that the cost is too high. The executive team issues a mandate: Reduce costs, in any way possible. To complicate the matter, the executive team usually issues a goal that has no basis or reasoning behind it, such as “save 10 percent in the next 12 months.”

Once challenged, stakeholders and end users immediately go on the defensive to justify why the prices paid for the last several years are fair. They start to point to rare instances when the incumbent supplier did something beyond the normal course of business for them. They put together a myriad of reasons why no other supplier can do what the current supplier does. They present market information used in the last bid, which might have taken place years ago (while, in reality, over time, the stakeholder and the sales rep have worked closely together as a team, even becoming friends, thus compromising the objectivity of the data). With the original objective of the selection process long forgotten and the market untested in recent years, the reasons for using a certain supplier become increasingly subjective.

Stakeholders come up with a lot of reasons their initial decision was the right one: the supplier has the best service, the supplier is the only one that can provide a certain type of report, the supplier comes in each week and brings donuts for the administrative staff (usually unstated), the cost to leave the supplier is too high. The team tasked with reducing costs is inundated with information that the stakeholders have amassed after years of managing the category. Pushback comes from the most unlikely of places—even from the people that originally called for the formation of the team. As it turns out, even indirect spend categories have political ramifications within an organization. The reason is simple: Purchasing is a sensitive subject. Think about it—in your personal life, you want your friends and neighbors to know what a great deal you got on that car, TV, or even on a dinner tab. But in reality, have you ever met a person that told you that he or she got a poor deal on a new car? Everyone thinks that he or she is the best possible negotiator, and is not afraid to tell you so. Corporate purchasing operates with the same dynamic, and challenging someone else’s ability to get a good deal can result in bruised egos and the digging-in of heels.

In the end, one or two suppliers get changed out, the team disbands, and the can is kicked down the road for another year. What starts out as a simple premise, reducing costs for noncritical items, ends in failure or lackluster results.

The inherent problem is that even though indirect spend typically makes up about 40 percent of the overall costs of an organization’s operations, these expenditures are often viewed as a group of one-off purchases, or tangential to the main focus of the business, and are generally not targeted as savings categories. The product or service that is purchased is necessary for the business to operate, but it is not a raw material, a major capital expenditure, or payroll. Somewhere along the line, the responsibility of managing these costs fell to someone with no training in strategic sourcing or negotiations, and spend management migrated to the bottom of their to-do list. By the time management realizes that the opportunity for savings exists, territory has already been marked. The biggest hurdles to overcome have not been erected where you would expect them to be—getting suppliers to provide lower prices. Instead, you find internal challenges, such as collecting meaningful spend data, understanding the scope of work and specifications, and dealing with egos and internal political issues, to be the biggest barriers to success. In this chapter we examine each of these challenges and explain why they exist within most organizations.

COLLECTING MEANINGFUL SPEND DATA

Indirect spend represents the cost of all products and services needed to run your organization that are not directly tied to the creation of a finished product or service. Many companies believe indirect expenditures are synonymous with administrative expenses, but the idea encompasses much more. Any type of product or service that is required by most companies in order to function on a day-to-day basis should be considered indirect spend. A sampling of common indirect spend categories includes:


	Administrative expense: office equipment/copiers, office supplies, furniture, postage, small package/expedited shipping services

	Facilities expense: HVAC services, elevator maintenance services, plumbing/electrical services, maintenance supplies (lightbulbs, etc), cleaning/janitorial services, security services, electricity

	Finance and HR: payroll processing, corporate checking, merchant accounts, benefits, property/casualty insurance, outsourced collections

	Sales and marketing: promotional items, printing, market research, advertising

	Information technology/telecommunications: software, hardware, voice and data networks, cell phones, local and long-distance services



Taking a look at the different types of spend on this list, it is probably easy to recognize why meaningful spend data is hard to find. First, the management of most of these categories can be highly decentralized, particularly if your organization has multiple locations. Along with multiple spend owners there are many different suppliers, requirements, and types of products being purchased. Gathering this information across all locations or spend owners often becomes rather burdensome.

Second, it is often difficult to determine where this information resides within your organization. Many of these categories might not have purchase orders (POs), and even if they do, the PO probably does not have the level of detail you need to truly understand what is being purchased. While you might have a great inventory or enterprise resource planning (ERP) system able to capture line-item detail of spend for direct materials (products and services necessary to build your finished product or service), many times these systems are not used effectively, or not used at all, for indirect materials. Unfortunately, in many companies, the only way to find internal data and information that helps clarify what you are getting from your supplier is a mountain of paper invoices and some old contracts, if you are lucky enough to find them.

CLARIFYING THE SCOPE OF WORK

Once you get over the first hurdle of understanding what you buy from your suppliers, you will run into the second challenge: understanding exactly what the supplier does for you (beyond what shows up on an invoice). By simply looking at an invoice, you might see that an office supplies vendor sells you pens and paper, but to the person or group of people the supplier works with on a day-to-day basis within your organization, the company might do a lot more. In the office supplies example, the supplier might manage the stockroom, provide preferred payment terms, or maintain an online ordering site that makes it very simple to place orders. There could be other factors that may have benefits to your organization beyond just the buying group. For instance, the supplier may have developed a green initiative within your organization or provide consignment inventory, which may have impact on your marketing teams or tax filings.

You will gain an understanding of this scope of work by talking to the spend owners or end users that work with the supplier on a daily basis. While some of the services and value-adds are very clear, such as those discussed previously, others may not be. End users might say they need a supplier that “is strategic,” “understands our requirements,” and can “adapt quickly to changes.” We call these the intangible specifications. Of course, everyone wants a supplier that understands the unique requirements of an organization and adapts quickly to change, but the question becomes how those requirements are defined in order to compare a certain supplier’s offering to other suppliers in the marketplace. Translating these intangible specifications into objective requirements, and factoring in which requirements are actually needed (versus merely desired), is key to a successful engagement.

IMPLEMENTING CHANGE DESPITE OFFICE POLITICS

Throughout Part One of this book we offer ways you can complete the first two challenges of managing indirect spend: collecting meaningful data and identifying a clear scope of work. Once you have cleared these two hurdles, you can develop a sourcing strategy and use various tactics to uncover cost savings opportunities. The last hurdle you will face is the internal issue of change management, which typically occurs during sourcing and the subsequent implementation process.

Indirect spend categories can be one of the most politically sensitive subjects in your organization. This is particularly true when senior management has historically taken a hands-off approach in managing indirect categories, and the end users that work day to day with suppliers feel that it is their right to control the spend. Many times they also believe that, over the course of time, they have optimized their choice of suppliers, and that a better price at the required service levels is not available in the marketplace.

Challenging and changing the status quo can be very difficult. Even if senior management supports the sourcing initiative, you may find that they initially developed some of the supplier relationships you are tasked with reviewing, and getting them to agree to change suppliers can be a daunting task, even when the numbers support your decision.

Ultimately, you will probably discover that identifying suppliers willing to provide better services at lower prices is the easy part of managing indirect spend. Getting internal support and aligning efforts to effectively execute the cost-reduction strategies you uncover, in the face of political considerations and end-user misconceptions, becomes the primary challenge. Unfortunately, many people entering into this type of supply chain review do not realize these challenges until it is too late to change course and avoid the pitfalls.

***

Chapter 1, “An Introduction to Strategic Sourcing,” provides insight into how strategic sourcing can be used as a powerful tool to manage indirect spend. As we take you through the necessary steps of managing indirect spend in Parts One through Four of this book, we discuss ways to help offset the common misconceptions and political restrictions that exist within many organizations. We include advice on how to build sponsorship internally to ensure the end result is sustainable for you and your team and how to demonstrate value so that the project is perceived as a success by and for the entire organization.





PART ONE

The Process





CHAPTER ONE

An Introduction to Strategic Sourcing

MANY BOOKS HAVE ALREADY BEEN WRITTEN on the subjects of strategic sourcing and supply chain management. Each describes a sourcing process that generally includes five to seven steps, and overall the primary differences between these books are the ways those steps are defined and segmented. The process we describe in this book does include six steps, starting with the inception of the initiative (project kickoff) and concluding with final monitoring of the implemented program (continuous improvement). However, our process applies strategic sourcing techniques specifically to indirect spend categories and offers insights and strategies that have been used successfully in real-world practice. Our process is not based on theory; the techniques described have been refined based on years of experience working with many types of companies to reduce their costs for indirect goods and services. As you will discover as you progress through the book, the process itself serves primarily as a project management tool. The use of creative strategies and the ability to adapt to ever-changing conditions are the key elements that make your sourcing initiative truly strategic. 

Many companies still do not apply strategic sourcing techniques to indirect spend categories. Instead, indirect spend is treated as a series of one-off purchases, or is sourced with a simple three-bid strategy with no efforts beyond reviewing the supplier price responses. Typically, with indirect spend, per-item prices are relatively low, the product or service is not crucial to the business, and the overall costs are rarely examined because of the difficulty entailed in gathering meaningful spend and market data. Strategic sourcing allows companies to shift away from thinking about indirect spend in this ad hoc manner, and provides spend visibility, objective decision making, and a project management tool to ensure efficient use of the sourcing team’s time and efforts. 

VISIBILITY

Strategic sourcing provides visibility into business processes, operational issues, and spend details that may not have been clearly available to management and stakeholders in the past. The process of strategic sourcing provides a road map for collecting and analyzing this information to determine how the purchase of a particular product or service truly fits into the overall business operations of an organization, from the identification of the need to the use of the product or service and (if necessary) its disposal. This includes identifying: 


	Who buys the product

	How it is ordered

	How it is received

	How it is paid for

	Where the payment information resides in your systems

	What the payment reconciliation processes are

	Where the product is stored

	When it is used

	Why it is needed

	Who the suppliers are

	What value-adds or services are provided

	What happens to the product after its useful life is over



As we discuss throughout the book, all of this information is necessary to properly perform strategic sourcing, to ensure the most efficient processes and tools are utilized, and ultimately to implement and maintain the final program developed as a result of the process.

OBJECTIVITY

Strategic sourcing allows companies to shift the management of indirect spend from a series of one-off purchases to a more coordinated effort with checks, balances, and objectivity that justifies costs and requirements. Historically, indirect purchases and spend for most companies were managed by one or many individuals, with little oversight from management and no requirement to justify their selection of suppliers. Strategic sourcing provides a process to identify the true requirements of the organization (rather than those of the individual managing the spend) and to identify suppliers and price points that appropriately meet those requirements. The process is performed in such a way that requirements are identified well ahead of supplier identification, and stakeholders agree to those requirements before alternatives to the existing arrangement are presented. 

PROJECT MANAGEMENT TOOL

Finally, a well-designed strategic sourcing process becomes a project management tool that ensures the engagement will not end in failure due to scope creep or lack of a clear path forward, and that those working on the project make the most efficient use of their time. Attempting to reduce costs without a formalized strategic sourcing process can easily end in frustration, as roles are not clearly laid out between team members, steps are not identified, and timelines are not set. As we discuss throughout the book, the strategic sourcing process includes many challenges, and teams can easily get bogged down in noncritical details or fail to come to consensus on next steps. The process in itself includes steps that can be integrated into a comprehensive project plan that avoids convoluted outcomes.

The six basic steps of the strategic sourcing process are:


1. Data collection and spend analysis

2. Research

3. The RFx process (requesting information, quotes, and proposals from suppliers)

4. Negotiations

5. Contracting

6. Implementation and continuous improvement



Our goal is to help you navigate through specific activities that most sourcing books fail to cover—dealing with and effectively utilizing internal constituents, motivating the supplier marketplace, and gathering the information required to make informed decisions during each step of the process. 

Data Collection and Spend Analysis

Once you identify the need for strategic sourcing, the next step is collecting and analyzing spend data. The purpose is twofold. First, the data is needed to determine where you should focus your efforts. Your resources are more than likely limited, and it will not be possible to immediately reduce costs across all areas where your company spends money. Areas of opportunity need to be identified and a project road map created to provide context and timelines for your efforts. 

Second, data is needed to determine both quantitative and qualitative requirements associated with a spend category. When we discuss the quantitative aspects, we are referring to current price points, discounts, payment and freight terms, and other costs associated with a particular area of spend or supplier. Qualitative requirements refer to the quality and services tied to these costs. The current suppliers were more than likely chosen based not just on price, but other value-added considerations as well, and these factors need to be understood and considered. The quantitative baseline and qualitative requirements become the launching pad for the rest of the engagement, which makes it critical not just to identify them, but also to make sure they are agreed on by other interested parties within your organization before moving to the next step.

Research

The research phase provides context to the categories you are sourcing. The purpose of research is to develop or refine your sourcing strategy by determining what competition exists in the marketplace; what alternative products, services, or processes are available; and whether or not current market conditions make it a good or bad time to go to market. We will define market intelligence in greater detail and discuss its importance as it relates to your ability to drive savings in a spend category.

The RFx Process (Requesting Information, Quotes, and Proposals from Suppliers)

During the RFx phase you will execute the sourcing strategy developed during the data collection and research phases. In all likelihood this will include requesting proposals or quotes from alternate suppliers or performing a reverse auction. However, depending on market conditions, the competitive landscape, and how the product or service purchased fits into your overall business strategy, it could also mean focusing on other cost reduction strategies that do not involve bidding out the business. We outline some of these strategies and point to a couple of case studies where bypassing the request for proposal (RFP) was a successful strategy. During the RFx stage of strategic sourcing you will also evaluate the proposals and other information submitted by suppliers to determine both the quantitative (cost savings) and the qualitative (service/value-add) benefits through the objective process of scorecarding or grading.

Negotiations

Once initial proposals are received, refined, and analyzed, you will move into the negotiation phase of strategic sourcing. At this stage you will develop target price points for the products or services you buy, identify preferred suppliers (incumbents or alternates), and request that suppliers meet the established targets in order to win your business. Chapter 6 provides strategies to help you identify how to come to your price targets and how you can leverage multiple bids against each other.

As we discuss in detail in Chapter 6, considering negotiations as a separate step in the sourcing process is slightly misleading, and separating it from the rest of the process can be detrimental to the overall results of the project. Some form of negotiation should be taking place with the supplier community throughout the strategic sourcing process. 

Contracting

Once the final supplier or suppliers are selected, your next step is to award the business. The contracting phase converts the business terms agreed to during the sourcing phase into a legally binding document detailing the rules of engagement between the customer and supplier. The contracting phase does not necessarily end in a signed contract between two organizations; it could result in a pricing agreement with agreed-to terms or a simple purchase order.

Implementation and Continuous Improvement

Often overlooked or considered outside the scope of strategic sourcing, implementation and continuous improvement ensure that the work performed during the sourcing process is properly utilized and taken advantage of by your organization for years to come. Simply entering into an agreement with a preferred vendor does not result in cost savings. End users and stakeholders need to make purchases under the terms of the agreement, as maverick buying is often the primary reason savings are not achieved. Savings need to be tracked to ensure that the supplier is upholding its end of the bargain (price) and your organization is holding up your end (volume). This means rolling the agreement out internally, reviewing invoiced pricing as well as other internal documentation to ensure internal customers are not buying off-contract, and requesting credits for improper billings.

IN SUMMARY

Part One of this book covers each of the steps in the strategic sourcing process in great detail. While some of the challenges discussed may not apply to your organization, we have taken care to use examples we find in many of the companies we work with, regardless of size, industry, or type of project. 

While the strategic sourcing process on its own can produce cost savings, working to optimize your results requires you to think about the steps in the process and determine the best way to customize those steps for your organization. Developing cost-savings strategies, delving into market research, and negotiating with internal stakeholders and external suppliers requires a highly creative approach—it is not all analytics. Applying strategic sourcing techniques to indirect spend categories can be a challenging endeavor; however, for companies looking to cut costs or enhance profitability, these spend areas can provide a wealth of untapped savings opportunities.





CHAPTER TWO

Data Collection and Analysis

YOU CANNOT JUDGE HOW FAR you have journeyed unless you know where you have come from. Data collection is the starting point for any strategic sourcing project and it lays the foundation for the engagement. The information you gather during this step is used to quantify results later on, but data collection is much more than just the process of gathering and analyzing data. This stage is a launching pad that sets the tone for the entire initiative. Approaching it with care can help build sponsorship within your organization, inspire collaboration, and create the required momentum to complete projects and get results. 

In this chapter we start from the beginning, by looking at pulling data out of internal accounting systems and analyzing it in order to develop a list of potential strategic sourcing projects, also called a project road map. We then examine how to gather data for specific projects and kick off the initiative. 

WHAT IS DATA COLLECTION?

On the most basic level, engaging in data collection and spend analysis enables you to identify your starting point. Having a detailed understanding of where you are right now in terms of price, as well as what you are getting for that price (service, quality, etc.), provides the context for analyzing offers from alternate suppliers in a much more meaningful way. In addition, establishing an accurate starting point helps justify your position when decisions come under scrutiny from your peers.

Understanding the data is not just helpful for making and justifying decisions internally. Providing alternate suppliers with a complete and accurate picture of current requirements allows them to take the guesswork out of their proposals and eliminates additional costs that can get factored in when the scope of work is unclear. Before digging in to the most effective ways to collect data, let us first identify the types of data you need to get started on any sourcing engagement.

On the surface, quantity and price seem to be the two pieces of raw information you need to get started. However, once you begin to dig, you will discover that there can be some tricky complexity hidden within these data points. For example, a logical first question is, how much does the company buy (total units) and how much does it cost (price per unit)? As you explore the answer, the notion of price quickly grows in complexity when you realize that unit cost is not the only component you need to consider; other factors come into play. Are there quantity price breaks? Is freight included or are there additional charges? What are the payment terms, and is there a discount for early payment? 

Sometimes net cost per unit is not the only way to evaluate price. Consider a project that includes a basket of items, some purchased regularly and others rather infrequently, such as office supplies. In this scenario, high-volume items might be identified as having a fixed unit price, but what about items for which a fixed price wasn’t negotiated? It is not likely that you will have negotiated a fixed unit price for everything in a supplier’s catalog. Still, controlling the costs of the less-frequent purchases is also important. For these items, you likely have a discount structure based on a list price. For instance, pens and pencils that are not listed as contract items might receive a 20 percent discount off of list price. In this example, price is a combination of net costs, list prices, and discounts. Collecting pricing information may appear to be a simple concept but, as you can see, there are many factors that must be considered to understand the total cost. 

Usage, or volume—how much you buy of a particular product or service—is the other basic component in the data collection process. In most cases, companies consider the last 12 months of usage to be reflective of future purchases; however, this may not always be the case. If business has shrunk or increased dramatically, volume may have shifted, and those changes should be documented before engaging in the RFx process. In some cases, consolidating volumes across locations (if you have multiple sites buying the same products) might make sense; in other cases the data should stay separated. Order size may also make a big difference, so line-item detail of purchases across locations becomes critical. As we discuss later in this chapter, getting this level of detail out of your own internal systems can be a challenge, if not impossible. 

Price and usage are the foundation of a spend analysis, but there are many other factors that should be considered during the data collection and assessment process. Understanding existing contractual commitments, contract terms and conditions, quality levels, and scope of work are also important. Business concerns such as the order-to-payment process, the shipping and receiving process, and a detailed understanding of the historical relationships with current suppliers should all be reviewed and evaluated during this stage. With all this data to collect, getting started can prove to be a daunting task. In reality it is not that difficult, as long as you have a clear idea of what you are looking to accomplish. 

WHERE TO START?

So where to begin? For the purpose of this book, we assume you are starting from scratch—you are about to engage in a strategic sourcing initiative and your goal is to maximize the amount of dollars your organization can save. You need to identify categories or projects and develop a plan to source those categories. You want to build momentum for your engagement with a few quick wins and you do not want to squander limited resources on projects unless the payback is significant. To do this, you need to identify the low-hanging fruit—categories that can be sourced quickly and where the savings opportunity is substantial. 

To get to that point, you must identify your supply base and categorize the suppliers into buckets based on the products or services they provide. From there, projects can be identified and additional data can be collected. 

The next few pages detail the manual way to collect data and perform spend analysis. Before we go into detail on that process, it is important to note that there are tools that can make the spend analysis process easier. Spend analysis tools have many advantages, which we discuss later in this chapter. Most also require an investment of time and money to implement properly. If you or your organization is new to strategic sourcing, you should consider the investment as a phase two initiative that brings efficiency to the strategic sourcing process after you have shown that it works. Regardless, the process we outline over the next few pages should only be considered if you do not have access to spend analysis tools. 

The best place to start is in the general ledger or accounts payable ledger. The general ledger provides a list of all financial transactions, normally classified into groups used by the accounting department. However, using these categories as a basis for a sourcing engagement is a mistake, as purchasing requirements are typically not considered during the categorization process. For example, most general ledgers include a category for supplies, which can include anything from coffee filters to paint. Since you will probably want two different suppliers (and therefore will want to perform two distinct sourcing initiatives) for these items, classifying them the same way isn’t helpful. While general ledger classification requires refinement, the ledger points you in the direction of what categories, from an accounting standpoint, have the highest levels of spend and therefore the biggest impact on the organization, which is the goal of this phase of data collection. 

Typically each line item in the general ledger includes a description or comment field, and if that transaction represents the purchase of a good or service, the supplier used will most likely be included in the description. The problem is that this description data, which is pulled from an accounts payable (AP) or purchase order (PO) database, will not be consistent for each transaction and requires additional manipulation of data.

Table 2.1 General Ledger Information
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Table 2.1 provides an example of general ledger data that provides supplier name, but the name is not consistent enough to properly utilize the data as is.

In this case, our supplier, Widget Providers, is listed in the comments field; however, the comments also include other information, such as the PO number. In order to get a good understanding of how much is spent over the course of a year with Widget Providers, an analyst might create a spreadsheet that includes all the information above, and include an additional field called Cleansed Supplier Name, as demonstrated in Table 2.2.

Table 2.2 General Ledger Information with Cleansed Supplier Name
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Now that the data is standardized, it becomes much easier to analyze spend by supplier. Taking it a step further, we might also add a column called Category and identify Widget Providers as a provider of office supplies. Categorizing Widget Providers under this general category, along with other office supplies vendors, provides a good basis for identifying spend areas to be considered as part of a sourcing engagement. We will cover categorization in greater detail later in this chapter.

Depending on your enterprise resource planning (ERP) system, an accounts payable report may also be a useful tool to help give focus to sourcing opportunities. The accounts payable report has several advantages over a general ledger. First, while the general ledger includes every financial transaction (debit or credit) made by the organization, an accounts payable report only shows money paid to vendors. Second, because the report is vendor specific, supplier names will likely be standardized to a higher degree than the general ledger, making the cleansing process much easier. A potential disadvantage to using an accounts payable report instead of a rolled-up general ledger report is that, depending on how your financial reporting is structured, each business unit or location within your company may be operating under its own accounts payable journal, which means you need to run a report for each location, then consolidate files (if you are sourcing across multiple locations). 

DEALING WITH DECENTRALIZED DATA SETS

This leads us into the next challenge, which is how to deal with decentralized spend. When considering strategic sourcing for a category, decentralized spend typically means that a supplier relationship (and subsequent payment to that supplier) does not flow through a single point of contact or group, such as a centralized accounts payable team and payment process. Instead, employees out in the field or at satellite locations are able to place, pay for, and process orders for goods and services without oversight from a centralized entity.

This ties into spend analysis in several ways. First, if your company has grown by acquisition, it is possible that different sites utilize different ERP systems. These systems may or may not roll into a single financial system.

Second, when the responsibility of ordering and paying for goods and services falls to multiple people (or groups of people), it usually results in a variety of procedures being used to actually pay for goods. For example, some locations might run all purchases through a purchase order system and pay via check, while others may pay via a purchasing (credit) card, and others may receive invoices and pay via electronic funds transfer.

Depending on your situation, it may be a good idea to enlist the support of the finance department, the IT department, or both. If you are dealing with a situation in which multiple ERPs are used, finance can give you a good indication of how those systems interact with each other. Finance can also shed light on the types of payment options that are used within the organization and how those options are reflected in various ledgers and reports.

IT should also be able to help run the reports you need. In addition, IT may be able to provide assistance in standardizing and consolidating data sets coming from different sources. 

If some payments are going to vendors through a procurement card (p-card), the transactions you pull out of your ERP are only going to reflect payments to your p-card company, not the vendors you were actually paying. However, most providers of p-cards can give you reports that detail whom you have paid with their cards. These reports can be as simple as a list of suppliers and total amounts, or as detailed as a line-by-line account of particular items purchased and quantities. 

If you do not already have access to this data, finance should be able to provide you with the appropriate reports.

When working with IT or finance, remember that during this first pass of data collection you are simply trying to identify total spend by supplier over a period of time, normally a year. Two to three years might also make sense if one of your goals is to identify trends over time. 

SPEND ANALYSIS

Now that you have collected data sets representing at least one year’s worth of spend across all operating units within the company, the next step is to consolidate and standardize the information. It is important to note that at this point, the goal is to identify project areas. Capturing line-item details such as product purchased, quantity, and price comes later. 

If you are consolidating data yourself, review each data set to determine which columns of information are important. Transaction Date, Supplier Name, and Spend are the three most critical pieces of information; however, you may want to capture other data as well. Pull this information out of each individual data set and add it to a new consolidated spreadsheet file that includes a column indicating which data set the information came from. For instance, if you pull data for a particular location (let us say location X) out of an AP report for that location, add a column called Location and indicate location X, then add a column called Source Data and indicate AP report.

Once the data is consolidated, it is time to standardize and categorize the information. Sort the data by the supplier field and create a new column called Cleansed Supplier Name. As discussed previously in this chapter, you may find that each data set, and even data within the same set, has multiple names for a particular supplier. Let us use FedEx as an example. If your company makes payments to FedEx, you will probably see this supplier listed as FedEx, Federal Express, FedEx Corp, and so on. In the cleansed supplier name field, standardize all these different options to a single name. Repeat the process for all lines of data.

At this stage it may not make sense to standardize supplier names across 100 percent of the data. If you are dealing with hundreds of thousands of records, this could be a very tedious task. If that is the case, utilize the 80/20 rule. Run a pivot table on the data by supplier, then total up the spend. Identify which suppliers make up 80 percent of the total spend and focus your efforts on standardizing those supplier names. Ignoring 20 percent of the spend may seem troublesome, but keep in mind that within this data there are likely to be repeat entries for the same supplier (for example, FedX instead of FedEx). At this point, we are simply identifying target areas. Once we identify worthwhile projects we then focus on collecting more detailed information; at that point we will look more closely at the FedX data.

Once you have cleansed and standardized supplier names, it is time to group the data into sourcing categories. Sourcing categories are essentially high-level identifiers that indicate suppliers that provide the same or similar services. Grouping them together allows you to identify project areas and, eventually, leverage opportunities. 

Creating your category list is the first real step in the spend analysis process—turning data into information. Spend analysis is not an exact science; there is no right or wrong way to do it, although there are some best practices that are worth considering.

First, be general in your initial classification. Start at the highest level of categorization you can identify, knowing that you may want to drill down later in the process. For example, you may know that Staples is used for pens and pencils and Xerox is used for paper products, but categorizing them in different buckets is not appropriate at this time. At its base, the initial spend classification is looking to identify which suppliers provide the same or similar services. Right now, you may use Staples for some items and Xerox for others, but a potential sourcing strategy might be to consolidate all of this spend with a single supplier. So for now, classify both suppliers under the category Administrative Supplies.

Many suppliers provide a wide range of goods and services, making classification difficult. If you have managed to capture any line-item usage details in your initial data collection, this information can be used to classify the supplier. If a single supplier performs two different services or provides two very different types of goods, it is important to provide only one high-level classification for the supplier at this time. The final stage of spend analysis is an overall opportunity assessment, and understanding the full impact of a supplier relationship is critical to identifying these opportunities. This high-level classification will aid that analysis.

Another way to develop the initial list of supplier categories is through the use of industry standard categorization tools, such as NAICS (North American Industry Classification System) or UNSPSC (United Nations Standard Products and Services Code). NAICS is used predominately in the United States, Mexico, and Canada, and classifies suppliers based on the most general category of products or goods they provide. UNSPSC is recognized globally and classifies products and services down to the line-item detail. Both coding systems are used regularly in the United States. As we discuss in a later chapter, classifying your supply base using these codes comes in handy when researching alternate suppliers.

Once you have completed the initial classification, it is time to start ranking categories for further analysis. Run a pivot table that shows spend by category, then sort the data by spend. You can now see which categories contain the highest spend and therefore have the greatest impact on the organization.

Now add the supplier column to the pivot table. You can now see how many suppliers make up each category of spend. Table 2.3 provides an example of an analysis of spend by category and supplier.

Table 2.3 Pivot Table with Category and Supplier
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When ranking categories, you are essentially determining the order in which you plan to drill down further into the data. Factors to consider when developing your ranking include how much spend is in a category, how many suppliers are in a category, which categories have not been sourced recently, and which categories can be sourced most quickly (and with the least resistance). Understanding your company culture is important for properly managing this step. For example, depending on the industry you serve, the category of marketing will probably be very high up your list in terms of spend and supplier utilized. However, many marketing departments maintain tight control over their supplier selection and are typically very reluctant to work with people outside the marketing department on supplier selection or supplier negotiations. If you are unfamiliar with strategic sourcing, or you get the impression that there is high resistance from marketing, you may not want to identify this area as a starting point. Instead, focus on areas of the company that are more open to change or are less politically sensitive.

This is not to say that marketing spend should not be examined. The purpose of a strategic sourcing initiative is to reduce costs and hopefully create significant savings opportunities in the area of marketing. However, building sponsorship and buy-in to the process is critical, and sometimes the best way to do that is by showing some positive results from a strategic sourcing engagement. Starting with a department that is reluctant to engage will not help you build that business case.

Now that you have ranked the categories, it is time to subcategorize the information into projects. During this stage you are identifying what you consider to be distinct strategic sourcing initiatives, each with its own project plan, timeline, and sourcing strategy. In doing this, you are developing a preliminary sourcing strategy based on leverage points—grouping the spend in a way that provides the best opportunity for a supplier to reduce price, improve service levels, or provide additional incentives.

At this stage you probably will not have a clear concept of price points, a full understanding of the supply base (capacity issues, regional variances, service differentiators, etc.), or other aspects that could create leverage; all you know is spend by supplier and category. 

Start with the categories that you have ranked the highest. Review the suppliers in the category and determine the types of products they supply. Ask yourself the following questions:


	Are there other suppliers in the category that provide the same or similar products or services? 

	Is there overlap between the products in this category and the products purchased in another category? 

	Can I include spend from two different suppliers in the same bid?



The easiest way to answer these questions is to think about the suppliers you would want to participate in the bid process. When thinking about administrative supplies, you may want to invite Staples to a bid for paper, but you probably would not invite Xerox to a bid for other office supplies. So your subcategory now becomes office supplies. Down the road you might find it necessary to segment paper into its own bid, or you might decide to allow Xerox to participate in the paper portion of the office supplies bid, but it is not necessary to make that decision at this time. Conversely, you might know that Konica Minolta sells your company copiers and printers, which Staples or most other suppliers of office supplies (or paper products) do not. Therefore, your subcategory for Konica Minolta would be either copiers or office equipment.

It is at this point that the question comes up: How do you handle a supplier that provides a very diverse set of products or services a diverse set of markets? For example, Xerox sells copiers as well as paper. While there may be leverage in combining these two spends when working with Xerox, Konica Minolta would have no interest in providing the paper products, and a paper supplier such as Staples would have no interest in providing the copiers.

Down the line, consider either possibility—the optimal solution may be to keep both the paper and copiers with Xerox, or it might make more sense to split it up. Until further research is done and negotiations are performed, ascertaining the best result is difficult.

There are a few options for subcategorizing suppliers that have these characteristics. First, in some cases the supplier may go by two different (although similar) names in each of the markets it services. For example, FedEx is typically known as Federal Express in the Small Parcel Ground/Expedited shipments world and FedEx Freight for less-than-truckload (LTL) services. If this is the case, the data is probably already classified in different subcategories, perhaps even into different categories. Still, you should add a column or a flag in your data in a way that allows you to identify the potential category overlap for these suppliers once you are ready to begin sourcing.

Unfortunately, the more likely scenario is that your multiservice supplier is not labeled as such in the data. If this is the case, add a new column to your spreadsheet called Secondary Subcategory. Identify the primary subcategory as where you believe most of the spend is. Using this example, let’s say that your organization uses Federal Express Small Parcel Services much more than their LTL services. In the subcategory field, identify FedEx as small parcel. In the secondary subcategory field, indicate LTL. This safeguards against overlooking potential sourcing engagements or leverage points as you move to the next step in the process. 

Now that your subcategories are laid out, run a new pivot table to determine which subcategories have the greatest spend, number of suppliers, and so on, similar to when you initially categorized the data. Now rank your subcategories, or projects, based on the order in which you want to source them, remembering that you want to tackle quick-win projects first to demonstrate the success of your engagement. You now have a preliminary sourcing road map with a list of potential projects. An example project road map is provided in Table 2.4.

Table 2.4 Project Road Map
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SPEND ANALYSIS TOOLS

Previously in this chapter we briefly mentioned toolsets that assist companies in the spend analysis process. There are many toolsets to choose from (Iasta, Zycus, and Emportis, to name a few), but a detailed discussion of the merits and differences of each is beyond our current scope. Websites such as Spend Matters or Sourcing Innovation, and research firms such as Gartner, AMR, and Forrester can provide detailed insights into the toolset best suited to your organization.

On their simplest level, spend analysis tools automate the process detailed earlier in this chapter. Data is uploaded into the tool and information is cleansed and categorized based on criteria developed by the toolset provider, along with customized rules you develop based on your industry, the types of data being entered, and what type of analysis you want to see.

Besides saving a lot of time that would have been spent manually cleansing and categorizing data, these toolsets provide several other advantages.

First, spend analysis tools can be used over and over again on new data as purchases continue to be made. Once you have established that a supplier should be named and categorized a certain way, you can rerun reports with real-time data. The manual process is based on data from a specific time and, subsequently, can become stagnant or outdated.

Another key advantage to spend analysis is the types of reporting you can get from the data at the beginning of the initiative, as well as during and after the completion of the initiative. In Chapter 8 we discuss monitoring implemented programs and methodologies to track success. Spend analysis tools can provide these tracking activities and even help report savings produced through the program.

Depending on the amount of information that requires cleansing and classification and the overall goals and objectives you have for your sourcing initiatives, you may want to consider utilizing a toolset during the spend analysis phase of the project. 

KICKING OFF THE PROJECTS

One stage of the strategic sourcing process that is often overlooked is the project kickoff. Regardless of your role within the organization, it is important to make sure that you are not operating in an isolated bubble. Others should develop an understanding of the goals and objectives of your initiative, from the executive team to end users and many in between.

The executive team should be made aware of the initiative and support it. The reason is simple: change does not always come easy. Over time, you will find that the biggest roadblock to achieving savings is not the supply base; rarely has a supplier offered the absolute best price or the most efficient process, thus creating many opportunities to discover savings. In many cases, the greatest impediment turns out to be implementing change within the organization. All too often, purchasing or finance teams uncover an opportunity to reduce costs substantially and, naturally, believe that letting the facts speak for themselves is all it takes to make the necessary changes. Change, however, does not come easily, and even with the best business case you will find that having the support of the executive team or other higher-ups within the organization pays off. 

While you probably will not get the attention of the executive team on a weekly basis, try to establish a monthly meeting to report status and present findings. At the very least, you should be providing a written status update to the team on a regular basis. This way, if you run into a roadblock that requires their attention, they will already be aware of progress to date.

End users and other interested parties should be made aware of the initiative as well. As we discuss later, end users have a stake in the project, as they are dealing with the day-to-day realities of working with the supply base. Try to form a cross-functional team that includes members of several different departments: finance, purchasing, operations, and other affected parties. Having a cross-functional team allows you to get the perspective of a diverse group within the organization and aids in consensus building as projects move through the sourcing process.

Depending on the scope and breadth of the initiative, you will likely assign other resources to help collect data and perform research. These resources could include members of the cross-functional team, end users, or others within your organization, and they should meet at least biweekly. During these meetings, members of the team can report status, troubleshoot issues, and solicit advice on current initiatives. 

END-USER INTERVIEWS

You have now identified project categories, developed a project road map, identified end users and other interested parties, and introduced your plans to the executive team. Other than supplier name and spend, you still do not have a clear concept of the specific products purchased, nor do you know the details of that particular supplier relationship. The next step is to add some context to the data you have analyzed. The best way to do this is through end-user interviews. 

End users can take many forms. They could be the people that currently interact with a particular supplier or group of suppliers, or the people that receive or use the product. The end user could even be the person who initially established the relationship with that supplier, even if that person has long since moved into a different position within your organization. 

In most cases, there are multiple end users within the organization for a particular project, from buyers to finance to engineering and beyond. Depending on your history with the supplier and the category being sourced, one or all of these types of end users could provide important information. It is critical to get feedback from anyone who has a stake with the supply base, directly or indirectly. Otherwise you may overlook some aspect of servicing, or a unique attribute of the current supplier, that could cause a lot of anguish during an implementation phase if it were absent.

Initial end-user discussions should seek to accomplish several things. First, they should build buy-in and sponsorship for the initiative you are undertaking. Second, they should provide you with a detailed understanding of the current relationships with suppliers, including a history of the relationship, the reason that particular supplier is used, and the quality and service requirements that are required if an alternate is to be considered. Third, ground rules should be set regarding the roles and responsibilities of the end user during the sourcing and negotiations phase. Let’s discuss each of these points in detail.

Building Sponsorship

People have a tendency to fear the unknown. Poking your head into an area that someone else manages can cause that person discomfort. An end user that is reluctant to engage has the ability to negatively impact the project by providing incomplete information, talking to suppliers without your knowledge, providing the incumbent supplier with details that should not be disclosed to them, and so on. An end user could even tell his or her favorite supplier, “Do not worry about this initiative. We will never change vendors.” Such a response could upset negotiations with the incumbent further down the road. 

Most times, a brief introduction to the project and an explanation of what you are trying to accomplish is all the prompting an end user needs to buy in to the process. However, if you sense that end users are still reluctant to participate, there are several steps you can take to ensure they are on board. 

First, let them know that they are not being singled out. It is important for them to understand that there is an effort to reduce costs and improve bottom-line profitability across the organization. Their participation is critical to the process. 

Second, let them know that the success or failure of the project is tied directly to their engagement and collaboration. Be direct and make sure they know you recognize that they have the power to upset the applecart, but also that you are not going to allow it. 

Third, tie the project to the end user’s list of objectives for the year. If there are some end users who do not report to you, work with their direct supervisors to include this project in the next performance review. 

If it is not clear that you have end-user support after initial discussions, it is critical to engage senior level management to enlist the support you need. Otherwise, all the work you do after this step could go to waste.

Understanding the Project Category

Now that you have end users engaged, it is time to mine them for information. It is likely that for a given project category, the end user is working with the incumbent supply base on a regular basis, fielding offers and sales pitches from alternate vendors, and probably has at least a basic understanding of the marketplace. This base knowledge has advantages and disadvantages. The key advantages are that the end user can give you a detailed picture of how suppliers work with your organization; what is important in terms of servicing, quality, terms, and so on; and what the critical components of supplier relationships are. They can also give you a good historical perspective on supplier relationships, why any particular supplier is used, why others are not, what suppliers do best, and where they can improve. 

What end users probably cannot give you, but may think they can, is an objective perspective of the marketplace as a whole. After years of managing a category the same way, many people stop exploring alternatives and become closely tied into existing processes. Changing suppliers at a substantial cost savings may be possible, but end users could be reluctant because it would mean they would have to work with the supplier a different way. Even if the new process is more efficient or would mean less work for end users, there could be reluctance if they perceive that they would need to change their internal processes.

It is important to note that not all end users are subjective thinkers that care only about maintaining the status quo. Many are objective, have done their homework, and have a great understanding of the marketplace and the opportunities available. Others may not have as much detailed knowledge but are not happy with current suppliers and are ready for change. Regardless, the critical consideration here is that you, as the project lead, remain objective and do not become tied into old ways of thinking about supplier relationships specifically or the marketplace in general.

As detailed earlier in the chapter, there are several types of end users. Some could be buyers, others could be finance people, and still others could be members of the engineering or operations team. Based on the category and the role of the end user, the types of questions you will want to ask can be very diverse. In Part Four of this book, we detail specific project examples and provide a recommended list of end-user questions for those examples. In general, there are eight categories you should review with your end users.


1. Business relationship—Understand the initiation, selection criteria used, progression, value, and the short- and long-term direction of the business partnership with the supplier.

2. Product or service—Understand your company’s need, use, and application of the product or service being purchased.

3. Locations—Obtain a list of all locations that use this product or service and understand how the supplier’s product or service is used in each location, particularly regarding similarities and differences and their ensuing impact.

4. Financial—Understand all costs related to the product or service: history of price changes, reasons for discounts, payment terms, who negotiates and when, annual volume, and current and future volume usage.

5. Contractual—Understand the contract terms and language, reason for existence or non-existence, history, changes since signing, and reasons for such changes.

6. Reports—View and understand the various reports produced (by the supplier as well as internally) to track costs and performance.

7. Service—Understand service standards, expectations and measurement used, service process, level of customer satisfaction, and company satisfaction.

8. Supplier ranking—Ask the end user to rank the supplier according to commitment to the quality of the product or service, value of the partnership, accuracy, creativity, responsiveness, and assistance.



Defining Roles and Responsibilities

The last component to focus on when engaging end users is defining roles and responsibilities during the sourcing process. Providing a consistent message to the supply base, both incumbents and alternate suppliers, is critical to ensuring a positive end result. A supplier that hears different things from different members of your team either disengages from the process or provides a proposal that factors in uncertainty. For this reason, it is essential to assign a project lead. This person, who may be an end user, should be the primary point person that suppliers go to when asking questions, requesting clarification, or providing input. This primary point of contact is also responsible for collecting information and providing your requirements to suppliers throughout a sourcing engagement.

This arrangement does not imply that the rest of the team should be disengaged from the process. By all means, the team should work together to develop the strategy, build requirements, identify alternates, create documents, review proposals, and develop responses to supplier questions. But to ensure consistent messaging, all that information should be provided to the supplier base through a primary point person.

As you move to later stages of the sourcing process (such as finalist presentations, negotiations, award, and implementation), more members of the team become engaged, at which point it makes sense to have members of your team work directly with members of the supplier’s team. But as a starting point, designating a primary point person to provide your requirements to the supplier community helps to avoid a large amount of confusion and miscommunication.

LINE-ITEM DETAIL AND GETTING THE MOST FROM YOUR SUPPLY BASE

End users can provide you with a good understanding of supplier relationships and history, service levels, and other critical aspects of the requirements of the product or service being purchased. You may have even collected some information you did not have before, including contracts or purchasing agreements, specifications and forecasts, or other reports that end users have available. This information is a necessary part of the analysis process, but the most critical piece is most likely still missing—line-item detail of purchases. Looking at your AP or PO data probably does not help; the descriptions in that data are likely to be as inconsistent as the supplier name and transactions at the invoice level. If you have a good inventory requisition system or have implemented a software system like Ariba, you are starting off in a better position than most, but the system may not include all the data you need beyond unit price, such as freight, terms, additional charges, and so on. 

You can collect the data that does reside within your company by pulling invoices and manually entering the information into a spreadsheet. Depending on the category and the level of centralization within your organization, this can be a very tedious process and, without an army of interns at your disposal, could extend the sourcing timeline substantially. 

The most efficient way to gather the requisite line-item detail is to approach your supply base directly. While most companies do not keep good records of the items they buy, particularly for nonproduction purchases, all organizations keep excellent records of what was sold. 

Almost all of your suppliers have line-item details for everything they have sold you and can provide reports in spreadsheet format detailing those purchases; however, some are naturally reluctant to do so. Suppliers understand that a customer looking for data of this nature is typically seeking to reduce prices, either through a one-off negotiation or as part of a bidding and sourcing process. With that in mind, you should consider this request for information as the first step in negotiations with your incumbent supplier, and be prepared for one of three responses to your request: acceptance, avoidance, or pushback.

Response 1: Acceptance

Depending on the category you are sourcing and the sophistication of the supplier sales rep, often a request for historical sales information is perceived as business as usual. The supplier gladly gives you the information you need and even follows up to make sure you understand the data. This is the ideal response.

Response 2: Avoidance

It is often possible to confuse the avoidance response with the acceptance response. A supplier may initially appear agreeable to meeting your request; however, weeks later you still may have not received the data. Once the data does eventually arrive, it could be incomplete or not comply with the level of detail you requested. If the sales rep seems to be saying all the right things but ultimately can’t deliver what you are asking for, the supplier is using the avoidance response. There are several steps you can take at this point. 

First, when making the request for data, provide a template that shows the level of detail you are looking for. Review the template with the supplier and make sure the rep understands what the template means. Then set a due date for completion. 

As the due date gets closer, follow up with the supplier and ask for a status update on the reports. If your sales rep appears unsure of the status, or does not appear optimistic about the outcome, request to speak directly to the IT contact responsible for creating the report. This demonstrates that you are serious about your request, and it can often overcome the supplier’s stall tactics.

Response 3: Pushback

At times, a supplier flat-out refuses to provide a line-item detail report. This is typically the exception and not the rule, but when this issue does arise it is important to understand why.

First, the sales rep might not know how to get the reports you need. An inexperienced rep may decide to tell you the reports are not available rather than try to find out how to get them, or try, fail, then give up.

Second, the report may truly be unavailable. While this is highly unlikely in most industries, small businesses often do not have access to the same reporting capabilities or sales tracking systems as do larger organizations. The pushback may be due to the great deal of time and effort necessary to create a custom report or to have someone enter data into a spreadsheet for you.

Third, the relationship between your company and the supplier may not be very good. A supplier that has not been paid on time, has experienced numerous account management issues, or simply does not value your account may decide that a request for reports is the last straw, and may even decide to terminate the relationship.

The last reason a supplier may not provide line-item detail is the most obvious and the most common. The supplier knows it is not competitive and it wants to prevent you from discovering that. In an industry with a limited supply base (one or two predominant suppliers), this is the most common type of response. 

The pushback response is the most difficult to overcome, but as you can see, there are many different reasons why the supplier might take this position. It is important to understand your supplier’s rationale before formulating your response. If a supplier truly does not have access to the requisite reporting, you may need to look for other ways to collect the data. If a supplier has decided the request is too much of a burden on an already tumultuous relationship, you can look for ways to improve the relationship first and get the data you need later. 

If you find the supplier is taking an aggressive posture to protect high margin, you may need to take one yourself to get the supplier to honor your request. There are several tactics you can employ, including going around your primary sales representative and requesting a meeting with someone two or three levels higher within the supplier organization, working with your own internal end users to find a better contact within the supplier organization to get the data you need, requesting a new primary sales representative, letting the supplier know that competitors would be willing to provide the data, or suggesting that an agreement might not be renewed if the request is not met. These aggressive tactics should be used only as a last resort and with a supplier that you are confident has access to the data you need. 

It is also important to note that many contracts already include language stating that a supplier agrees to provide reports or to be audited, yet many times these contractual obligations are overlooked when requests for reports are made. If you are experiencing pushback, the first thing to do is determine whether or not these legal obligations exist.

Handling the Responses

As you can see, there are several approaches you can take to handle each type of response (acceptance, avoidance, and pushback) to a request for line-item detail. However, there are also things you can do when making the initial request of suppliers to ensure more suppliers comply with your request and less counter it with pushback. 

First, you should never make an initial request for line-item detail via e-mail. An e-mail request is often perceived as informal and therefore not as important as requests made face-to-face or over the phone. This will be the first of many requests you make of your supply base over the course of the project, and kicking it off in an informal manner sets a tone that will not be acceptable later on.

Even if an e-mailed request is given the appropriate amount of attention, it is much easier to avoid: (“Oh, I must not have gotten that e-mail.”) Or it is often simply forwarded to IT, with little thought given to the data being requested or a timeline for getting the information back to you.

Making a request either over the phone or face-to-face is the preferred method for the request and gets a better result than an e-mail. As a best practice, requesting the information as part of an overall account review (rather than as a one-off request) can get a supplier not just to comply with your request, but also to see it as a positive step in the relationship. The account review can also be a good platform for the next step in the data collection process, the supplier interview. 

SUPPLIER INTERVIEWS

The rationale for interviewing incumbent suppliers is the same as that for interviewing end users. The purpose is to get a contextual understanding of the category beyond the data derived from spend analysis—learning the background or history of the relationship, finding out what the supplier provides in terms of service, determining critical aspects of the relationship, and understanding what contractual obligations exist. In some cases you may find that this is a repetitive step, and that the information provided by the supplier is similar to or exactly the same as that provided by end users. Often though, suppliers provide insight into the relationship that end users are not aware of, or can shed light on market conditions, new processes and technologies, and additional products and services that could be advantageous to your organization. 

Overall, the supplier interview should be viewed as a collaborative brainstorming session. You should not invite the supplier in only to formally request information about the relationship. Instead, use the meeting as a platform to find out the supplier’s pain points and motivation. What can your organization do better to help the supplier? What does a perfect customer look like? What additional business would the supplier like that it does not currently have? As we discuss in Chapter 6, understanding supplier motivation and leverage points is a vital part of the sourcing and negotiation process, and the supplier interview is the optimal time to get this information. 

As part of the agenda for the meeting, ask the supplier to bring sales reports that you can review, along with any relevant paperwork, such as contracts or pricing agreements. In addition, you will find it useful to request that the supervisor of the primary sales rep attend the meeting, which helps you better get to know who to go to if you are not getting what you need from your rep. This also gives you a good indication of how your primary rep works within the company, and how aware the supervisor is of your account. If the supervisor is well up to speed, your account is probably important to your supplier, and your primary rep is doing a good job communicating your needs within his or her organization.

As described earlier in this section, during the meeting you will want to uncover more details about what the supplier does for your organization and, if possible, learn more about the marketplace. A list of questions to consider asking during the supplier interview includes:


	How long have you been a supplier for our company?

	In terms of account size, is our company a top 5 customer, top 10, or other?

	How would you rate us as a customer? 

	What could we do better as a customer?

	What issues (quality, service, delivery, payment, other) have you encountered while working with our company? How have issues been resolved?

	What services do you provide our company that might not be in the contract or on an invoice?

	How would you distinguish yourself from each of your competitors?

	Why do your competitors win business that you do not?

	What measures do you take to ensure the quality of your product or service?

	What is the process by which quality problems are resolved and corrected?

	Do you provide any indemnification or insurance for your customers to protect against risk of loss due to product failure?

	What are your standard payment terms? What are the terms for our company?

	Does our company take advantage of discounted terms?

	How do you receive payment (check, ACH, etc.)? Do you have a preference?

	What market changes and innovations are on the horizon for your industry? How does your company intend to address those changes?

	What are your goals and expectations for our account?



Of course, depending on the market and the supplier relationship, other questions should be considered, including questions concerning price changes, freight terms (if applicable), and services, but these questions are a good start. 

After going through the interview questions, review the reports that the supplier brought in. Do they include line-item detail? If not, make the line-item usage detail request an action item to be completed once the meeting is over. As discussed earlier in the chapter, follow up the request by providing the supplier with a template indicating the type and detail of data you need and provide a deadline for completion of the request.

The last agenda item for a supplier interview is to inform the supplier of the process you are about to engage in. You should be open and honest about the initiative. Let the supplier know this is a company-wide initiative and it is not being singled out. Keep in mind that at this point you do not know much about the competitiveness of the supplier’s current pricing—you may already have a very good deal. Let the rep know that that just because your company is looking to reduce costs, this does not mean that there will be a bid). Make sure the supplier understands that all the critical aspects of the relationship and the supplier’s service offering will be considered as you engage in this process. 

ANALYZING CONTRACTS AND PRICING AGREEMENTS

By the time the end-user and supplier interviews are complete, you will have collected any contracts or pricing agreements that are in place with your suppliers. At this stage in the process, your goal is not to rewrite agreements, but rather to identify current contractual commitments and requirements. There are several key components to contracts and pricing agreements that need to be analyzed, including general terms, conditions and pricing information, service level information, and liability. This section of the book reviews the types of contractual commitments; Chapter 7 covers what types of commitments you need to consider when entering into a new agreement.

General Terms 

General terms include items like contract start and expiration dates, renewal clauses, and termination clauses. It is important to understand contract start and end dates and termination clauses for several reasons. First, if a contract was executed recently and does not have a termination clause beyond default (essentially allowing the customer or supplier to cancel the agreement if terms of the agreement are not met), then you will not be able to change suppliers until the contract end date. 

Renewal clauses (also known as autorenew or evergreen clauses) are also important, because they may require that a termination notice be given a certain amount of time prior to contract expiration. For instance, a contract may expire in February of next year. However, the renewal clause states that the contract automatically renews for a one-year term unless written notice is provided no less than 60 days before agreement expiration. This means you need to give notice that you do not intend on renewing the contract by November of this year. 

Pricing Information

Of course, pricing information is another important aspect of a contract or pricing agreement. While unit pricing is the most obvious pricing factor, contracts often include many other types of pricing, including:


	Mechanisms for changing price. These could include an index-based formulation linked directly to supplier raw material costs or a stipulation that prices will not exceed a certain percentage over a certain period of time.

	Notification for price changes and guidelines for accepting or rejecting changes.

	Miscellaneous charges, such as freight or other servicing fees.

	Payment terms, including early payment discount and late payment fees.

	Discount or markup structures for goods and services not specifically unit-priced in the agreement (such as non-core items for office supplies, or a tariff discount with AT&T or FedEx).

	Taxes and surcharges, including how they are applied.



There are many other types of pricing information that could be included in a contract or agreement, depending on the category. For example, a contract for print services might include tiered levels of pricing depending on the amount of items printed in one order. We cover some of the other pricing information you can expect to see for specific categories in Chapter 7, “Get It in Writing: The Contracting Phase.”

As you can see, it is important to understand all aspects of pricing, beyond just the unit price. When the time comes to evaluate proposals from alternate suppliers, this information is critical to developing an apples-to-apples comparison.

Liability and Other Specific Terms

Most contracts also have clauses dealing with liability, insurance, indemnification, confidentiality, and so on. Some of these terms are fairly generic; others include information critical to the definition of the relationship between your organization and that of your supplier. Unfortunately, many end users hand this information over to their lawyers without fully understanding the business terms inherent within them. 

A full evaluation of the types of clauses that could (or should) exist in a commercial agreement for products or services is beyond the scope and intent of this book. Many books and online resources are available that can help provide additional insight into contract law and the legal obligations of commercial relationships. However, it is important to note that when reading through these clauses you should understand not just what they are saying, but why they exist in the agreement. Is there mutual liability and confidentiality? Should there be? Is the supplier insured and is this insurance adequate if the product fails? All terms need to be understood before they are executed in an agreement.

Service Level Requirements, Specifications, and Scope of Work

Some service level requirements and specifications will be detailed in the contract or pricing agreement and others may not. Regardless of where the information resides (within the terms of agreement or outside), this is the last piece of information to gather as part of the data collection process.

Service Levels and Scope of Work

Customers and suppliers often negotiate minimum service levels into agreements, particularly agreements that provide a service (rather than the purchase of a product). 

Many defined service levels are generic and often are included in an agreement regardless of the product or service being provided. Examples include an agreement to provide sales or usage reporting on a regular basis, quarterly account reviews, or a dedicated sales rep or customer service phone number. 

Other service levels are more specific to the product or service provided; these are often referred to as the scope of work. Examples include a minimum amount of cleaning per week for a janitorial agreement, or the maximum number of service calls accepted for a software maintenance agreement. Understanding the scope-of-work details is important when introducing your requirements to alternate vendors and for validating an apples-to-apples comparison of proposals. 

For example, if you are about to engage in a sourcing effort for janitorial services, your real requirement is keeping your building clean. However, this requirement is fairly subjective and most lawyers will not allow that type of guarantee into an agreement. On the other hand, outlining a schedule for the frequency of the cleaning (three days a week) and listing the types of cleaning services (dusting, vacuuming, bathrooms, windows, etc.) can give some assurances that the building will be satisfactorily cleaned. If, later on, you find that the building is not properly cleaned, you can refer back to the scope of work and verify that the supplier is performing the list of services specified in the contract.

Specifications 

Specifications, which define specific criteria regarding attributes, quality, or performance, are typically included in a purchasing agreement for products. Specifications are often defined in raw materials agreements, but can be overlooked when dealing with indirect spend categories. However, understanding specifications for indirect spend categories can be just as important. Let’s use office supplies as an example. In your organization, you might have some employees that use standard blue pens and others that require felt-tipped pens. Some pens may have a special type of grip. And the executive or sales team might have specially made pens with a logo or other features. In this scenario, asking a supplier to price out pens results in receiving a very diverse set of quotes.

In areas like office supplies you might find it nearly impossible to get a good idea of specifications for every potential purchase. You probably buy many different types of pens, staplers, and paper clips, among other items. How can you be expected to sit down with everyone within your organization who purchases office supplies to understand what it is they purchase? That process is time consuming at best and, in many cases, just infeasible. 

Rather than interviewing each end user about the specifications of hundreds of different products, you can collect this information from the current supplier by requesting the manufacturer name and part number to be provided in a line-item usage report. Particularly if the goods are purchased through a distribution model (in which the manufacturer sells the goods to the distributor and the distributor sells the goods to you), the manufacturer part number provides competing suppliers with a good indication of the exact product being purchased and ensures an apples-to-apples comparison.

While requesting the manufacturer part number works well in a distributor model, or a model in which the products purchased are standardized, it will not help if the product you are purchasing is customized (or semicustomized) for your organization.

Examples of customized products might include corrugated boxes or printed marketing materials. In these cases, asking for the manufacturer part number will not give you the information you need to understand what is being purchased, nor will it provide alternate suppliers with a clear understanding of your requirements. If you are not already familiar with the products being purchased, there are several steps you can take to quickly get up to speed on important specifications. 

First, during the supplier interview, ask suppliers to detail the factors that affect the cost of the product—specifically those related to the construction of the product. For a corrugated box, ask them to provide specifications such as box dimensions, box strength, color, and other relevant factors. 

Second, take a look at similar products being purchased online. What do suppliers indicate as important specifications when selling their products? In some cases, suppliers might even put a quote form on their website. What information are they asking for in order to provide quotes? 

Lastly, ask the supplier for a spec sheet, which can give you a precise list of all the important specifications tied to a particular product. A word of caution—if you are purchasing a product that is proprietary to your current supplier (i.e, this is the only supplier in the market that sells it), the supplier may ask you to sign a nondisclosure agreement before providing you with specifications. In this case, you are obligated not to share the specifications with others outside your organization, including competing suppliers.

THE FINAL ANALYSIS: BUILDING A BASELINE

By now you have collected a wealth of information—line-item pricing reports, contracts and pricing agreements, and scope-of-work and specification documents. You have interviewed end users and suppliers to better understand some of the more subjective aspects of the relationship. It is now time to build your baseline document.

The baseline document is a summary of everything you have learned during the data collection process. This document comes in handy when reporting back to end users, developing RFPs or other bid documentation, and comparing proposals later on during the process. It is also used to calculate any savings achieved during the initiative.

The baseline document converts your data into four types of information:


1. Pricing information (including an analysis of line-item detail)

2. Service level information

3. Contractual requirements

4. Move-forward strategy 



Pricing Information

When dealing with pricing information, start from the highest summary level you can and then break the data down from there. The baseline price analysis should start with a recap of total spend by supplier for the category. If you have multiple suppliers, demonstrate the spend by each supplier separately and then provide a total.

Then review the spend and see if it can be categorized by product or service type. For example, in a services baseline such as maintenance for your HVAC systems, break out the spend to show how much represents scheduled maintenance and how much represents service calls. If your organization has multiple facilities, you may want to break out the spend by location as well.

The pricing analysis also includes a summary of ancillary or other incurred fees, such as minimum order penalties, fuel surcharges, overtime charges, and so on. It is important to note not just what these charges are, but also how often they are incurred and the reasons why they are incurred. 

Next, summarize the current cost structure. Are you paying a discount from a list price? Are you getting net prices across the board, specific to certain volumes or ordering patterns? Is pricing based on a markup structure by category? 

Finally, provide a spreadsheet showing usage history and price point paid. Analyze the data to demonstrate ordering patterns, high volume items, and which products or services represent the most spend. All of this information will be used later on to develop a sourcing strategy, as well as to relay requirements to alternate vendors.

Service Level Details

The service level section of the baseline should provide a clear recap of service level requirements, including requirements that are listed in a contract or pricing agreement as well as those identified by end users. Review these service levels to determine which are true necessities for your organization (needs) versus value-adds that may not be necessary (wants). If it appears that you are paying for more service than is required, your assessment should make a clear distinction between minimum requirements and options that are nice to have but not required.

Contractual Requirements

The baseline report should also summarize any contractual considerations related to the spend category. This section should detail existing obligations, provide insight into the current agreement termination date, and identify clauses dealing with termination before that date. It should also provide an assessment of specific requirements regarding the scope of work, insurance, liability, and other important contract clauses. Finally, this section of the report should provide some context for how these obligations will be addressed during the sourcing process.

Move-Forward Strategy

By now you have developed a full analysis of your current supplier’s cost structure, service levels, and contractual requirements, thereby turning your data into useful information that you can now use to develop a preliminary sourcing strategy.

A preliminary sourcing strategy describes the course of action to take after completing the data collection process. It defines the type of research to perform, the types of suppliers to contact, and the rationale for these decisions. Some factors to consider include:


	How many suppliers do we currently utilize?

	Are there other suppliers in the marketplace that provide this product or service?

	Do we have a contractual obligation with our current supplier? What happens if that obligation is not fulfilled?

	When was the last time we negotiated this contract? 

	How integrated are we with the current supplier(s)? Will there be a high cost of change?

	Does it make sense to aggregate all the spend in this category together or to look at components of it separately?



It is important to note that at this point in the process you have probably developed a basic understanding of the marketplace, but you are by no means an expert. As you move into the research phase, you might find that your preliminary sourcing strategy was missing steps, or you might find that a different approach altogether is more appropriate. This is okay—the preliminary strategy is essentially a draft concept. The research process further refines and develops the strategy. 

Presenting the Baseline

Now that you have created the baseline report, it is time to present this information to your team. As discussed earlier in the chapter, your team includes both stakeholders (those with direct involvement in managing the spend or working with the suppliers) and the executive(s) sponsoring the project. Many times supplier relationships are subjective, especially to those who work closest with the suppliers. Providing an objective assessment of the current supply situation and having stakeholders agree with it is the first step in the consensus-building process, critical to future assessments. If the stakeholders do not agree on your starting point, it will be more difficult for them to accept change later on. 

Executives also need to be briefed on your baseline, but for a different reason. For the executive team and other sponsors, understanding the process undertaken to collect data and build the initial baseline assessment provides context for the project scope and a basic knowledge of your starting point. This makes bringing them up to speed much easier if their assistance is needed later on in the process, and also demonstrates credibility, in that you started the project in an objective way that they could agree with. 

IN SUMMARY

Remember, at this stage in the process it is not clear if changing suppliers or altering processes will be necessary, but in a strategic sourcing initiative, those events should always be considered as possibilities. Change management is not always easy, but a project that is done inside a bubble with no involvement from others will typically fail if change becomes necessary. Reviewing and agreeing to a baseline with those involved often seems like an unnecessary step; why present to them what they already know? But this initial step creates an easy win by demonstrating that you understand the category and that the process you are about to undertake will be an objective one. 

Once you have obtained team agreement on a starting point, the research phase of the project can begin.






End of sample
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