Developing a Commodity Strategy – Specialty Papers

Jennifer Roberts was first assigned to lead a commodity group focused on commodity papers in 1999.  Although she had taken a Market Research course while taking her MBA, this was her first experience in developing a commodity strategy.

Learning the Basics

“The first thing I had to do was learn about paper!  I didn’t know a whole lot about it , so I had to learn all of the terms and lingo of the paper industry.  I had to become a paper expert –I spent a lot of time ‘mucking around’ learning as much as I could about paper.”

Jennifer began by reading a couple of books on the subject.  One was The Paper Dictionary, which included all sorts of terminology about paper and how it is produced.  When Jennifer started reading the book in 1999, it was at least ten years old.  However, the terminology was still the same.  Jennifer noted that “None of the major terms and processes for non-technology commodities change radically over a ten year period.  The processes and terminology stays pretty much the same.  Most of the changes have to do with the market environment for the commodity.”

Another book she found was called “Paper:  The Fifth Wonder”, and was given to her by one of her suppliers.  Again, the book was quite old (1959) but still highly applicable.  Jennifer notes that “Before you begin developing any type of commodity strategy, it is very important to learn the basics. This was also the case in my old job when I worked at Alcoa.  Nothing has changed in the terminology of aluminum processing, but learning the basic terms is critical.”  A good website that provided a history of paper production is International Paper’s website: 

http://www.internationalpaper.com.

(Visit the section on “About Us”, and see the timeline on the history of paper, as well as the “Short History” (20 pages!) on International Paper.)

Quantitative Research

After learning the basics, Jennifer was ready for some more advanced information on the paper industry.  She dived into one of the best trade journals around:  Pulp and Paper Week.  Many of the traditional commodities such as paper, steel, chemicals, and others have their own from Miller Freeman.  

(Other types of commodity information is available through the Miller Freeman  / CMP site at:  http://www.mfi.com/.  Other information related to research on commodities includes:

http://www.reedbusiness.it/eindex.html
http://www.thomasregister.com
http://www.ubminfo.co.uk/main.asp
http://www.purchasing.com
http://www.ism.com
http://www.advanstar.com)

The site that proved to be the most relevant to this particular commodity was

  http://www.paperloop.com., the official website for Pulp and Paper Week.  Although the subscription to PPW is a stiff $800 per year, the access to the information is well worth it.  In fact, Jennifer points out that “You can’t manage paper without it.”

Pulp and Paper Week and the website provides a variety of information, including recent mergers and acquisitions in the industry, company financials, and one of the most used features, PriceWatch.  PriceWatch provides up to date pricing on paper and paperboard – and provides monthly pricing from a variety of different sources.

This information is provided essentially in a raw format, and needs to be digested, edited, and put into a useful format for decision-making.  Jennifer takes the information from these sources and inserts it into her own spreadsheet that renders the information applicable to Sonoco.  Some of the questions used to filter the information includes:

· Does this fit into this category?

· How up to date is the information?

· How does this information compare to what my sources are telling me?

· What are the trends?

· What are the underlying drivers for these changes?

· What are the possible “worse case” scenarios that could impact this commodity, and what contingency plans should I put in place? 

Pulp and Paper Weekly tends to be very data oriented – and also provides data on plant/mill closures and environmental issues, export data, and all sorts of elements that are relevant to the industry.  They also publish a monthly journal called Pulp and Paper.  This tends to include a greater number of articles on strategy, indepth articles on CEO profiles, and other information.

A great source of information on global supply conditions is published by the CIA: World Fact book (http://www.cia.gov/cia/publications/factbook/index.html), which provides an overview of every country worldwide.  This is important for purchasing from sources in Asia or India – gives you lots of information on that country, including local conditions, country economy, government, political threats, and other critical issues that you need to be aware of before when sourcing from global suppliers.

Sonoco has a lot of resources available to people if they can take the time to do the research.  We have a Business Resource Center – which is a corporate communications group that collects a lot of information on business and financial magazines that are relevant to our business.  They are a great resource,   and have a library for all of this material, including market research.  A public library or university library is also a great resource for this type of information.

Resources available include:

Market Share Reporter

PPI Detailed Reports

Industry & Trade Outlook

Directory of Corporate Affiliations

Annual Reports for Various Corporations

International Paper Directory

Lockwood Post’s Directory of the Pulp, Paper & Allied Trades

Periodicals

Paper Age

Paperboard Packaging

PaperMaker

Qualitative Research

The information gleaned from the public sites is only useful when interpreted within the local conditions within the supply base.  Thus, a lot of “qualitative” market research has to be done as well.  There is simply no substitute for “ground work” that takes place by visiting paper mills and speaking to people face to face.  Jennifer notes that:  “An important part of the learning takes place by simply visiting the mills, and understanding the local conditions that they are facing.  The plant people are happy to explain to you what the raw material cost drivers are, as well as how they are changing.  It is also a good idea to visit several mills.  You don’t have to go to a lot of them – but by visiting a  handful of mills,  and speaking to different people, you can learn a lot.  Don’t be afraid to ask a lot of questions, even if they seem naïve. If you want to learn from the people at the mills, you have to be friendly, but it is important to be professional.  You can’t be their ‘buddy’.   Your sales person understands this, and will make every attempt to ensure that the relationship is professional.”

In some cases, the financial ratios obtained from Pulp and Paper Week can be used and summarized to get a good picture of how the company is doing.  However, private companies are different.  For example, Deerfield is a privately held company– so you have to ask them the right kinds of questions to get the answer to the question through indirect means.  Jennifer notes that “You can start out by asking “How is business?”  Of course, you also need to learn and understand what their other businesses are.  For example, West Carroll Parchment is a major supplier to Sonoco, but by comparison to their sales in the food industry, we are very small.  The major portion of their sales is supplying baking sheets to cookie companies – so when you ask them about how their business is going, you should be aware of how the cookie business is doing!  Also, be aware of whether a newer technology could potentially put them out of business.  If the cookie industry is not going well, we could lose them as a supplier!”

Market Factors

An understanding of the commodity relative to the broader economic and market trends is critical in developing a commodity strategy.  Global trade and supply/demand conditions have a major impact on many commodities purchased by Sonoco.  For example, in paper, a shortage of pulp due to government sanctions, natural weather patterns, natural phenomena, and restrictions of imports are almost surely going to cause pulp prices to escalate.  It doesn’t take a crystal ball to see this event from occurring.  Similarly, the current cold weather is driving current natural gas inventories to be depleted, – which will naturally cause prices to escalate.   Additionally, the impending war with Iraq is having an influence on natural gas prices.

Another important market factor is the frequency with which Sonoco’s customers re-negotiate contracts.  Jennifer notes that “In a lot of our contracts – our customers may only allow for changes to product pricing twice a year.  Clearly, we can’t push our cost increases through to customers unless we have aligned supply strategies.  If we change customer contracts on July 1, then our paper prices also have to change on July 1.  To re-negotiate, we will most often use average prices published in Pulp and Paper Week.  Although the Producer Price Index (http://www.bls.gov) also has price increases, our experience is that this information tends to lag too far, and is not as in-depth for specialty papers.  

A good source of data on pricing published on a monthly basis is the ICE-Alert published by Thinking Cap Solutions, Inc. (http://www.ice-alert.com), which is a monthly guide to emerging price, cost and demand trends in U.S. manufacturing.  The publication is based on a proprietary industry cost escalation model (LMIQ), and primarily uses the price indexes from the U.S. Bureau of Labor Statistics.  The LMIQ model also uses data from the U.S., Census Bureau, the U.S. Bureao of Economic Analysis; the U.S. Commerce Department; and the Federal Reserve Board.  The publication is purchased by Sonoco, and provides information on price forecasts, price risks, profit-margin implications, level of pressure felt by suppliers to raise or lower prices, managing prices in the typical industry product, forming an opinion regarding price changes, and other general predictions.

An important part of developing a commodity strategy is to develop an understanding of the cost driver’s within the targeted commodity area.  For example, Jennifer notes that in paper a paper made from pulp,(not recycled material), the average cost breakdown is:

Raw Materials (Pulps, Chemicals, Dyes)    50-60%

Energy                              


5-10%

Direct & Indirect Labor             

8-13%

Scrap                         



5-8%

Other (Overhead, Downtime, etc)           
5-10%

Profit                              


10-20%

This issue changes for recycled vs. virgin paper. Obviously, the raw materials for a paper made from recycled paper are cheaper than those made from pulp which skews the percentages down.  Any paper made from virgin pulp or even a combination of recycled and virgin material will have a higher percentage of raw material costs.

Understanding what is driving costs in any of these areas is important in predicting what costs are increasing, and when to expect price increases.

The Bottom Line:  Talking face to face with the experts

An integral part of developing a commodity strategy is putting together the right people on the team, and getting the best from them.  All of the information collected is useless unless bumped up against the reality of the situation within the company applying it.  It is difficult to create a focused commodity team when people are being re-assigned – and thus it is more important than ever to put together a documented, focused commodity strategy that brings together the best elements of the people that participated in the strategy, and document this knowledge for newcomers to the purchasing position.

Jennifer comments that “I was managing 4 commodities that had not received focused attention in the past, which was probably too much for someone new to the supply management discipline.  We have brought more people into this commodity group, but with re-assignments, they often leave which underscores the need for a document detailing everything about the commodity.  I was able to put together a documented focused strategy in corrugated– but after a year, this also needs updating (pending the results of a sourcing team).  If you don’t know what is happening in the market or don’t have documentation which can be updated relatively quickly, it is difficult to manage the commodity on an on-going basis.  

One of the best sources of information is your own technical people who are familiar with the product and the process in which the commodity will be used.  As Jennifer noted, “We make paper – so it was natural for me to visit with the paper division people internally and ask them for information.  I started out by building a spiral binder to take notes, and filled it up with all kinds of useful information, including how to make conversions, interpret process data, and lots of other important details.  This wasn’t a problem for me - I like to do it.  But I also realize that some people would like to have it all put together for them, and that’s why it’s important to document.  I also do a lot of research online – I learn a lot from my supplier websites, in addition to public websites!”

Keeping Current

With all of the changes in the market, it is more important than ever to keep abreast of current events   In paper, Jennifer must keep on top of what mills are out there, who is consolidating, and most importantly, what mills are shutting down temporarily or permanently with the downturn in the economy!  Jennifer regularly checks Paperloop to read the newsclips on all of the mills that are being bought out, as there is a tremendous amount of consolidation in the industry.  With buyouts, a big threat is a mill closure. Jennifer notes that “If there is a plant closure and the paper you are purchasing happens to be made at that plant – that will kill you.  If you are given enough warning, you have enough time to run some trials and develop an alternative source.  Otherwise, you need to buy a year’s worth of supplies and stockpile it.  xpedx  (a division of IP) will often handle this, as they are a paper distributor that handles and consolidates paper.  They will also alert us to potential shutdowns, and keep us informed as to what is going on.  Recently, IP was closing a Mobile Alabama plant that produced some of our paper and they warned us in enough time to prevent a shortage.

In my new role as sourcing manager for business development – I sit on the team developing new products to ensure that the sourcing decisions  for new products are aligned with and included in the overall sourcing decisions made by Supply Management and the sourcing teams..  This is a strategic role that we should be playing to help make sourcing decisions early by working with the design teams.  To successfully do this role, since the primary components in our new industrial products are still paper and packaging, I continue to and read about the paper industry to stay current with market trends.

(Note:  The case is based on insights from interviews with Jennifer Roberts, Marie Carbrey, and Ron Brown of Sonoco Products,  along with insights from Rob Handfield of NC State University.) 

