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It is well known that an Online Negotiation Event is only one method for establishing the 
market price for goods or services.  It is certainly not applicable in all instances, particularly 
not when you are faced with a very low number of capable suppliers.  One such alternative 
is to negotiate directly with the incumbent supplier; however this requires you to have all 
the facts at your disposal, as you want to be fair to all parties.  Even once you do have the 
facts, do you know exactly what they are telling you?  This guide is intended to provide you 
with an outline of the key considerations and what to look for in order to prepare yourself 
for those pricing discussions.  Please note that whilst this guide is mainly focused on 
manufactured parts or products, many of the concepts and ideas in this guide can relate to 
services as well.  
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1.   Understand the contract

1.1 Contract status

The first point of call prior to any negotiation is to assess the status of the contract between your company
and the supplier in question, assuming one exists at all. If the contract does exist, find out which
representatives from both parties signed it, as you may need to seek clarification on a few points. It is likely
that the people who did sign the contract are no longer with the companies, in which case you will have to
endeavour to find the details out yourself.

The length of the contract and the duration it has to run will both influence your negotiation. If the contract
was only for 1 year and still has the majority of that time to run, then there is likely to be little scope for
negotiation. If however the contract was for 5 years, then your requirement during that period would
probably have evolved, yet the pricing could well have remained static. If that contract is due for renewal
then this is the opportunity to re-balance the pricing in line with your requirements.

If there is no contract then all of the following considerations in Section 1 of this guide are less of an issue,
although you may encounter these obstructions verbally instead.

1.2 Ownership of design

One of the major obstructions for a price discussion is if the supplier owns the design, manufacturing
information and perhaps the intellectual property as well. Even though a contract may state that the buyer
retains the rights over any of this information, it can be very difficult to exercise this right. We have
commonly seen that over the course of a contract, many buyers do not have the time or inclination to update
the manufacturing pack for the supplied products. Once the negotiation is due, it is revealed that only the
incumbent supplier knows how to produce the parts, resulting in the buyer having little room to manoeuver.
Examine the contract, as at least having the right to ask for the information is better than having no right at
all. Exercise this right long in advance of a negotiation so that you can give yourself time to plan other options
if the details are not forthcoming, such as providing a new supplier with sample parts, or carrying out a life-
time buy of the challenging parts (whereby you purchase several years worth of stock in one go to give you
time to re-source) or by using an experienced design house to re-engineer your high value parts.

1.3 Sourcing exclusivity terms

One of your fall-back postions if the price negotiation does not succeed is to dual-source the business with a
more competitive supplier. Check the contract for any terms related to sourcing exclusivity. If not, then you
should be free to proceed. Not only does dual-sourcing offer protection against certain supply chain risks, but
it also enables you to acheive a valuable reduction in purchase costs whilst demonstrating to your main
incumbent that you are not averse to moving business if the deal is not right. Certain risks to doing this are
prevalent, specifically the risks associated with implementing a new supplier, the risk of your incumbent
increasing costs due to reduced volumes, or the risk that your incumbent reacts by ceasing all further supply.
However, if your incumbent acts unreasonably, then you have to question why you were in business with
them in the first place. Ultimately what you are both looking for is a collaborative and honest relationship. As
you will see later in the guide, we are not asking for anything unfair or unrealistic - it is all about keeping in
line with the latest developments in the market.

1.4 Index-link mechanisms

Typically in contracts covering products that are heavily price-dependent on the raw material costs or other
key cost drivers, there would be an index-link mechanism in place to protect either party from volatile
movements in the indices or currency exchange rates. A key part of understanding the contract is to
understand these mechanisms, particularly the minute details of how they are triggered, how they share the
index movements, and whether or not they have been fulfilled during the contract. In Section 3 of this guide
we shall investigate the history of index-related movements to assess the market price history of the products.
If there is an index-link mechanism specified in the contract, then this negotiation lever has less significance.
However if there isn't a mechanism, or the mechanism was not used correctly, then this should be a focal
point for discussions.
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1. Understand the contract (continued)...

1.5 Year-on-year cost reduction targets

Within industries like the automotive sector, it is not uncommon for contracts to request from their suppliers
a year-on-year cost reduction target of around the 2% mark, driven by efficiencies in manufacturing resource
planning and other production efficiencies, lower machine depreciation, logistics improvements, completed
amortisation of investment costs, familiarity of customer processes and systems and so on. Such targets are
becoming increasingly popular in other industries where longer term collaborative contracts are preferred or
for parts that are due to steadily increase in production volume. Check your contract for these clauses and,
more importantly, check the history to see if they have actually been implemented.

1.6 Provision of cost breakdowns & Bill of Materials

Many contracts state that the supplier must provide the buying company with the costed bill of materials for
the supplied parts. Very rarely do we see this actually materialise, unless assertively requested much later
during the contract, and even then the request is denied. If your contract does state this, you should make
sure you act on it early, preferably just before awarding and signing the contract in the first place. Without a
true understanding of the cost of the individual components or processes that constitute the whole, it is very
difficult to estimate the true cost of the supplied part.

1.7 Scheduled review meetings

Almost all contracts we see specify quarterly or annual reviews between the supplier and buying company to
discuss the key performance indicators, supply issues, project activities and so on. What is less common is
that these reviews take place when they should, that they get recorded properly and that the actions get
chased up afterwards. If your contract states regular review sessions, try and pull together the meeting notes
from each, looking for what went well or badly, who was the meeting item owner, and what came of it. You
may find that the supplier is at fault for a number of issues, and this should be addressed at the negotiation
meeting.

1.8 Non-Recurring Engineering costs

This can include anything from hard tooling, machine jigs and fixtures, silk screens, printing plates, testing rigs,
equipment purchase, whatever is required to produce your parts. Contracts vary in how these costs should
be paid. Some state payment in full via two or three staggered payments once certain milestones are passed.
Others state an amortisation over a number of years of the contract. Either way, it is uncommon that the
supplier would pay and even if they did, you would be paying for those costs indirectly as the supplier would
add the additional margin to your purchase price.

What is important is that you check the contract status and calculate whether any NRE costs should be
deducted from the purchase price. If so, this point should be raised at the negotiation meeting as well.
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2.   Understand the spend profile

2.1 Runner, Repeater, Stranger

Once you have a firm grasp of the contractual terms, particularly those that may influence discussions, the
next action is to have a broad knowledge of the supplied parts themselves so that you can talk about these on
an even footing with your supplier. The spend data from your system for each supplier should inform you of
the volumes, the prices, the part numbers, the descriptions, maybe even the categories as well. The first
analysis is to understand which parts are the Runners, containing the core value of your spend with
continuously high volumes and a significant purchase price, both historically and in the forecast. This is where
you should focus the price negotiations as you will receive the maximum returns. However, it can't be done
in isolation in case you leave yourself vulnerable on the other parts. The Repeaters, those parts
manufactured regularly to meet customer requirements, should be examined on a case-by-case basis on
whether to include them with the Runners in Section 3 of this guide or whether to include them with the
Strangers. The Strangers are the parts that are made infrequently for specific customer needs. These parts
would not be individually addressed for cost reduction, but should be incorporated into the overall
negotiation strategy, particularly when putting together a back-up plan.

2.2 Market-facing categories

This activity involves categorising your purchased parts into smaller categories that are specifically aligned to a
certain type of supplier. Although this is not necessarily something you would add to the negotiation agenda,
it does help to assess whether the incumbent supplier is capable of offering you the market price for your
parts. If your supplied parts are simple machined parts and you are purchasing them from a precision
machinist, how could you ever be offered the market price? You will always be paying for the higher margins
that are associated with a more skilled supplier. Instead, you should seek to re-tender the work to someone
more suitable and focus the negotiation on what is left.

2.3 Line item variations

It would be uncommon for every part to be different; different materials, different geometry, different
applications, different market categories, different manufacturing processes and so on. You should look for
the areas of overlap as part of the negotiation prep work. You may find that a dozen parts all share the same
cost driver, such as steel or energy. Maybe all the parts do. In which case, the negotiation levers in Section 3
may apply to many more parts and can therefore add to the overall cost reduction target. Carry out this
exercise and seek to increase the size of spend that can be subjected to your negotiation strategy.

2.4 Price consistency

Once you are confident that a grouping of parts do share many attributes such as the materials, components
and manufacturing processes, you should look to do a sense-check of the pricing for each part. If it helps, lay
the parts out on a table or work-shop floor. You may start to identify many price inconsistencies. For
example, if you paid 50p for a box of 10 blue pens and £1 for a box of 10 black pens, you would be suspicious
of the pricing structure adopted by your supplier. It may highlight that the supplier does not work from a cost
plus basis but a profit margin basis on the account. For strategic or direct purchases, which typically have a
greater annual spend, this is not a healthy way for you to buy; you are never in control of what the true cost is
and you do not know what the market can offer you unless you re-tender every item. For items like stationery
of low relative importance this is less of a problem, but if it was for 100 investment castings, then this costing
method is not satisfactory. These inconsistencies should be ironed out as part of the negotiation.

2.5 Category Evaluation Questionnaire

The final piece of spend and category analysis that can be done prior to the detailed negotiation lever activities
is to assess the spend category as a whole for the potential suitablity for online negotiation or face-to-face
strategic price negotiation. In both instances the same questions apply in order to identifiy the strengths and
weaknesses for the category in terms of its potential to generate cost reduction in a reasonable timescale. For
this, we recommend you run through the "Category Evaluation Questionnaire" guide to focus this activity.
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3.   Identify the Negotiation Levers

3.1 Price history

The negotiation levers are the intended discussion points that help formulate the overall scale of the cost
reduction target. Once the homework is done on all these levers, you can accumulate and aggregate the
opportunities that may arise in order to factfully state the expectations you have from your supplier.

The most obvious lever is the price history. If your purchase prices have been steadily rising yet you have not
changed any of the design or ordering of the parts, then you should seek the explanations. If there are no
logical explanations then these increases should be reversed. When the price history is examined in
conjunction with other levers, such as raw material price movements or volumes then this is when the lever can
be truly compelling.

3.2 Volume history

When your supplier first won the business, they would have had a sales volume in mind, whether contractually
provided or mentioned as part of the tendering process. It is upon these volumes that they have based their
price levels. Therefore, if you plot the annual volumes from the start of the contract to now you may notice a
steady increase. Any increase in volumes will work in the suppliers favour, as it allows them to change
machines over less regularly, to purchase raw materials more efficiently and in larger volumes, to spread their
overhead and admin costs over a larger volume, to transport the goods more efficiently and so on. If the
supplier is winning from the larger volumes, then it would be fair for you to ask for your share of the efficiency
increases via a price reduction. Check that no volume rebates have taken place in case you are making an
unfair request. Look at the cost breakdown from the original volume levels. Scale up the direct costs to the
new levels, but keep the indirect costs the same, as these do not follow the same logic. Add the two together
and compare to the actual annual spend of the most recent year. You may notice a significant gap and this is
what you should be sharing.

It can be very useful to overlay the price graph with the volume graph. One visual you would never want to
see is the price increasing in line with volumes. We have come across this on occasion and it should be
amended at the earliest opportunity.

3.3 Assessment of key cost drivers

For any given manufactured part, it will consist of raw materials, energy and labour. The energy may be
consumed as fuel to transport the goods or it may be consumed as electricity to power the factory. As such
the energy cost modelling is something of an estimate, unless you know how many Kilowatt Hours your
supplier consumes for example. Labour rates vary enormously across the globe and across roles and on the
whole are not a cost driver that you can model too easily.

Raw materials indices on the other hand are more generally available to download from reputable sites such
as ICIS LOR, Platts, RISI, Metal Bulletin, London Metal Exchange, Mintec and so on. Although your supplier
may not be using those exact grades of material, you can at least model their costs on a percentage
movement basis. Most engineering drawings specify the material grades and the weights. If not, you can
manually weigh the items yourself, such as castings, forgings, machined parts, packaging, plastic mouldings
etc. Superimpose the raw material price graphs over the total part price to see if your pricing has followed
the market. Although you may be in a fixed-price contract, when the time comes to re-negotiate the contract,
this activity can be very useful. Have no doubt that had the material prices moved against you, your supplier
would be the first to let you know. Use the material price movements to estimate the total impact on your
part price. So if your part is 50% steel and the steel price has dropped by 10%, you should ask for a 5%
discount on your prices. Cost modelling of this nature is an extremely powerful way to negotiate, which is
why we have seen it used to great effect in the retail market. Bear in mind it is resource-intensive and can
reveal that you are paying too little. However, that is fair and in the long term nobody should lose out.
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3.   Identify the Negotiation Levers (continued)...

3.4 Benchmarking & "Should-Cost" estimates

The "should-cost" approach is looking at the key manfacturing and raw material constituents of the part to
estimate the approximate level of value-add that has gone in. For example, if, by using the raw material prices
and weights from Section 3.3, you find that the overall material cost of the part is only 10% to 30% of the total
part price and it is not a complicated nor labour-intensive part to make, then you would have a right to
question the price. Work with your engineers to do this analysis across your key line items.

Benchmarking ties in with Section 1.6 around the costed bill of materials. You can either benchmark the
whole part by taking the drawings to a new supplier, or you can benchmark areas of the bill of materials, such
as the fasteners, clips, electrical components, and so forth. The benchmark can be a great way to identify the
areas of opportunity, provided the commerical, techinical and quality terms for the benchmark are up to par
with those of the current supplier. Use the benchmark and should-cost to influence the negotiations. If your
supplier feels that their price is representative of the market or the nature of the part, then strike back with
your contrary knowledge and request the margins be reduced in line with your calculations.

3.5 Currency fluctuations

If you are purchasing parts from abroad in EUR for your company that operates in GBP, you are paying for that
conversion at the interbank rate. Although you may have negotiated a fixed price in EUR, your GBP price is
fluctuating with the interbank rate. If the GBP exchange rate plummets, you will be paying considerably more
for the parts. In this scenario, a currency mechanism would be a useful addition in the contract. However, if
there isn't one, or the mechanism is unfair, then you should certainly add this lever to your negotiation.
Estimate the extent that you have been penalised, and look to share this with your supplier. Bear in mind that
they have not benefitted from the exchange rate, as they have been receiving the same amount in EUR each
payment, therefore it can require some convincing, but ultimately it is in the suppliers interest if they want to
remain competitive and to likewise share the gain if currency moves against them.

3.6 Supply chain history

Your suppliers should also be actively engaging in cost reduction activities themselves, whether through price
negotiation or through re-sourcing their purchases. If they are re-sourcing, you have a right to know in case the
quality levels drop or the lead times increase. Furthermore, you would also have a right to your share of the
benefits, for example if your supplier moved core production to the Far East. Keep an eye on the sub-tiers and
include any significant operational changes in your negotiation discussion.

3.7 Contractual obligations

In Section 1 you compiled a firm grasp of the contract. This lever is where you highlight any contractual
obligations that your supplier has failed to adhere to, be it index-link price movements, providing open-book
costings, holding consignment stock or whatever. The negotiation should act on these failures with a view to
receiving the benefits via a rebate or purchase cost reduction.

3.8 Additional business potential

A key lever to any negotiation is to offer your supplier the opportunity to win new business, but only if they
reduce the prices across the current parts. Treat this with caution as you don't want to offer an uncompetitive
supplier more business. However, it is a positive discussion and can reveal genuine opportunities.

3.9 Corporate financial reports

Finally, as information and knowledge is key, you can consider purchasing the company accounts of your
supplier if they are of sufficient size. Dun and Bradstreet is one such company that provides this information.
We know of one company that used to download these reports and send stern letters to any supplier that
declared more than 10% net profit on their accounts! We are not suggesting you do this, but if your business is
a major part of the suppliers turnover and their profits are large, then you do have a right to ask.
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4.   Final preparation & presentation

4.1 Set the scene & de-personalise the need

The final part of the preparation is to package up all the levers and discussion points into a clear and concise
presentation. A typical structure for the presentation can be as follows: agenda, background and objectives,
overview of the negotiation levers, expectations and the next steps with timescales. To get the most out of the
discussions, make sure the decision makers are there from both parties, so that nothing is lost in
communication.

Within the background and objectives, it is useful to de-personalise the current environment. By that we mean
state actual figures on how much price pressure your company is under. State what has happened to your
volumes. State what you need to keep ahead of the competition. Make it clear that you are not being greedy
but that you genuinely have a need to reduce costs.

4.2 Incentivise a collaborative approach

The idea for the opening gambit is to convey the message that if your supplier helps you out, they will in turn be
helping themselves out by enabling you to sell more product and therefore increasing their volumes with you. If
you can reference a time when your company helped your supplier out then mention it. Highlight what has
gone well in the relationship over the years and give credit where it is due. Acknowledge that some benefits
you are letting the supplier keep, such as the historical increase in volumes, but that others you would like to re-
balance together based on market conditions. Stress that collaboration in this way is particularly important as
you have the potential to offer significant new business, but would like to know that it would be the right move
to do so.

4.3 Graphically highlight the levers

Try to make your key points in a graphical format, particularly the negotiation levers such as price and volume
history, key cost driver and currency movements, benchmarking reports and so on. This makes the points much
more readily understandable, clearly shows the trends that can be more difficult to describe and it remains in
the mind for longer. Annotate the graphs with the key figures, such as "35% increase" or "27% reduction" to hit
the point home.

4.4 State your expectations

Whilst you may present all this information in really clear fashion, your supplier may quite legitimately ask, "So
what?". To anticipate this, a slide in your presentation should state clearly what you are looking for, down to
the last percent, fully supported by the levers you have put together. As with any negotiation, it would be
unlikely that you woud be offered this full amount, but it does give everyone a starting point. At the least, you
should be looking to achieve 50% of your target cost reduction, as that would assume an even share. State your
timescales and conditions as part of your expectation. However, always have in your mind what your best
alternative to a negotiated agreement is. Read our guide called "Face-to-Face Negotiation Strategy" for support
on this.

4.5 Outline the next steps

The final slide in the deck, once you have set the scene, stated the need, outlined the reasons and what you are
looking for, is what happens next. At what point are you looking for an initial response? It would be fair to
allow a couple of days or weeks for this; you certainly won't get your answer on the day but you will probably
cover many of the points. At what point do you re-convene and discuss further? At what point do you decide
to take other steps? List these steps out so that all parties are clear on what is going to happen. Granted some
steps are conditional on the meeting itself, however by drawing out your actions, it does emphasise the
significance and demonstrates that you won't allow the meeting to disappear quietly into the past.

We wish you the best of luck with the discussions. Please consider that one of your alternatives, if your
discussions fall on deaf ears, is to initiate an Online Negotiation Event, and where better to do that than Market
Dojo!


