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January 2009

Tips & advice for purchasing professionals

Welcome to Tra nsform, the source for comment, news and information for

organizations and procurement professionals whose goal is increased added value

‘_

and improved corporate performance through effective management of
procurement and the supply chain.

If 2008 was a challenging year then 2009
could test your company’s resilience even further

A guide for CEO’s, CFO’s and purchasing leaders on how procurement can
confront key business challenges in the year head and yield a powerful ROI

What'’s in it for you? Discover how supply management can improve your company’s overall financial
strength, reduce operational disruption and provide a platform for growth.

Reading time: 10 minutes
Introduction:

Many executives will look back at 2008 as the toughest business environment in living memory. With
credit drying up, asset prices tumbling and debt burdens mounting, many businesses have been
scrambling to survive the bleak economic conditions. But as difficult as
2008 has been, 2009 is already shaping up to be even tougher, as
businesses regardless of size or structure bear the brunt of the global
economic crisis. These are challenging times in which effective supply
management can provide valuable answers.

By reviewing the business priorities, and aligning its activities to these
priorities, procurement can develop both short term tactics and longer term
strategies to make a clear contribution to the business strategy and reposition itself and the
organization ready for the next economic upswing.
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Total Spend Cost Savings
Procurement can do this by positively impacting key Totalspend cost savings (reduction and avoidance) as a

business indicators such as:

= COGS
=  Financial Strength
= Supply chain risk

= Growth
It is now well documented that those organizations with B Faer Group W ack<iss oveal
strategically focused highly capable supply management Cost of Procurement
organizations significantly outperform their average mﬂ%;feoﬂmﬁﬁﬁﬂﬁ% 007
performing counterparts. See Hackett statistics in Figure 1. 0

“, 0.82%

These procurement leaders regard procurement as a “must n
get right” core business process and as a source of -

competitive advantage.

So what are these procurement leaders doing now and

what should your procurement organization be doing to L
help your business prosper in the downturn? —
’ ’ : Return on Investment
It’s a Buyer’s Market Stupid!!! Rl of ke e coal aovige o e ot of
procurement, ;55?
The economic downturn is resulting in rapidly decreasing '"
7.0
volumes which in turn is creating spare capacity in many 7
firms. So to adapt the famous phrase from Bill Clinton, - “jt’s "
a buyer’s market stupid”, in so many sectors. This presents
buyers with significant sourcing, negotiation and “
procurement opportunities, and those organizations that i
are best organized will reap the greatest rewards from this T
potential supply market feeding frenzy. Figure 1

If your procurement function is not pro-actively sourcing in today’s markets the question is “why not”.
Savings from well managed strategic sourcing programs can have a dramatic impact on Net Earnings,
freeing up cash and reducing working capital requirements.

So how is your procurement function responding to the downturn? Are they equipped with the skills,
processes and tools to make a strategic impact? How are they responding to supplier price increases
etc? The July/Aug 2008 edition of “Transform” covered the topic of “Managing through a Downturn”
and the role of strategic cost management programs.
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Reinforcement of Financial Position

To expand operations, companies must have a strong financial position. Many organizations however
have been left with significant debt by the current economic crisis, with tighter access to credit to
finance existing debt and fund expansion. Procurement can help strengthen the financial structure of an
organization through effective category management and supplier relationship management to:

1. Deliver a major reduction in the cost of sales
Reinforce the company’s financial position and generate cash flows by:

= Improving operating margins

= Reducing working capital requirements

= Reducing fixed costs and improving cost competitiveness through integrated management
of purchasing operations and reductions in purchasing cycle time

= Effective and efficient capital expenditure

The above measures can serve as a source of cash flows, enabling the company to reduce interest-
bearing debt and improve both the debt-to-equity ratio and shareholders’ equity ratio.

The Working Capital Question

In the current climate, working capital has become a key issue no longer confined to companies’
collections and payments departments. Instead, companies are beginning to realize the need for a more
strategic approach to working capital that stretches across their entire financial supply chain.

A recent report from IMD, the prestigious global business school states some interesting statistics which
emphasise the growing importance of working capital management on corporate results:

1. US, firms generate more than 15% of their financing from accounts payable and that these
levels can be even higher internationally.

2. More than 80% of transactions are vendor financed, who rightfully worry about getting paid.

3. The financial gap between demand for credit and the supply of credit is known as net trade
credit, which, together with inventory, forms the major component of working capital.

4. Working capital is a significant driver of profitability, and in an average company,
decreasing working capital by 30% leads to a 16% increase in after-tax returns on invested
capital.

Deutsche Post has introduced a program to reduce working capital by €700 million by the end of
2009 and UK retailer Tesco has long managed to push trade credit below zero by ensuring payment
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from its customers before it pays suppliers. Such programs require close collaboration between
Finance and Supply Management.

Capex Capability

A strong supply management function can also play a key role in reducing Capex expenditures by
exercising a strong Capex discipline and managing capital procurement at a strategic level throughout
the company.

Procurement leaders do this by developing a long term capital strategy and align the activities of their
individual project teams to this strategy. Their lower performing peers continue to manage capital
projects as isolated events and therefore fail to make this alignment. This can result in inappropriate
contracting models, misjudged risk, resources and increased cost and delays. In contrast the leading
companies generate benefits across multiple projects, by standardizing their engineering activities,
customizing their boilerplate contractual frameworks to suit individual project economics and risk. They
also seek to ensure strong competition within the supply base of contractors seeking to win their
business through effective category management, strategic sourcing and supply base management.

Supply Chain Disruption Management?

Disruptions to supply can be costly, result in significant operational delays, and recovery times can be
lengthy. Companies must therefore understand the key drivers of supply chain risk, and develop risk
mitigation strategies. Supply Chain Disruption Management involves developing three key capabilities:

1) Disruption Discovery: What type of detection / intelligence does a firm need to detect
disruptions?

2) Disruption Recovery: Once the disruption is discovered, how does a firm effectively
recover from a disruption?

3) Supply Chain Redesign: How can a company strategically re-design its supply chain over
time to become more resilient and avoid or easily mitigate future disruptions?

An effective supply management function, will through a central contract database, assess each supplier
and log any risk in a supplier risk data base. These risks can then be categorized and mapped back to
determine customer specific risk/impact. Procurement leaders apply Supply Chain Risk management by
incorporating risk management practices into the strategic sourcing process, supplier management

process and the enterprise risk planning process.
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Visit the Buying Magician blog: “Top 10 Supply Management Tips for 2009”
www.purchasingpractice.com.blog
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Growth

Growth is on most CEQ’s agenda’s, ahead of cost reduction. Yet many companies continue to struggle to
determine what they need to do to build a supply chain that can support a profitable-growth agenda.
Purchasing Practice believes there are five key capabilities an organization must develop in its supply
chain management program to support growth:

Timeliness and transparency of data

Developing world class collaboration skills between buyers and suppliers

Deploying supply chain technologies that enable partner integration and supply chain visibility.
Fostering a culture and organization that supports a growth-oriented supply chain.

vk wNE

Developing metrics that reward supply chain integration. These metrics typically include:

a. total cost of the supply chain (including manufacturing, inventory carrying and materials
costs)

b. customer service (most importantly, fill rate and cycle time)

c. value of the company’s inventory (which extends beyond days of finished goods
inventory available to include the value of raw materials on hand, work-in-progress
and finished goods currently being delivered to customers)

d. days to cash (which gauges the time period between purchasing materials for an order
and when the customer actually pays for the finished product).

Procurement leaders have figured out how to use their supply chains to fuel growth. They realize this
core capability has played a major role both in their success and in separating themselves from their

nearest competitors.

Conclusion

CEQ’s should realize that supply management can add a lot of value in the year ahead.

Whilst the credit crisis and global recession may once again point the spotlight on procurement, the best
managed companies go about their procurement with strategic intent prescribed in this edition of
“Transform” during both a down turn and the subsequent upturn. They are therefore more resilient to
survive any shocks the global economy may throw at them and better prepared to take advantage of
their lesser prepared competitors during the upturn. This brings me back to the Hackett statistics quoted
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at the start o this article under figure 1, which shows quite simply that procurement leaders perform
significantly better than their average performing peers. So where is your organization on the
procurement leader — laggard scale?

For More Information

Purchasing Practice Inc can work with your organization to develop a strategic procurement capability
that will add value and positively affect your top and bottom line. To learn more, call 1-778-988-1052 to
arrange a free consultation, or visit us at www.purchasingpractice.com

Purchasing Practice —Corporate Procurement made simple

Purchasing Practice works with clients on the complexity and barriers
associated with implementing world class procurement practices; enabling
our clients to gain more control over their third party spend management,
processes and supply chains, resulting in enhanced capability to deliver
innovative cost effective solutions to their own customers.

We drive superior and sustainable financial performance through top
line growth, free cash flow and margin improvement (in private sector
companies), and best value and service excellence (in public sector organizations).

We can help your organization “make change happen” in procurement. Our services include:

Transformation Management: We will act as a change agent by working with you to articulate and
communicate the need for change, develop an enterprise wide procurement blue print and support you
through the implementation process.

Opportunity Assessment: By working directly with those staff responsible for committing expenditure,
or managing suppliers, we will carry out a rigorous review and present our recommendations
Sourcing Management: Using our strategic sourcing service enables clients to realize full value from
their supply base through leveraging our proven processes

Category Management: We work with clients to analyze spend data, define suitable categories then
working on a category by category basis to deliver significant benefits

Supplier Relationship Management: We will carry out a rigorous review using proven tools and
methodologies to present our recommendations.

Call us on 778 988 1052 or email us at info@purchasingpractice.com to schedule a consultation.
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