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peek under the hood

Is Your Supplier Healthy?
Its P&L statement can contain
vital clues to its well-being

By Tom Kosnik

nderstanding the cost structure of a staffing

supplier is critical to discovering the best and

most stable staffing vendors in the market place.
A common mistake from buyers is deciding whether to
contract with a staffing supplier based on intuition or
qualitative data rather than hard financial data. The profit
and loss statement of a staffing vendor may be the best
and most accurate source in determining the health of a
staffing supplier. But it is generally a source that buyers

do not ask about.
Examining the profir and
loss starement of a staffing
supplier should raise some
intriguing questions. This
information should enable
you to make better decisions
about your staffing vendors
and gain a new msight from
a staffing vendor’s perspecoive
regarding its COSC Structures.

P&L: A Primer
The basic structure of a profic
and loss statement for a tem-
porary staffing supplier
would include the following:
= Revenue
e Cost of sales
e (Gross margin
# Sales and recruiting
expenses
® General and adminisera-
tive expenses
® Pre-rax net income

Revenue Basis. There
are many sources of a staffing
firm’s revenue. The main
SOUTCES are termporary, tem-
porary-to-direct, payrolling

- and direct hire,

Temporary revenue is
generated from fulfilling rem-
porary assignments at a client
site. These temporaries
vary greatly, from 510-
an-hour light mdustrial
workers to $75-an-
hour IT consultants.
This is the heart of a
staffing firm’s business
and the kind of rev-
enue that they typically
desire the most,

Temp to Hire
Temporary-to-direct

hire revenue is gener-

ated from assignments
where the client brings

a potential employee

on through a staffing
vendor for a certain

time period prior
making an offer for

full employment. It 1s

the “try before vou

hire™ scenario.

Staffing suppliers gen-
erally do not like temp-to-
direct revenue because it is
a service in which they are
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consistently giving up a per-
centage of their inventory.
Omnee a resource has gone o
a client, the vendor has o
find another resource to

use for assignments.

Payrolling Proceeds
Payrolling revenue comes
from clients thar desire a
staffing vendor to adminis-
trare the payroll function for
a body of employees, Similar
to traditional temporary
staffing, the emplover of

record is the staffing vendor.
For ather than payroll spe-
cialist firms, this is typically a

low priority, as it requires sig-
nificant administracive work
and the margins and profit
are low.

Direct Hire

Direct hire revenue is generar-
ed from finding full-time
employees for clients. For
mast temporary staffing ven-
dors, direct hire makes up a
very small percentage of their
overall revenue, and even
though it can he more prof-
itable than temporary staffing
setvices, it generally
causes more chal-
lenges than what

it is worth.

Cost of sales.
The cost of sales
for a staffing sup-
plier typically
includes the rempo-
raries’ wages, the
temporaries’ city,
state and federal
income taxes, and
workers’ compen-
sation insurance
E‘NPL"HHL’.

Temporary
WAZES Can range
from $10-an-hour
to $75-an-hour or
MOFe IN 50me spe-
cialty cases or
needs. While a
buyer can have
some sav in the
pay rate, the staffing firm
is at the mercy of marker
demand and the bill rate the




buyer is willing to pay.
Staffing firms have other
expenses, and buyers pay for
thase, oo,

Ciry, state and federal
taxes, on the other hand, are
ser and straight forward.
Whether the temporary
employee is a person working
for a company or its staffing
vendor, these costs are fixed
and must be paid, and eco-
nomies of scale do not apply
regardless of the amount of
remporary services a buyer
purchases. This fixed cost is
in the invoice thar a company
receives from a staffing
vendor. It is prudent to know
what these expenses are in
the invoice from a supplier
when approaching the
negoriation.

Workers Comp
Required by law, workers’
compensation insurance rates

can vary from staffing supplier

to supplier. It is a good idea
for a company to know its
supplier’s workers’ compen-
sation modification rate, as it
can affect hill rares. Vendors
that manage their workers’
compensation claims well are
in a position to keep this
portion of their cost of sales
rEEISDI'IﬂIJ].E-'.-

A high modification rate
may indicate mismanagement
of workers” compensation
claims and acceptance of
risky busimess, although there
are some cases where outside
influences affect the workers’
COMENSATIonN eXPenses
through no fault of the ven-
dor. A low modification
rate, meanwhile, can indicate
healthy management of
workers' compensation
claims, which in tum is
indicative of good manage-

ment at the supplier’s site.
Gross margin. Gross
margin is revenue minus cost
of sales (generally pay rate
plus taxes and benefits) and is

overall health.

rypically discussed as a per-
centage of revenue. General
commercial staffing suppliers
will often have an ayverage
zross margin ranging from
L6 percent to 20 percent.
Specialty staffing suppliers
will have an average pross
margin ranging from 20 per-
cent to 30 percent or higher
Gross margin is the cen-
tral figure for a staffing sup-
plier in terms of understand-
ing the ratios of their expens-
es. More astute staffing sup-
pliers manage their expenses
as a percentage of their gross
margin. In general, one third
of the gross margin is allocat-
ed toward total sales and
recruiting expense, one third
toward general and adminis-
trative expense and one third
toward pre-tax net income.
Finding our your suppli-
er's average gross margin
overall, as well as the average
Zross Mmargin on your
account, can be very reveal-
ing. An average gross margin
on an account of 11 percent
to 16 percent could point to
risky business. A supplier
would have to cut corners in

order to offer services at such
low margins. The supplier
will say that it is doing “this”
and “that™ regarding your
account. Chances are, “this”

Rather than using invoices to
determine which vendors to
use, base your decision on the
vendor's P&L statements and

and “that™ are not happening
because there are not enough
margin dollars coming
through the account.

A supplier’s gross margin
also points to the concepe of
“pass through” dollars. If a
supplier has an average gross
margin of 20 percent, then 80
percent of the revenue is con-
sidered “pass through™ dol-
lars — it is going to pay tem-
porary worker’s wages, taxes
and insurances. Many buyers
decide whether to contract
with a staffing supplier based
on the invoices that they are
seemng from a supplies. It
would be far wiser to base
such decisions on understand-
ing the supplier’s average
Zross Margin on your
account,

Sales and recruiting
expenses. | he sales and
recruiting expense includes
the wages, commissions,
taxes, insurances and benefirs
for the entire sales and
recruiting team of a supplier.

Knowing the details
about this expense can be
important for a buyer. This
expense generally ranges from

30 percent to 40 percent of
the gross margin. In general,
a supplier whose sales and
recruiting expense exceeds 30
percent to 40 percent of the
gross margin either has
underperforming employees
or compensation plans or
hase salaries that are too rich
or out of line with industry
standards. Either case points
back to inadequate manage-
ment and poor decision-mak-
ing ar the management level.
As a buyer, you want suppli-
ers that are providing smart
and effective management,

There are some cases,
though, when the sales and
recruiting expense exceeding
40 percent is not a bad sign.
For example, when a supplier
is prowing ar 30 percent to
100 percent, it is not uncom-
mon to see the sales and
recruiting expense high
because the supplier is bring-
ing on a lot of new employees
to service new business and
these new employees have not
vet reached full producrion
potential. Therefore, compa-
nies should inquire about the
staffing vendor’s rate of
growth when evaluating sales
and recruiting expenscs
Against gross margin.

When evaluating your
vendor’s sales and recruiting
expenses, it would be a good
idea to understand the effi-
ciency of your internal
recruiting team. Whether
done at a company’s site or at
irs staffing vendor, the recruit-
ing function still costs money.
Going through a staffing ven-
dor does not mitigate away
the fulfillment expense, but it
should reduce the expense for
a buver. Therefore, in order
to determine if outsourcing
the function makes sense, vou
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should perform a quick exer-
cise to determine the efficien-
cy of your internal recruiting
team. If a supplier cannot be
more efficient than vour
internal recruiting team, then
it does not make sense to our-
source this function. In most
cases, because a staffing
firm’s core competency is
staffing, it generally can be
more efficient than the buyer
ar recruiting,

General and adminis-
trative expense. General
and administracive expenses,
which generally are 20 per-
cent to 3(} percent of gross
margin, include items such
as rent, phones, business
isurances, information tech-
nology, professional fees,
travel and entertainment,
marketing and job boards

General and administra-
tive expenses that exceed 30
percent of the gross margin
indicate poor expense man-
agement. On the other side, a
supplier with such expenses
thar fall below 15 percent of
the gross margin likely is cur-
ting a lot of corners and pay-
ing internal emplovees belowe-
industry standards.

The location of the ven-
dar will affect the expenses as
well. In urban settings, the
general and administracive
expenses will be closer ro that
30 percent of the gross mar-
gin and in rural setrings the
general and administracive
cxpense will be closer to 20
PEECent.

Pre-tax net income.
The net income, the staffing
supplier’s profit, ranges from
3 percent to 10 percent of
revente. Wiser staffing sup-
pliers will attempt to drop 30
percent of the gross margin
roward net meome. A staffing

supplier whose average gross
margin is 18 percent should
have a pre-tax ner income
af § percent or & percent of
revenue,

If a staffing supplier
has $30 million in annual

e o=l S T B T = e |
Most staffing vendors will be

hesitant to hand over or
answer questions about their
profit and loss statement. In
order not to alienate your

revenue with a 1 percent net

income, something is wrong,

It can be a high-risk or
pootly managed vendor,

While the owner of the
business could be legitimately
draining the company of
profits through distributions,
this is something you can ask
about.

The owner could be try-
ing to show as little profit as
possible i order o reduce
tax liabilities. The owner
could be using net income
dollars to fund account
receivables or even acquisi-
tions of other staffing firms.
All such cases justify a
below-average net income
percentage.

On the other hand, the
business could have a below-
average net mcome hecause
the business is paying for the
owner’s vacation home, The
owner of the business may
think, “Why should a buyer
care whart [ do with the net
income of my business? The
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money s mine, | worked for it
and I will do with it whar |
like.™ The point is, well-man-
aged staffing suppliers will he
gerting good advice from
accountants and lawyers and
will be making smart cash

staffing supplier, tread carefully

management decisions, Poor
cash management will generally
mean a higher-risk supplicn

Working the Numbers
Most staffing vendors will he
hesitant to hand over or
answer questions abour their
profit and loss statements. In
order not to alienate your
staffing suppliers, keep these
things in mind.

To starr, pull tagether a
team from your HR, pur-
chasing and the finance
departments. Determine the
specific outcomes you are
attempting o gain by access-
ing such informadion from
vour vendors, Develop the
framework andfor program,
how it is going to be con-
ducted, evaluated and whar
you are going ro do with the
results. How does it all sup-
port your company’s staffing
strategy?

Once your program has
been defined and developed,
assign one person in your

organization to request and
evaluate the financial infor-
mation. (You may assign this
person an assistant, depend-
ing on how many vendors
vou will be evalvuating.) This
person will follow the pro-
gram and be consistent with
every staffing supplier.
Having favorites or bending
the rules for certain staffing
suppliers will put the pro-
gram as risk.

After all of the data have
been collected and analyzed,
do something with the infor-
martion and program. Wean
the staffing suppliers off your
vendors list you deem as
high-risk and go find staffing
suppliers that fit a partnering
profile. Again, the point of
the exercise is to rid yvour
company of high-risk staffing
vendors and surround your
company with well-managed
statfing suppliers thar will
meet your human capital
acquisition needs efficiently
and effectively.

Finally, evaluate the pro-
gram and the specific work
regularly. Do not be afraid
to bring in some staffing
vendars ar this stage. Don't
be afraid to use an ourside,
abjective firm to gain feed-
back from staffing suppliers
ﬂbﬂ“t e prt}gmn‘l in
which vou are requesting
finanaial information from
vour suppliers. In the end
you want to avoid alienating
your company from the best
staffing firms in the market-
place and make these suppli-
£rs true partners. &

Torm Kosnik = & cerified organiza-
tional development eonsultant spe-
cizlizing in the area of human capital
managamant. He can be reached at
AN2-527-2950 ar thosmikSvisus.us,




