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How: -t-he prinetpkies be
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advantage
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Open Market example

UQ: How woul d a baker
only wants 6 donuts?

UA:By offering speci al
U Why would the seller consider it?
¢ He can make more profit and still cover his costs

U Why would the buyer consider it?

c To avoi d the next shoppil
price

© ML Taylor 2011



Donut Shopping

Qty Donut Seller Valueto Netsale Buyer price Net costto Net profit
cost profit & Seller each seller
each  OH

1 $0.50 $0.50 $1.00 $ 1.00 $ 1.0C $ 0.50 $0.50

6 $0.50 $0.50 $1.00 $ 6.00 $ 1.0C $ 3.00gEFeHe
13 $0.45 - $045 $ - - $045 $ -
13 $0.45 $0.50 $0.95 $11.40 $ 0.88 $ 5.85 EIRI

Incentive to Buyer
Price discount @ 88 ¢ ea.
7 extra donuts free




Principle

U By changing the nature of the transaction
and including an extra (13™") donut, the
seller has enticed the buyer into a larger
purchase (117 dozen) because the going
rate for a dozen donuts ($1 ) is more
valuable to the buyer than it is to the
seller.

© ML Taylor 2011



Why?

U Why would seller agree to cut profit?
C Increase business volume
C Lock out competition
¢ Customer retention, loyalty, satisfaction
C Lower costs
C More predictable demand
U What are the other advantages to the buyer?

C Supply chain costs & T.C.O.
Ends up with an extra 6 to freeze for next time 1
and one to eat on the way home

© ML Taylor 2011



Advantage Buyer

U Who has the negotiation advantage?
¢ Can the seller force the buyer to buy 127?

¢ Does the seller know if the buyer has
funding for 127

¢ Can the seller control when the buyer

shops?
C Is there competition?

¢ What are the other ways the buyer could
affect the transaction cost?

Astanding order, packaging, transportation,
scheduled deliveries, and ?

© ML Taylor 2011



Cost vs. Price

UA supplierds cost for
almost always less than the selling price

U Thus an item purchased is more valuable to
the buyer 1 than it is to the seller

UNegotiating based on
items and services will be more productive

than negotiating the selling price

A'In the Donut example, the seller is negotiating for the
13t donut based on 45 ¢ cost while the buyer is
negotiating based on $1 price




Typical Cost Model

Direct Costs

N\

Indirect Costs =elil

/.

(- )

Negotiated
Price

J . J

Retall Price




Direct Materials

U Raw materials in the product

U Can be a large/small percentage of total
cost

U Affected by :

¢ Material substitution
C Subcontracting
Cc Strategic materials
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Direct Labor

U Labor to fabricate and provide service
U As a large percentage of total cost

U Labor categories

U Learning Curve, setup time, efficiency

ML Taylor 2011



Direct Cost items

2210

1260*+ 1200™*

= 4 '

(7

0900

JOHNSON PUMP

AN SPX BRAND

CombiBloc

Position numbers for Spare Parts
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Example

U When General Mills & Costco team up
to sell consumers an 8lb box of Cheerios

U Are we negotiating?

UConsumer 6s net cost
because?
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Direct vs. Indirect

UThe supplierés cost al
iIndirect cost component which is added to the
direct cost to when selling a product or service

U Thus the value of an item to a seller is less
before 1tdos sold than I

UWhen a contractor dthr
write off the same value as they would If they
priced it and sold it

Ul f t he cont r ad indrectcdsise s
are not recovered

© ML Taylor 2011



Open Market Example Review

U When offering a 13t donut, was seller
negotiating with direct or indirect cost
elements?

C Incremental cost of one more donut IS
marginal

Cc Seller still has direct cost even If he discards
it

cSeller can ngive 1t a

direct cost as a charge against an indirect
cost pool (rework, marketing, inventory loss)

© ML Taylor 2011 17



Indirect Benefits

U Indirect costs often relate to intangible
elements that enhance the transaction
which, if not itemized In the contract, can be
lost-value to the buyer

U Installation, regular maintenance checkups,

service manuals, training, etc. are more
expensive to buy as a separate item, than if
they are included in the initial selling price
and agreement

© ML Taylor 2011



Advantage: Buyer

U Understanding pricing principles is
power

U Buyer brings $$$ and product demand
to the marketplace

U Buyer brings future sales potential

U Buyer structures the agreement to get
the most value for each $

U Buyer writes the contract




What can go wrong?

Q: What is the worst thing that
can happen when we
contract for an item or
service?

A A bad or incomplete contract




Added Value

U Most sales generally do not include all of the
possible ways a seller can be of value to the
buyer

U Aggressive marketing strategy touts creative
ways a seller can differentiate themselves
from their competitors, but most are never
l ncluded I n the nNprice
a sale

U What would a seller do to gain customer
satisfaction, favorable reviews, referrals?

© ML Taylor 2011



Actual Cost Model

Direct Costs

\

Indirect Costs

J
N\ ([ )

Retall Negotiated
Price Price -« g

/ Unearned Profit
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Win T Win Strategy

U Reach an agreement to form the best
and most complete contract possible

U Create a contract which uses every
possible way to reduce both buyer and
seller costs

This might be a good time to get the CEOs
Involved so they can earn their share of the
Indirect costs. The CEQOs will understand
cost cutting and are in a position to make
the right decisions.
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Tactics
U Group or combine actions to reduce supplier

COSts

U Leverage for ordering s
operating supplies with t

pare parts and
ne Initial purchase

U Eliminate one or more d

Irect costs by

providing materials, cut out paint, pick up

U Eliminate one or more indirect costs: sales,
support, warranty,

U Make sure all tangible indirect cost items

are included in the writte

n agreement
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Reality Check

U What did | leave on the table?

¢ What did | pay for and not receive?

¢ What could have been changed to make it a
better agreement?

¢ What would the seller have been willing to
do to accommodate my needs (at no extra
cost or at a cost lower than mine)?

cWhat coul d | have don
cost and receive a price benefit greater than
the cost impact to me?

© ML Taylor 2011



ndirect Opportunities

U Indirect cost elements:
¢ Which are already be included in the price
C Are those written into the contract?

¢ Whic

¢ Whic
from t

N could be added at no extra cost?
N should be on the table for deduction

ne price?

o O
Pop Quiz

\/
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Summary

By understanding how a supplier
prices an item or service and all
the cost elements that make up a
selling price, the Buyer discovers
negotiation opportunities and
gains a negotiation advantage
over the seller
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Discussion Topics

I Buyer-provided materials / services

I The power of a solicitation

| Post award changes

] Fact finding

I Long-term impact on the Supply Chain
1 Buyer-Seller relationship
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The following article was prepared by Mike Taylor, C.P.M., for diseribution to ISM wffiliate newslesters,

Why Cost Analysis?
Febreary 2007

You may be asking vourself; “Why do I care aboot cost analvsis, Edon’t place government contracts where a cost hreakdown analysis is required, The seller’s
botrom line price is all T need o know.”

Yau have a good point, It would be very mice to only have to worry about the fimal price; but consider these examples:

L. The seller calls to say that because of a 10%6 world wide prico increase for copper, the selling price of the valve must be raised by 10%

2. The seller announces that his ufility company has raised electric rates by 10% becanse of a water shortage and so all of his selling prices are being raised by
10%.
Your maintemance masager decides that be does not meed the S10 gasker and the seller agrees to reduce the selling price by S10.
You agree to accept the valve unassembled so vour inspectors don't have 1o take it apart to laspect on recelpt, The seller claims that will result in 1 less hour of
Iabor at $9.00 per hour and 50 reduces the selling price by $9.00,
You have 3 chance to back-hanl the shipment from the sellor’s plast on one of your trucks, In exchange the seller agrees to reduce the selling price by S175 -
the actual cost of commercial traasportation.
Because you are m the food service basiness, sellers are required to use very expensive food-grade grease that is only avaslable m 5-gallon pails. The seller
raised the price of his normal roller assembly by the value of 2 S-gallon pail of the special grease.
The seller calls one week belore the valve i due to ship and says in order to make the delivery schedule be will aeed 4 -hours of overtime for the shop 10

rework a defective casting,

True, vou may not kave to prepare a cost breakdown analvsis before awanling your order — but in each of these real life sitmations, the more von know about the

seller’s cost, the berter.
Using the above sconarios, hore are a few reasons why knowisg the cost breakdown might help:

Sure, the price of copper may bave risen 10%. But the copper part of our valve is only 2 small percentage of the total price. You kmow that the seller adds

indirect overhead costs on top of the copper material, plus GE&A, plus profit. Thes, if the copper part is oaly worth S10 then vou only want to agree to a S1

increase not a 10%; increase 10 the whole selling price

Urility costs are generally incladed in G&A expenses amd added 1o the selling price. Bar Utiliny costs are only a piece of the G&A adder, So even if it might be

approgriate to pass along the whole utility price increase (and it might not be for a lot of reasons) the 10% increase should oaly be allocated based on the net =l
o ' e
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MICHAEL L TAYLOR, C.P.AL

ISSUES TO CONSIDER NEGOTIATING

Excerpts from the seminar: PLANNING BETTER NEGOTIATIONS

Review this list before you negotiate any contract. Take advantage of all the opportunties and cover all the tmportans issues.

Availability

Administrative charges
Alternate Dispute Resolution
Amortization schedule
Audit rights

Bank & Finance institution
Barter arrangements
Cancellation charges
Confidential information
Contingencies

Copyright

Changes

Consiganment inventory
Cost Breakdown

Counter trade

Currency

Customer visits

Damages

Delivery

De-mobilization costs

Installation

Insurance

Inrellectual property rights
Isventory Costs

Imvoice method

Imvoice terms

Labor rates

Lead time

Legal venue

License agreements

License fees

Maintenance

Marketing support
Manufacturer’s allotment
Mediation

Meeting locations & schedule
Mobilization costs

Multiple deliveries

Obsolete Inventory Responsibifity
Overages

© ML Taylor 2011

Progress pavments

Quality rate

Raw materials

Recycled contont

Residual value

Restocking charges
Returns

Risk of loss

Safery Srock

Scrap recvching

Spare parts pricing avarlability
Special marking
Specifications

Staml-by rates

Start-up assistance

Storage of unused materials
Subcontracting

Termination Provisions
Terms and conditions
Testing

» G et
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The following article was prepared by Mike Taylor, C.P.AL, for disivibution ro ISM affiliate newslerters. January 2007

Indirectly Beneficial

A
April 2007

In recent sewslerter articles [ suggested analvzisg the selling price of materials and services 10 negotiate & berter comtract. That is, by booking at the varions cost
elements imvoived in establishing the seller’s price, we can find opportumities to be creative in negotiating cost savings. With direct cost elements, it is asnally obvious
bow to impreve the bortem line and lower the selliag price. Changing the raw material, shipping terms, components, labor mix, schedule, e1¢. are common ways ta
improve the pricisg structure, Read more about segotiating direct costs..., Cost Counts

But what about indirect costs? Indirect costs are seller’s expenses inchuded in the selling price whick are allocased ro maltiple projects wsing indirect cost pools,
Expenses ke the seller’s accounting department budget, ClO sakary or engineenng masagement are charged 10 the buver over and above direct expeases
associated with the product or service. Each project and cestomer pays for a little piece of the seller’s overhead costs. Read mere ahout indirect cost sdirect
€

Ou the face of it, it soems implausible to negotiate out of the coatract indirect costs associated with the supplier’s accounting dopartment or compasy president. [
agree — it's mearly impossible ro ger a berter contract by cuttiog indirect costs out of the deal

But consider for a ute that megotiating a better contract isa't alvays about savieg meney. A more valuable, cost-effoctive and complete contract is also 2 mech
bener contract. Read more about negotiating more than just price. .. Creative Nege )

So hero 5 a theught. In addinon 1o cutting dicect contract coses 1o lower the price — think about improving the comrract by taliog advasrage of the indirecr costs
already incloded in the seller's price, Negotiate a contract that identifies and males better wse of every possible besefit available and already incladed in the selli
price as indirect costs,

Example: A pomp équipment company might advertise that alf pump orders inclode “at no extra charge” the services of 3 field technictan 10 assist in aligning the
pump cospling. Savvy bayers kaow the field technician is not free; the technician’s salary s incloded in the seller’s overbead expeases and allocated to all sales.
Thus, if the buyor ks alreads pavieg for the service, why mor make positise of the service. A good approach would be to ensure the contract tacludes a duliverable
for the technician’s service and an agreed mstallation schedwle with plast maintenance

Seem a Nrrle obviows? Sure, but if the contract document isn't complete, the technichan’s service (which is already paid for) could be missed because of schedaling
problems or changes i personnel. How masy times have vom missed getting the “included”™ or “free” extras just because it wass't coavenient or pre-planned? Once
wo mnderstand rthat this overhead exponse is already included in the selling price. thom it makes 2 lot of sense 1o be sure it is clearly part of the contract negotiation =

o O Serel 1
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The following article was prepared by Make Tanlor, CP M for dstribution to NAPM affikate newslenters

Negotiate the "Full Meal Deal"

The |55 expensive prng isa't, f vou have 10 arfreight the late shipmest T
froen Japan, than the : ¢ slove. These are all lesse
getit”

Inexpenienced buvers sometimes make the mistake of startng en
negotiszion and or diszract you from lockcng at other inportant aspects of the agrespent If & 3
arpanentative sd the resuiting discussion will be ess than i Asd of coxse, the ¢
ettled, that amother anp t clement of the tramsacton ™

An ahemsate ssaregy nught be 10 Jeave the obnious discussion aborr poce until last T
to be a good Takee advimtage of the elemen bere the salesman maght have sc

need to be sp
Youw can find 2
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