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Five Keys to Transforming Your Procurement Organization

Executive summary

In the second half of 2003, top purchasing executives from dozens of private- and public-sector
organizations convened for SAS and IBM cosponsored forums on the changing role of
procurement. All-day roundtable sessions were hosted in five major U.S. cities: Washington, San
Francisco, Houston, Chicago and New York City. The participants represented a broad range of
industries and markets — from medical to military, package delivery to police protection — but
they shared a common interest in evolving procurement into a more strategic function within their
respective organizations.

By most definitions, “strategic” is easy to say and hard to achieve or measure. Participants agreed
that if the following characteristics were in place, a company could claim to practice strategic
procurement.

e  Procurement is proactive, not just reacting to problems tossed over the wall from other
departments.

e The company’s total spend is accurately known across units, geographies and categories.
e The procurement organization visibly contributes to profitability and competitive advantage.
e Top management knows this and supports the supply chain organization accordingly.

e The procurement organization reports to the CEO or one level below.

The supply chain organization is seen as an essential career path or destination of choice.

If you couldn’t check off everything on this list for your supply chain organization, you’re not alone.
Career veterans of the largest global purchasing organizations conceded that they knew of no
organizations that have reached this pinnacle of maturity — representing a strategic, almost
perfect ideal.

Our participants spoke with candor and wit about their experiences — for better or worse — as
long-time procurement professionals in an imperfect world. Bringing decades of experience to the
table, they shared five common keys for evolving toward that strategic ideal:

1. Establish a cohesive purchasing function, with strong people, central governance and an Read on to see what these

optimized supplier base. procurement leaders felt

. . . . . . L . were the top challenges
2. Gain a big-picture perspective — that is, a view that transcends organizational lines, and best practices for

price/cost, and national boundaries. public- and private-sector
procurement organizations
on the path to strategic
evolution.

3. Engage with internal customers early in the process, trading a control mentality for a
service mentality — a partnership approach that actually wins you greater control in the end.

4. Earn buy-in from the top levels of the organization, from plant managers to the
boardroom, by using credible metrics that prove the value of procurement.

5. Implement the technology to make it possible.
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For organizations with thousands of suppliers, buying perhaps millions of items a year, it's easy to
see the value of ERP (enterprise resource planning) and other legacy systems — as well as
e-procurement and reverse auction applications — for managing the sheer volume of data and
transactions. Now it's time to transform all that raw data into business intelligence that supports
steps one through four above — delivering the most favorable supplier relationships and
competitive advantage.

“Traditional areas for
developing competitive
strategies — such as
marketing, finance,
production and design —
are yielding progressively
declining results in terms of
winning competitive
advantage. Supply chain
management, on the other
hand, has been relatively
unexploited as a
competitive resource.”

James P. Morgan and
Robert M. Monczka, Ph.D.
(in Purchasing magazine,
April 17, 2003)

There’s no status in the status quo

The late 1990s were happy days for purchasing organizations. Their companies were awash in
profitability, still compounding the advantages of the Web and investments in operational
automation. There wasn’t much pressure on budgets, buys or bottom line accountability.

Those days dissolved into a new era of market volatility and darker economics across all
industries. People began to care what things cost. People stopped overlooking the hidden costs
of supply-chain maladies. Now, CEOs are closely watching what chief procurement officers have
on their plates.

Procurement executives should consider themselves on notice. The traditional modus operandi,
even if it seems to be working well, must be transformed into something that works better. That
was the message we heard from top purchasing executives who convened in 2003 for SAS- and
IBM-sponsored forums on the changing role of procurement. These roundtable sessions were
hosted in five major U.S. cities, but a common theme ran through all of them — it's time to evolve
procurement into a more strategic role.

Organizations in all industries have a good vision for strategic evolution, our presenters agreed —
yet few companies have gotten very far implementing that vision. Only 50 to 60 percent of U.S.
companies use even slightly advanced supply chain management (SCM) techniques, fewer than
10 percent are positioned to fully exploit the concept, and fewer than 1 in 100 has fully
implemented it. “A few major breakthrough contracts make everybody feel great and you think you
are already almost perfect, when you are just getting started,” noted one purchasing executive.

The stumbling blocks are endemic and easy to spot: a hodge-podge of legacy systems, lack of
buy-in from internal customers, lack of endorsement from upper management, inability to
assemble a cohesive picture of spend across the organization and so on. Most purchasing
personnel still spend most of their time on low-value transactions — juggling POs, logistics and
payments — and relatively little time on high-value planning and negotiating activities.

In spite of these obstacles, the business case for transformation is compelling. For example, in a
typical consumer products company with three to four percent margins, a five percent reduction in
purchasing costs can yield a 50 percent increase in profits. You'd have to increase sales 50
percent, slash overhead by 20 percent or lay off staff to achieve an equivalent impact.
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Yet many purchasing groups have wrung out most of the incremental savings possible from
squeezing suppliers and tweaking processes. Cost reduction can only go so far. The first year you
might grab the low-hanging fruit and achieve seven or eight percent cost reduction, then five or six
percent the next year, and by now it’s a struggle to get four percent. And measuring “cost
avoidance” has long since lost supporters among internal customers and executives. Savings
must come from performing more effectively, more proactively and more intelligently in support of
overall corporate objectives — that is, being strategic.

What does it mean to be strategic?

Even as they acknowledge the value of performing more strategically, most procurement
organizations still focus on tactical issues — and the thin premise that a good reason for tactical
action will pass for strategy. It's comfortable and familiar to be functional, but strategic thinking is
more elusive.

“For the most part, 90 percent of what my team is doing is very tactical and very day-to-day,” one
participant conceded. “I'm having a hard time even challenging myself to think strategically, let
alone challenge them.”

Does “strategic” mean rethinking how you work with suppliers — moving beyond arm-twisting and
into rapport? Is it defining success differently — beyond cost-avoidance and into results with real
bottom-line visibility? Is it less about expediting and more about development — not just getting
those widgets to the production line, but about developing a supplier relationship of on-time
widget delivery all the time? And if being “strategic” is a transformation in mindset and approach,
what is the tangible evidence?

Since so profound an organizational change is an evolutionary progress, it's best to think in terms
of a continuum rather than snapshot characteristics of a strategic “Have” or “Have Not.” The late
Gene Richter, retired chief procurement officer at IBM, developed a logical framework that defines
four stages of maturity in procurement organizations, from tactical beginnings to strategic vision
— and answers key elements of the question, “What does it mean to be ‘strategic?””

Four stages of procurement maturity

In Richter’s definition, the Phase | organization is just getting started. Many decentralized
procurement departments barely speak to each other, so they are flooded in transaction
processing and can’t get a grip on maverick buying, quality problems, late deliveries and excess
inventory. The company doesn’t perceive acquisition of legal services, employee benefits or
advertising as “buying,” so the procurement organization is left out of that multimillion-dollar
“Other Indirect” category of spend. The company doesn’t know what it spent last year on outside
suppliers and service providers unless suppliers can tell them. But a few major, breakthrough
contracts were successfully negotiated last year, so things are just fine, right?
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The Phase Il organization probably looks familiar to many procurement organizations. In Phase I,
most major commodities are being negotiated and leveraged; maverick buying has been curtailed;
and most transactions are automated. Buyer training is starting to pay off. Supplier pricing is
under control, and there is good coordination with Accounts Payable. Procurement still isn’t
involved in acquisition of legal services, benefits and advertising, but people are starting to use
elaborate excuses to justify this exclusion.

In the Phase Il organization, sourcing decisions are made on price, quality, delivery and
technology performance, not just on price and engineering designation. The number of suppliers
has been reduced to about five in each global commodity/category. All commodity categories are
managed by a multifunction, multigeography team, led by the procurement representative and
guided by written policies. Procurement is being invited to discussions early in design and product
development. All transactions are done over the Internet; there is virtually no maverick buying,
and Accounts Payable reports to Procurement.

In the Phase IV organization, all procurement decisions are perfectly aligned with corporate goals
and objectives. Within each commodity/category, each supplier’s percentage of the business
correlates with their performance ranking. Suppliers rate you as their best customer (although not
necessarily their easiest), and as a result, they bring their cost-reduction ideas to you first. Other
functions in your company give Procurement an approval rating of 80 to 90 percent. The whole
supply chain — from manufacturing and logistics to distribution and accounts payable — inter-
works with Procurement. A progressive management development and rotation program is paying
off, and succession plans are in place for all critical roles.

Even Richter admitted that Phase IV represents an unachievable ideal — a vision designed to
motivate continuous improvement rather than a final destination. “The number of companies truly
and completely in level 4 is zero,” Richter said. “But a lot of really terrific departments are solidly in
phase 3 and have some aspects of their operation that you would say are solidly in phase 4, just
not all the way there.”

If your supply chain organization doesn’t score a perfect Phase |V rating, nor all of Phase lIl, join
the club. For public- and private-sector procurement organizations, the real world looks less like
an MBA-school ideal and more like a high-wire act without a net — a high-visibility, high-
risk/reward activity that requires constant rebalancing.

Every decision requires a fine balance between conflicting ideals: between a cost-cutting or
service mentality ... between written acquisition rules or creative workarounds ... decentralizing for
specialization or centralizing for control ... hoarding the best people or rotating them for
experience ... loading your best suppliers or reducing “eggs-in-one-basket” risk ... strong-arm
tactics or warm-and-fuzzy relationships ... limiting the number of suppliers or nurturing small
businesses ... balancing price against quality and performance ... and so on.

“Every time | do an acquisition, | have one person very happy and about ten people very angry,”
one purchasing manager said. These realities do not fit neatly into utopian prescriptions for
procurement purity. But these realities are quite familiar to the executives in our roundtables, who
represent a variety of industries, from apparel and automotives to chemicals and computers — as
well as large public-sector organizations. Bringing many decades of experience to the table, they
shared what they saw as five common keys to strategic evolution:
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1. Establish a cohesive purchasing function, with strong people, central governance and an
optimized supplier base.

2. Gain a big-picture perspective — that is, a big picture that transcends organizational lines,
price and national boundaries.

3. Engage with internal customers early in the process, trading a control mentality for a
service mentality — a partnership approach that wins you more control in the end.

4. Earn buy-in from the top levels of the organization, from plant managers to the
boardroom, by using credible metrics that prove the value of procurement.

5. Implement the technology to make it possible — most notably, the analytics that
transform data from existing transactional systems into the intelligence required for
strategic action.

Establish a cohesive purchasing function

Lines of business and territories crave autonomy, but a lot of maverick buying can happen in a
decentralized organization — especially where divisions are at different levels of maturity. As

one executive recalled: “Even though we had a strategic sourcing group and what we called a
supplier management group, they were both negotiating contracts; contracts were being
negotiated all over the company by anybody who was an officer and thought they were a part-time
lawyer. There was no rhyme or reason to anything.”

Establish central governance

For a large organization with many geographies and commodities, does it make sense to
centralize the procurement function? The answer, our presenters agreed, is yes and no.

Centralization increases efficiency by promoting collaboration and eliminating redundancy.
Centralization enables you to leverage larger spend to negotiate better deals, and it requires
suppliers to be consistent in their pricing. “By and large, suppliers prefer decentralized
organizations,” noted one chief procurement officer. “It gives them the opportunity to charge
different prices to everybody depending on how much competitive pressure they’re getting.”

Centralization also compels suppliers to be more attentive, because there’s more at stake.
“Suddenly they’re not talking about losing this division’s business, they’re talking about losing the
whole enchilada,” one executive noted. “Their quality and on-time delivery performance have to
be better. They have to really catch up with the best technology and have the best prices.

“So you can see why suppliers resist it, for sure. A common problem with moving to a centralized
structure is that suppliers all come and tell your top management, ‘That’s a really bad idea. You're
going to form this great big ivory-tower bureaucracy that won't listen to internal customer, and it’s
just going to be a terrible, terrible situation.” So, you have unbelievable inertia, because the buyers
don’t want it and the suppliers don’t want it. It takes a strong top management to implement it.”
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“Purchasing really is a core
competency. We really do
want to develop great
people and apply them to
all the different kinds of
purchasing processes we
have.”

Doug Smock,
editor-in-chief,
Purchasing magazine

According to Richter, the answer for IBM was to implement a center-led rather than a centralized
organization, where decentralized procurement groups — 4,000 staff in all, with different heads
for each division and geography, plus commodity councils — all reported to one chief
procurement officer. This hybrid strategy distributes the procurement function along logical and
geographic lines while adhering to one standard set of policies, procedures and strategy — and
one ultimate authority.

Develop strong people

Strategic thinking requires a high caliber of professional. The smart procurement organization will
do everything it can to find, attract, develop and retain the best people. Our roundtable
participants agreed that the right recruits have a unique skill set — a combination of technical
acumen and people skills.

“We require a very strong baseline in technical skills, such as understanding the FAR (Federal
Acquisition Regulations) and how to apply those to requirements,” said a government
procurement official. “But we also recognize the need to be business advisers in the organization,
and that requires another skill set altogether. The ‘soft skills’ are absolutely critical to be able to
forge those effective relationships, both inside and outside the government.”

This unique combination of skills has made it essential to implement carefully considered
management development plans. For the participants in our roundtable, that entailed several
aspects:

e Establish good relations with key universities through co-op/internship arrangements and
continuing communication with professors, so you can count on qualified candidates and
honest recommendations when it’s time to recruit from a sea of new MBAs.

e Support in-service completion of business degrees, including innovative MBA programs over
the Internet — which add to the value of the workforce and provide powerful recruitment
incentives.

e Support training classes and participation in industry associations and trade events, even
when budget-tightening might seem to dictate otherwise.

e Support long-term development plans that demonstrate a clear career path and rotate people
out to various units and geographies to give them the broadest possible exposure and
expertise.

e Have a formal succession plan, with identified successors being groomed for every position,
up to the VP of the supply chain organization.

e Think creatively, and realize that your best people are the ones who can find creative
solutions — not necessarily the ones who can recite every rule and clause of the policy book.
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And if your small- to mid-sized organization doesn’t have the budget for this kind of program, hire
from the big guys, said one participant. “I don’t have time and the resources to commit the energy
and horsepower that they do. So | let the big gorillas train them. | let them hire out of the good
schools, then | will hire them in later at a middle level. | can lure them with more money, authority,
and autonomy — the opportunity to make a difference.”

Consolidate the supply base

Conceptually at least, if you narrow the supplier base, you can focus on your best performers,
reduce transactions, better manage relationships and quality improvements and get better pricing
by giving each supplier a greater share of business.

“Depending on the complexity of the spend category, you're usually talking three to five suppliers
as an ideal,” Richter said. “Enough to give you some geographic dispersion and safety from
geopolitical problems such as currency fluctuations, and enough to ensure competition and a
continuing stream of new ideas and approaches.”

However, the objective to reduce suppliers can conflict with public policy initiatives — removing
opportunities for small and disadvantaged suppliers that couldn’t handle 20 or 30 percent of your
volume.

“We had self-imposed very stringent guidelines on the dollars of business we placed with minority
suppliers,” Richter recalled of his tenure at IBM. “The objective was to keep increasing percentage
of our total dollars that we spent with minority suppliers. Our goal was not to increase the number
of minority suppliers, but to see some small businesses become medium business, and some
medium-size businesses become pretty large and powerful. That way, we were able to [support
minority enterprise] while we reduced thousands of suppliers globally.”

In the public sector, on the other hand, you'd hate for a favorite supplier to outgrow its status as a
small business. Public-sector contributors agreed that it's a ticklish issue, growing minority
business to the point where it doesn’t qualify for preferential treatment.

“Yet it just seems un-American somehow to encourage companies to restrict their growth so they
can maintain minority status,” said a participant, who had proposed a rule change to count very
large minority suppliers as part of a minority sourcing effort — a proposition nixed by the SBA.
Some minority- and women-owned small businesses have sought creative approaches to
participate in contracts by forming consortia or subcontracting.

Supply base consolidation faces other obstacles in the public sector, one participant noted:
“Congress is saying to us that you get your best prices when you have the most competition, and
we’re saying well, that’s not necessarily so.” Track record and established relationships have to
count for something. And, to further muddy the waters, some Federal agencies — especially
those that operate in multiple countries — have viewed small business as not up to the task.
Somewhere in all those mixed messages, public-sector procurement officers have to balance the
efficiencies of supply base consolidation against the constraints of public policy.
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“We spent the first year just
beating vendors down into
submission, and then we
changed management
styles — and I'm living in a
whole lot better world now
than | was just a year ago.”

Corporate
procurement
executive

Correlate suppliers’ business with their rankings

Naturally, if you consolidate your supply base, you want to pare down to the best performers. The
trick is being able to objectively identify them. “Sometimes we get bogged down as procurement
people in that we don’t have enough data to really be able to rank our suppliers in price, quality,
delivery, technology, and service,” Richter said.

“In at least two or three of those areas, procurement really doesn’t have any place pretending to
be the ultimate arbiter,” another participant noted. “The scorecard would not have impact and
credibility if we don’t get active, strong engagement from engineers.”

If you have a valid way to scorecard suppliers, and valid data to support scorecard measures, a
company can not only determine which suppliers to select in a consolidation plan, but how much
business to give them. “There should be a correlation between the percentage of business that a
supplier has and where that supplier’s performance is ranked,” Richter said, “as long as you don’t
carry it to the extreme where the #1 ranked supplier has 100 percent of the business, or even 90
percent of the business. You’re not really doing that supplier a favor when you give them that
amount of business; you’re tempting them to slack off in their continuous improvement programs.”

Treat suppliers as allies, not adversaries

Given how critical suppliers are to the well-being of the organization, it doesn’t make sense to
treat them as adversaries. You can sustain a mutually beneficial relationship based on trust,
without undercutting your negotiating position.

Building that trust is an iterative and earned process, Richter noted. “No supplier that thinks
they’re going to lose the business forever if their next quote is a penny too high is going to be
willing to put their best engineers in a cost-reduction seminar with you and spend 18 hours over
two or three days brainstorming how you can improve some design or something. Why would they
make that investment if they feel they have no long-term relationship with you at all, if their
relationship with you is only as good as the next quotation?”

“So often, the first-time call is to tell the supplier that business is declining, and they have to come
in and take cost out,” said John Trush, supply chain and purchasing specialist and partner with
IBM Business Consulting. “Where I'm from, you don’t get a buyer discount for decreasing volume.
The only reason someone is going to be willing to play with you is because they think it's a
sustainable relationship and a temporary decline” — and that they’ll have some voice in decisions
that affect them.

You can’t jump from adversary to partner overnight, and false motives won’t work, said a
purchasing exec from a consumer products manufacturer. “When | started to visit suppliers ... the
steel curtain came up, because my company was notorious for coming in and saying, ‘Let’s work
together, let me see how we can take cost out,” and all they wanted to understand was the margin
so they could squeeze the heck out of it. If you’re applying partnership tools with the intent to
squeeze the margin or shove Six Sigma improvement programs down their throats, don’t waste
your time.” Partnership requires mutual advantage.
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Consider outsourcing, with caution

On this controversial topic, our presenters agreed only on one point: outsourcing has both merits
and pitfalls — substantial on either side.

As the economy took a downturn, about one company in five outsourced part of the procurement
function to reduce fixed overhead, particularly for indirect goods and services, which can
represent 30 to 60 percent of total spend.

Case studies showed outsourcing as quick salvation for cash-strapped corporations seeking to
cut overhead. “The average company achieved savings of 10 to 25 percent by outsourcing some
procurement activity,” said Doug Smock, editor-in-chief of Purchasing magazine.

Smock quoted an annual study by the Outsourcing Institute that listed the following top reasons
for companies to outsource: improve company focus (55 percent), reduce and control operating
costs (54 percent), free up resources for other purposes (38 percent), and gain access to world-
class capabilities (36 percent). Other benefits cited were: access to a wider resource pool,
accelerated re-engineering, reduced time to market and risk-sharing. National “integrated supply”
distributors were heralded for offering expertise and leverage in areas that are core to them but
not core to the company.

On the other hand, some presenters cautioned against outsourcing for its potential to cause
layoffs, poor internal and external customer focus, inflexibility to changing business conditions,
loss of confidentiality and loss of strategic insight.

“How are you going to have a relationship with your supplier if somebody sits in between?” asked
one executive. “It's like being married through a consultant or something. It's enough trouble as it
is.” For that reason, outsourcing has been less prevalent for buying direct materials — such as
electronics, chemicals or metals — where sophisticated commodity teams and strategic sourcing
are necessary.

“How are you going to have
a relationship with your
supplier if somebody sits in
between? It's like being
married through a

consultant or something.
Richter cautioned that short-term cost savings can lure companies into outsourcing arrangements It's enough trouble as it is.”

that are riddled with hidden costs — and therefore are losing propositions in the long run:
“ L . . Procurement
Everything in electronics gets faster, cheaper, more reliable and smaller every month, almost.

You could put [a contract] outside at a very, very competitive rate, and six or nine months later it

executive

was a non-competitive rate. If you had sold or shut down your manufacturing capacity, you
couldn’t go back to what you had. You were trapped. Often you’d also laid off all the buyers who
were buying those components, so you probably didn’t even know you weren’t competitive
anymore. You lost track of the market as well as your costs. So you did really well in the short run,
but you ended up being entirely uncompetitive two or three years later, and without the resources
to go back and do anything about it.”

Confidentiality is a bigger concern for others, said chemical and financial services representatives.
“Even though we have an NDA (non-disclosure agreement) and all this conflict-of-interest
language in contracts, once the damage is done, it's done, and there’s no repair,” one noted. And
if the molecule-level composition of something you buy is a differentiating trade secret, do you
want that information flowing to a procurement intermediary?
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You can only negotiate the
best contracts if you can
accurately forecast annual
requirements, gauge total
spend across the company,
understand downstream
costs of delivery or quality
problems, and anticipate
needs before they

become fires.

Gain a big-picture perspective

“Most of the time | was reacting to problems that were tossed on my desk,” one participant
conceded. “We were given the task to buy this or get so many parts at this factory at such-and-
such a time or respond to a shortage in the supply chain” — reactive, eye-level activities that
didn’t significantly contribute to the bottom line or the perception of value.

“Procurement organizations become strategic when they step in and ply their trade in a
nontraditional manner, supporting strategic initiatives with implications for the entire company,”
said one executive. That means looking beyond individual categories or units, beyond price and
beyond regional and national boundaries.

Know your total spend and use it to your advantage

“A lot of companies have fully-implemented ERP systems but didn’t put in the procurement
module, and they still cannot get accurate spend data out of their system,” said Trush of IBM
Business Consulting. “Can you imagine having $500 million run through the system, and nobody
knows what was spent? The successful companies of this decade will be the ones who figure out
how best to leverage total spend and supplier relationships for mutual advantage. “

With a “big-picture” perspective, you know total spend and can use it to negotiate better deals —
yet only one to two percent of the top 250 purchasing organizations really know that figure. “I used
to ask my CFO, ‘Could I get a listing or summary of all checks the company writes every month
except payroll checks and dividend checks?’ And he'd look to me like | was crazy,” said one
executive. “If you don't know that, you haven't got a clue how to be strategic.”

“Where do your dollars go? Funny thing is, not many people know,” said Smock, even though
procurement typically consumes about half of corporate revenue. “Spend decisions traditionally
happened without organized processes, so disparate units issued purchase orders independently.
Many of those units used their own product-coding schemes. As a result, many companies paid a
wide range of prices for the same products. Purchasing organizations failed to capture leverage
and were not aware of the impact this complexity creates through their supply chains. It has been
a slow process, but CEOs and CFOs are becoming aware of the gold mine that exists in their
sourcing organizations.”

You could have great experience and depth in individual commodity categories, yet still get
suboptimal results overall if there’s no overall spend management process. Without high-level
governance, people can hide behind illusory numbers, and billions of dollars can hemorrhage out
of the company under the heading of “Miscellaneous Other.”
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“About 18 months ago we tried to drop about $2.5 billion worth of spend out of our bottom line on
both the direct and indirect,” recalled one purchasing executive. “We found people bringing
PowerPoint presentations with all kinds of magical numbers, and people were ‘cutting costs,” but
nobody could trace the numbers back to anything; it was just some kind of magic stuff there. We
had about 30 different purchasing organizations and numerous global commodity managers and
all kinds of people involved, but what we needed was one version of the truth that rolled up from
the absolute purchase order line item all the way up to aggregate annual total spend. Once that
happened, it was a lot easier to keep people in line.”

Look beyond price

Too often, supplier relationships hinge nearly exclusively on cost. All of the panelists agreed that
for most commaodities, the lowest-cost product is not necessarily the best value. “If we buy pumps
that are 50 percent cheaper, but they break down three times more often, we haven't saved
anything," noted a chemical company executive. “We may have blown up the plant, and we have
customer issues and all that — so we don't buy blindly on price if performance and the whole total
cost is not right.”

“It has been a genuine challenge for many companies to assess suppliers not only on cost, but
also on quality, service, lead time, financial viability, profile of goods procured and technology,”
said Trush. “Yet only with this kind of broad-spectrum analysis and understanding of hidden costs
and benefits can companies remain competitive and agile.”

Consider full market context as well, said another executive. “It goes beyond spend analysis and
understanding your spend. It's deeper. It's market intelligence. It's knowing absolutely everything
you can about the industry, what's happening with the price of that commodity in the market, what
your competitors are paying and so on.”

Go global with the supply base

“It's fashionable to be global, but we need to do more than be fashionable,” said one purchasing
executive. “At one company, | was impressed that everybody had on their card ‘Global Director of
this or that.” | was very impressed. | thought, ‘These guys really have it,” until after about an hour
of discussion | found out that it was just on the cards.”

So what does it mean to “globalize” the supply base? “You're not looking to have a global supplier
— a company that can treat you globally — because there are so few of those,” said Richter.
“You’re looking for a global supply base — the freedom to go shop in China, Argentina, Canada,
Mexico, wherever.”

Henri Irrthum, retired chief procurement officer from DuPont, suggests a slightly different
interpretation: “Globalization in my view means continuously broadening your horizons. If the
current suppliers are not sufficiently responsive to your needs, draw a broader geographical circle
and look for new and different ones. It could be that already a supplier in the neighboring state
could help change the competitive dynamics and lead to lower pricing.”
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“The key point is grow your circle of your supply base. When it’s local, go a little broader. When
it's East Coast, try the West Coast. When it's north, try south. But it's important to have a broader
base always in your hip pocket as a strategy to get more benefits from the purchasing side.”

Domestic suppliers quickly become more negotiable when they think you’re sourcing
internationally, another executive agreed. “We negotiated for 15 months on one topic and couldn’t
get zilch. Then we made it pretty open we were qualifying those same products [from Asia and
Eastern Europe]. Just having them know that, they dropped the price 8 percent, just like that.
When they gave 8 percent, we negotiated 4 percent more, and that was close enough to the
prices from Asia or East Europe, but without the added shipping costs.”

“The process shouldn’t be:
‘Give me the requisition, I'l
buy it for you, and then you
getit.” It should be more
like: “You're the technical
experts, we're the
purchasing experts;
together we can come up
with options.”

Corporate
procurement
executive

Engage with internal customers early in the process

In many organizations, a traditional, myopic focus on cost-cutting has created adversarial
relations with internal customers, where Procurement is viewed as the bad guy who wants to
undercut their quality or preferences to save a buck.

One executive said internal customers tend to view procurement very negatively, thinking to
themselves, "If we give this request to procurement, they're going to go out and do their own
thing. They're going to negotiate a deal and hand it back to us. We told them we needed black,
and they bought white — but they got a great deal on it, and now they’re telling us, ‘Figure out
how to use it.”

A strategic procurement organization will engage with internal customers early on, so everybody
understands the implications of purchasing choices. “We freely acknowledge we are not product
experts, because we're buying everything from pens and pencils to manufacturing systems, and
we can't possibly know all of the details of all that stuff,” said one participant. “So we build
partnerships and insert ourselves into business teams, so we know what’s cooking, what the
business dynamics are, and how to adapt.”

The idea is to strategize together at the initiation phase — not after the engineers have tested
samples from several vendors, told one vendor their sample far outperformed the others, and then
tossed the request over the wall to you to negotiate a good deal for them. “That’s like ‘Ready, fire,
aim,” lamented one executive.

Trade in a control mentality for a service mentality

“There’s no need to kid ourselves; there really is no control,” said a participant. “Customers aren’t
captive.” You either work with them and secure their cooperation, or they go do their own thing.
“You have to offer your service, get information out to your customers, let them know in a really
straightforward way what you can do for them and why it's a value to use your service. There’s no
point in having a procurement department if we're not going to be a real service to our internal
clients.”
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This sentiment was echoed by virtually every panelist. “We can’t dispel the notion altogether that
the contracting officer is the center of the universe,” said one. “Instead, we create a universe
where we are a strong and important player on a diverse team.”

“We need to be seen as a team player and not as a hindrance with our petty little rules,” another
participant added. “When you’re seen as a team player, it gets you invited to the table early

enough that you can make a difference. If you're viewed as a hindrance, what you get is someone

”

flopping down the contract in front of you and saying, ‘Here sign it.

“When we switched from a control focus to being service-oriented, we actually gained a lot more
influence over the process,” said a Federal agency procurement officer “When you try to control
smart people, they find a way to work around you pretty quickly. Then you have no recourse
except essentially clean up their mess and go on. When people believe you're sincerely trying to
help them deliver results, they tend to come to you in advance, look for your help, get you
involved early and follow your advice more. Perhaps that should have been intuitive, but we had
to learn it the hard way.”

Earn buy-in from the top levels of the organization

Adopting a strategic role entails investments and authority — both of which require executive
commitment. “When your CEOs are having cocktails at an industry conference, do they brag
about how great their supply chain organizations are?” asked a participant. Where does your
organization report? If it's two levels down the org chart from CEO level, you'll have a hard time
becoming strategic.

Slowly, purchasing is moving from the backroom to boardroom attention. “Anything that
represents between 40 and 70 percent of revenue should have the attention of the CEO,” said a
procurement consultant. “You would think that would be standard, but unfortunately it's not. In
only about 30 percent of the best companies does the CEO pay personal attention to purchasing.”

Show value with credible metrics and competitive differentiation

Executive endorsement must be earned by delivering results in tangible terms. “We can stand up
before our management and boards, and we can brag all day about how much we ‘saved’ or
‘avoided’ last year, and everybody yawns and falls asleep or puts their finger down their throat or
whatever,” said one purchasing executive. “They just don't believe you, so you have to have a
credible metric.”

Trotting out cost-avoidance figures won’t impress anybody, said one corporate purchasing
executive. “Cost avoidance is the biggest fraud in corporate America. It really has no relevance to
the bottom line. It came from people saying, ‘I sent out a quote, my first bid was X and | ended up
buying it for X minus delta, so | saved the company delta of millions of dollars. Don’t | get some
credit here?’ If we saved the dollar but we don’t see the dollar, is it real or is it Memorex? My
favorite example is: | negotiated a killer deal with American Airlines, but | couldn't get anybody to
reduce their travel budgets; they just took more trips.” Where’s the impact to the bottom line?

“You can have pep rallies
with your purchasing
organization all you want
to, and off-site team-
building meetings, and sing
Kum-ba-yah and all that
kind of stuff, but it isn’t
going to work if top
management doesn’t give
you the authority and the
power to execute for the
company.”

Corporate
purchasing
executive
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“With analytical insights
from cleansed data,
procurement executives
can not only deliver results,
but validate them in terms
that are meaningful to
CEOs and boards.”

Doug Smock,
editor-in-chief,
Purchasing Magazine

Don’t try to sway executives by comparing today’s prices with last year’s either. That figure is too
skewed by market forces to be a meaningful indicator of your group’s performance. Better to know
what you're paying today compared to what competitors are paying for the same thing.

In short, a clear picture of procurement’s value-add is elusive, and it usually depends on imperfect
external measures — such as third-party market data, which is useful only for commodities where
pricing is not too volatile, and with the understanding that nobody pays spot market price anyway.

Internally-derived figures — no matter how compelling they might seem — can be quite
meaningless in real terms. One participant provided a perfect example: “We acquired a company
not long ago, and | told the CEO, ‘When we acquire a company, typically we save 10 percent of
the spend with synergies.” He said, ‘You'll never do that here, because we've been driving costs
down 6 to 8 percent a year for the last six years.” Well, we got in there and saw that he was
spending three times what we were spending for the same item. Without some way of externally
benchmarking, you can say, ‘I'm going to cut costs 10 percent a year for the next 10 years,” and
you could still be the high-cost guy.”

Secure buy-in wherever you need it

Influential people who can make or break procurement success reside at many levels of the
organizational hierarchy, not just CxO level, cautioned a retired corporate purchasing exec. “We
talk a lot that about needing top management's attention and support, and that's necessary but
not sufficient alone. For instance, in quite a few companies, the plant manager is the king of the
hill, and he’s calling the shots for what's happening there. So you need to make a little map for
yourself and say, "Who will block this, who is with me?" And then you need to convert the red dots
into yellow dots and into green dots.”

At all levels of influence, buy-in must be constantly regained. In the public sector, you'll have to
secure support and recognition anew with each changeover of administration — in the private
sector, with each succession in the upper tier and through every merger and acquisition. In short,
earning management and executive support is a constant process rather than a destination.

“Intensifying competitive
and economic pressures
have finally motivated
many companies to invest
in the IT systems
necessary to jump-start the
evolution of procurement
from a transactional role
into a strategic one.”

Doug Smock,
editor-in-chief,

Purchasing Magazine

Implement the technology to make it possible

When these roundtable sessions were originally conceived, it was expected that the technology
discussions would focus on advanced capabilities, such as risk management, total cost of
ownership and price forecasting. While many organizations are thinking seriously about advanced
capabilities, the basic ‘blocking and tackling’ of data management and spend management
continue to be challenges.

Many public-sector organizations are still shifting from DOS to Windows, and from manual data
entry to online forms. It took the Y2K and anthrax scares to persuade many organizations to
upgrade or replace antiquated systems and evolve to e-mail and the Web.
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Overall, the last decade has seen a profound shift from paper and fax to EDI and e-mail — and to
integrated ERP and SRM systems (sometimes lots of them) and niche applications such as
eSourcing, eRFX, and reverse auctions.

These transactional systems focus on automating tasks and on short-term, hindsight reporting.
“What did we buy yesterday? From whom? How much did we spend?” Problems emerge when
you begin asking more forward-looking questions. “How can we leverage buying power across all
business units?” “Which suppliers should | be dealing with, based on multiple evaluation factors?”
“How can we optimize relationships with key suppliers to reduce overall spend?”

Get legacy systems to contribute to strategic intelligence

At the core of the issue is the inability to transform a plethora of data from incompatible systems
into information, knowledge, and ultimately into actionable intelligence.

“My company has 300 legacy systems, including 113 SAPs so different that they don’t talk to each
other,” said a purchasing exec whose company uses 500,000 suppliers in 116 countries.

For some companies, it's impossible to converge on one ERP system,” another exec said. “Procurement intelligence

“What's needed is some other software that can sit in the middle and pick the data from whatever s i el e comEsenE
source there is, and make heads or tails of it. You should not have to be dependent on where the and the gap in positioning
data is stored or who created it in what media. That’s the kind of solution | would submit that you the strategic role of

look for if you want spend analysis, forecasting, whatever. Don’t make yourself dependent on one procurement in the
particular system for the whole company, because you'll never get there.” organization and driving

competitive differentiation.

Participants in our technology forums agreed: the solution is to leverage the data generated by
existing transactional systems to support strategic actions one through four above. By adding an
overlay of analytic intelligence, you can transform data from multiple, disparate systems into the
‘procurement intelligence’ required to position and articulate the strategic role of procurement,
drive competitive differentiation and execute the most profitable strategies.

Dennie Norman,
Principal marketing
strategist for Supply
Chain Intelligence,
SAS

“In the last five years, operational SRM [supplier relationship management] systems have helped
automate procurement processes and reduce costs,” said Smock of Purchasing magazine. “But
progressive companies are now working to transcend automation and transactions to deliver more
— to fully understand relationships with suppliers, reveal opportunities to work more effectively
across all procurement practices, and drive toward corporate goals.”

“Technology best practices
have previously focused on
great execution. That focus
is now shifting to the
creation of procurement

Improve data quality intelligence that not only
drives great execution, but

Unfortunately, data quality has been an enduring issue, even in the largest corporations. also positions procurement

“Everybody talks about the value of data cleansing, but many companies run this exercise on in a strategic role in the

such long intervals that the data coming out isn’t much better than when they started,” said one corporation.”

participant. “If enterprises want something more than a temporary snapshot or short-term

optimization, they need systems that cleanse the data and guard against data corruption on an Dennie Norman,

ongoing basis.” SAS
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“Once data has been prepared properly, an organization can start the journey toward addressing
its most pressing business problems by leveraging corporate buying power, managing supplier
portfolios and transforming procurement into a strategically focused operation.”

Use analytics to transform transactional data into intelligence

Transactional SRM is designed to execute and track supplier interactions, such as the placing of
an order, the payment of that order, returns, application of credit for defective products and so on.
These systems also focus on more event-driven, short-term reporting of information.

In contrast, analytical SRM helps you leverage the investment you've already made in operational
systems and applications by adding a layer of intelligence. No “one-size-fits-all” prescription,
analytical SRM is tailored for individual company needs and is built to support best practices
across the organization — whether the focus is on cost savings, quality improvement or supply
base reduction.

Primary applications of this technology include:

e Spend analysis. Identify what you are buying and from whom, as well as when and how it
was purchased. Adaptable to your company’s underlying data structures, the system should
identify important commodities from thousands of suppliers and prioritize strategic sourcing
efforts and procurement decision making.

e Strategic sourcing. Present clear and meaningful metrics, as well as early trends, in a timely
fashion to support balanced decision making.

¢ Internal scorecarding. Track and measure the procurement organization’s performance and
achievements against such objectives as cost savings, contract management, supplier
diversity programs, and utilization of tools and programs.

e Supplier ranking. Monitor supplier performance across many dimensions, such as quality of
goods and services, timeliness, reliability, and cost. Rate and rank suppliers using advanced
analytics in an objective, repeatable and adaptable measuring system that reliably identifies
the best suppliers.

e Supply base optimization. Identify ideal supplier portfolios for certain commodity groups, to
reduce risk exposure, minimize purchasing costs, increase leverage for contract negotiations
and determine how best to distribute spend among suppliers.

“The traditional mantra of procurement has been ‘cost savings,” said Smock. “The emerging
mantra is ‘optimization,” which has the potential to deliver far more profound impact to corporate
goals and the bottom line. The right SRM systems, therefore, do more than automate and report;
they deliver strategic intelligence as you renegotiate contracts, consolidate or expand suppliers,
improve service levels and anticipate supplier risk.”
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Closing thoughts

“Many companies want to become higher-powered sourcing organizations,” Smock said. “It really
is about time. One reason is necessity. Economic weakness since 2000 has curtailed top-line, or
revenue-driven, profit potential. The other reason is opportunity. Software companies are rapidly

developing quality technology solutions to purchasing problems.”

Public- and private-sector procurement organizations have their unique challenges, but they also
have a wealth of resources — in people, processes and technology enablers — that can be

leveraged in new ways to support a more strategic role for the procurement function.

It's only five steps away.
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