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Introduction

Cost reduction projects are becoming more of a challenge as costs of current products are squeezed to the limit, Factors such as:

· The cost of raw materials increasing

· Local overseas markets are facing wage increases to meet the standards of living

· Since the Brexit vote in June currency has been a big factor in pricing, affecting trade with countries where local currencies are converted either into Euro or US$.

Buyers are trying to reduce the impact of price increases that affect the bottom line.  Several steps can be taken.
Supplier Relationship Management
Taking time to understand your suppliers business model, the areas that are affecting their supply and building a working knowledge of the bottleneck areas will support your organisation with taking the applicable to steps to identify areas of development and opportunity.
In the first instance review where the majority of the money is being spent, (Pareto) By identifying your top 20 vendors this is where efforts are best concentrated, in the example below for example vendors under 100K spend unless on a contract are usually not included in cost down activity.
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Areas for Consideration
Take opportunity to identify innovation and alternative supply options, are your vendors working on any new areas of R & D that could result in savings on raw materials or alternative products?

Planning and forecasting, would running longer forecast allow the supplier to secure staff and reduce overtime rates so bringing about savings on your bottom line? 
LTA’s (Long term agreements) these can be set up both to gain year on year cost reductions, but also protects the business as pricing is agreed over a 1 to 3 year period depending on the duration of the LTA.  This can be the preferred option for some Buyers as there are clauses in the agreements that can be a benefit to the business.

Setting your targets

Cost reduction targets can bet set using a calculation from the ’Cost of Sales’ which uses the value of goods purchased against Sales as a %.

For Example:


If Sales are £24M and purchases are £16M the percentage cost against sales is 68%.   

Based on our current business model as an organisation we purchase Intercompany, which represents around 50% of our total purchases and have no cost control over as these areas of spend as this is determined at corporate level.  

So our core focus is on the remaining 50% of spend, which is where we aim to focus our cost reduction project.  

For example: 

1% of spend can be set as a cost reduction target – hence cost reduction target for the following year would be £80,000.  The business would then add a stretch target to achieve which would be £100,000.

Setting and Managing KPI’s

Cost reduction can be measured against the Standard cost that is set at the beginning of the financial year, and also measured in natural currencies used i.e. GBP, US$ and Euro with no conversion.

Bi weekly meetings can be held to review progress and ensure that the targets aligned and are being met.

Ideally during early Q3 plans can be put in place for the following years cost reduction project, so at year end a good percentage of the cost reductions for the following year are in place.  To track savings an “Idea’s sheet” can be established, reviewed and maintained. An example of which is identified below:
[image: image3.png]Estimated saving- 2018 onwards LTA Agreement 1.5% 2018

price challenge - LTA pricing 2018 onwards €8334_|/1% 2019/ 1% 2020- all other parts subject to 1% rebate as| _closed
Review Exworks pricing estimate 3% - Pricing from 2 being reviewed - NOT VIABLY _closed
Quote received - not competitive on lost business-
requote requested based on $/Ib. 09/08/16
|supplierworking on a response with updated pricing to
REQsent for parts where business was lost. £26,000 _|aim to meet targets given. Competitive on some parts but | In progress
Global LTA 2018 - 2020 Agreed €41,000_|2019-2020 value shown only as agreed In progress
RFQto be sent for Aftermarket parts for supply Request sent to supplier to review current production
out of Turkey costs against Turkey In progress
Challenged supplier for a £3 per bearing cost reduction.
Alternative to current source Reduction offered by supplier looking to introduce from | _closed
RFQ sent to alternative supplier for price on part - Price
Alternative to current source considerably more expensive £158 each closed
Agreed 3 year LTA with Supplier £17,000 _|Draft LTA sent - waiting for feedback In progress
Transfer ADIHanger Enquiry out closed
Estimate based on reduction given by another supplier for
Change freight terms to FOB and review costs | £14,675 _|changing terms to FOB. In progress





Cost reductions that are lost are also recorded.  This shows the business what could have been saved.  With proposed supplier increases that have been negated, these should also be shown.

To enable the business to see what cost savings are being made.  
When system price changes are done a cost sign off sheet is raised and issued to the Senior Management Team for them to view and sign off.  This identifies to them where the major cost savings are being made and enables the purchasing team to market their cost saving successes to their internal stakeholders so they are aware of the good work being undertaken by the Purchasing Team.

Monthly within our own processes, a one page report is put together and issued again to Senior Managers to show the status of the current cost reduction plan, what negatives there have been and that the plan is still on track.

This visibility all the way through the Cost reduction program keeps the business aware of what savings are being made and what challenges are being faced.  Ultimately the Purchasing function needs to align its core cost saving projects to meet the overall business strategy. If there are any drastic changes in the business volumes, unforeseen product changes or serious material shortages in the supply chain then this can effect positively or negatively the Cost reduction project. It’s important to remain close to your supply chain so there are no surprises.
An example annual report is shown below to highlight how the GM (Gross margin) has changed during the year based on Cost reduction activities and this is shared with the business.
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To summarise it is important to Identify 

How Purchasing can align to the business strategy

Your key areas of spend as a start point and set out a clear cost reduction plan.
Discuss opportunities with your suppliers for cost down and long term commitments.

Market your cost savings to your internal stakeholders to support value add of the purchasing department. 
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Reviewing costs down opportunities and where to focus attention to deliver savings to an organisation can be a challenge for procurement teams.  This paper offers a real life example of how to approach the task.
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