Act Now — Indirect Spend Is Where the Money Is

An Attractive Opportunity

Indirect costs are on the rise and becoming an
increasing portion of every company’s
operating costs that cannot be ignored. No one
guestions the motivation to reduce costs, but
many businesses think they have already
addressed the issue. Indirect spend is often
placed on the back burner, or in a best-case
scenario, on auto-pilot. Yet with upward
pressure on global prices, oil over $100 a barrel,
commodity bubbles
throughout the supply chain,
and economists pointing
toward recession — perhaps of
a global dimension — now is an
especially attractive time to
pursue indirect spending as an
opportunity for significant cost reduction. One
company we recently worked with managed to
add three cents to pre-tax EPS.

Been There, Done That?

Like many operations executives, you may think
you solved your indirect spend problems when
you set up a centralized purchasing organization
utilizing strategic sourcing and eProcurement.
You have a traditional structure with a director
of global procurement and procurement
professionals that claim to use strategic
sourcing best practices. You've also invested in
the latest procurement technology. Now you're
focused on new ways to squeeze money out of
your company including outsourcing and supply
chain efficiency. The attitude at your firm is
that you have been there and done that.

One company we worked with
added three cents to pre-tax EPS

Don’t Assume You Have Indirect Spend Under
Control

Assuming you have such a large part of your
cost base under control is a dangerous
proposition. As companies move to outsource
various elements of their businesses and cut
costs in various ways, management of indirect
spend becomes even more important. Cutting
in other areas invariably makes indirect
spending a larger percentage of your operating
costs. If the corporate
line is that there is
nothing else you can do
to control indirect
spending, that’s a sure
sign you need a fresh
perspective. Our
experience shows there is a lot you can do,
particularly by focusing on four critical
disciplines that lead to savings in any indirect
spend category:

1) Rigorous “Zero-based” Baseline Analysis:
Apply focused strategic sourcing modeling,
benchmarking, and negotiation skills to
each category on a periodic basis. Most
companies think they do this, but in many
cases indirect spend is treated as a “last
year” baseline budget. Your order
fulfillment team likely lacks the bandwidth
to successfully perform strategic sourcing
on indirect spend without leaving money on
the table.

2) Gather End-User Perspective: Many
procurement teams like to run the numbers
and pick the supplier that offers the highest



savings without giving service levels their
full due. Alternatively, they stick with an
incumbent supplier because they believe it
would be too costly to switch, or political
pressure for local autonomy trumps the
potential savings. Neither approach starts
with end-users in mind. Your procurement
organization has to understand the business
need or value for the product or service, the
demand drivers for the product or service,
and the usage behaviors associated with
the product or service. End-users are also
essential to helping your team understand
service level requirements at local and
global levels. Bringing all of these factors
into the equation usually results in selection
of the best supplier, and discovery of other
hidden costs that can be eliminated in the
sourcing process.

Send a Clear Message About Indirect Cost
Reduction: Executives rarely focus on
indirect spend, so they rarely send the
proper message to their organizations
about the required
discipline to control it.
When is the last time
your organization
celebrated its indirect
procurement team like it
celebrates winning new
customers? Does your
entire organization know how important
indirect cost management is to the success
of your company? If not, it’s time to send
that message.

Create Visibility: Indirect spending is often
bundled into a pool of costs that is then
allocated (e.g., based on headcount or
revenue) to parts of the business that do
not have direct control, visibility or — frankly
— understanding of the costs, resulting in a
sense of apathy about being able to affect
the cost. In one organization we worked
with, over 25% of the BU’s indirect costs
were an allocation from Corporate. The
executive running the BU said “l don’t know
which issue to fight, the basis of the

allocation or the size of the allocation —in
either case | have bigger issues to deal
with.” While it is impractical to track all
costs, especially indirect costs at a detailed
level, organizations should work to more
closely align actual costs with the units
incurring the cost (i.e., IT, HR services, etc.).

What'’s Driving the Savings Opportunity?

We've identified six key factors that are
contributing to leakage from your indirect
procurement system. If you look in these areas
and apply the four disciplines above, you will
leave much less money on the table.

1)

By showing one client how to flex
their spending power, we helped
them realize total annual savings
north of S10M on an annual
investment of less than $750,000

2)

Growth: Growth changes the dynamics of
negotiating leverage. Growth requires a
different style of procurement and flips
traditional sourcing rules on their head.
You need flexible process, flexible contracts
(for you, not your suppliers), and the ability
to execute on greater buyer power. One of
our technology manufacturing clients was
growing through
acquisition and found
that their historical
purchasing practices
were no longer
relevant. We helped
them identify resulting
savings opportunities
and implement appropriate sourcing
processes to leverage this scale, and to
prevent future leakage as they continue to
acquire more companies.

Your Procurement Organization: Successful
indirect cost reduction requires both
strategic sourcing experts who focus on
negotiation and analysis, and category
experts in order fulfillment who focus on
vendor management and order processing.
In many organizations, category experts
believe they are performing strategic
sourcing when in fact, they can’t be experts
at everything, nor should they be. They
know their categories, but they don’t have
sufficient time to spend on analysis and



3)

negotiation. They require support when it
comes to strategic sourcing.

Sourcing Strategies: You are probably using
dated sourcing strategies in some of your
biggest categories. These strategies are not
static. For example, for many organizations
it once made sense to use global hotel
contracts. Now that they are doing so much
business in India and China, they need a mix
of global and local contracts to save the
most money.

Economic Change: With economists using
the word “recession” it means big savings
for savvy procurement organizations. Your
leverage is high. You spend on indirect
regardless of economic climate. Vendors
are extremely hungry for your business and
you have myriad supplier options. Are you
positioned to use this leverage? In that last
economic slow-down, we showed a Fortune
500 insurance company how to flex their
spending power and realize savings of up to
40% in some categories. Total annual
savings were north of $10M on an annual
investment of less than $750,000 in their
strategic sourcing organization.

Cost Allocation: Indirect spend is usually
allocated across business units, so total
spend and the potential leverage that
comes with it is often unclear. Further,
because the areas of the company that are
hit with these allocations are not
empowered to enact change, the costs
simply linger. A centralized purchasing
organization with appropriate strategic
support is a solution to this problem.

Upward Price Pressure on Raw Materials:
With plastics and paper prices on the rise,
most of your indirect goods are increasing
in price, just like your direct supplies. Do
your indirect contracts have fixed pricing for
the life of the contract, or are your suppliers
slowly raising prices? Office supplies are a
classic example. We saved $2M for one
client on $10M of office supplies spend by
simply rationalizing SKUs and negotiating
fixed price contracts for three-year periods.

As a result, our client was unaffected when
paper and plastics prices escalated.

What Should You Do?

Indirect spending is where the money is, which
means it probably deserves a fresh look in your
organization. It's time to re-think the “been
there, done that” approach and focus on
attacking the real drivers of change. Here are a
few basic questions to consider:

e How confident are you — really — that
you’ve done everything possible to get your
indirect spending under control?

e Did you just acquire a new company or start
a new line of business? How has recent
growth impacted your indirect spending?

e What has changed over the last couple
years to increase your leverage over
suppliers?

e How much could “quick wins” in indirect
spend add to your bottom-line this year?

The answers to these questions likely point to
opportunities to begin saving immediately. The
dynamics of managing and negotiating indirect
costs have changed, meaning now is the time to
act to maximize your leverage in today’s
market. Moving quickly and appropriately to
garner savings from indirect spending will
create immediate value and set your company
up to be cost competitive for the long run.

For more information on how Market Strategy Group
can help your organization act now to reduce indirect
spending, please contact John Ebersole, Senior
Partner, at 312.356.5704, john.ebersole@mkt-
strat.com or Jeff Wilcoxon, Associate, at
312.356.5734, jeff.wilcoxon@mkt-strat.com
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