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This eighth edition of what originated in 1965 as the textbook
Purchasing and Materials Management: Text and Cases is dedicated to
founding coauthor Donald W. Dobler.

Dr. Dobler was truly one of the “grand old men” of purchasing and supply
management.

After graduating from Colorado State University with a B.S. in Mechanical
Engineering in 1950, Don began his professional life as an applications
engineer with the Westinghouse Electric Corporation. Subsequently, he
was Manager of Purchasing and Materials for the FMC Corporation.

Don then enrolled in the doctoral program at Stanford University’s School of
Business, where he collaborated with the late Lamar Lee, Jr., to create the first
three editions of their increasingly popular and impactful textbook. He received a
Ph.D. and an M.B.A. in Industrial Management from Stanford University in 1960.

After graduating, Dr. Dobler joined the faculties of Utah State University and then
Dartmouth College. In 1966, Dr. Dobler accepted the Deanship of the School of
Business at Colorado State University, where he was the school’s longest serving
Dean. In addition to his duties as Dean, Dr. Dobler found time for his wife, Elaine,
and their children and his many civic contributions to the city of Fort Collins

and the state of Colorado, consulting to manufacturing and service organizations in
both the operations and the educational/training areas. In recognition of his
distinguished service to the purchasing profession, Dr. Dobler was awarded the

J. Shipman gold medal from the Institute for Supply Management.

Don joined the National Association of Purchasing Management (the forerunner of
the Institute for Supply Management) in 1970. He built an impressive record

of service: editor of the Journal of Purchasing and Materials Management, member
of the P.M.A of Denver’s Pro-D Committee, contributing author to the C.P.M. Study
Guide, coeditor of the Purchasing Handbook, and Corporate Vice President for the
National Association of Purchasing Management, where he was responsible for its
certification and educational programs.

Clearly, Dr. Donald W. Dobler has had an incredible impact on his community,
academia, corporate America, and the profession of procurement! He is truly a
remarkable individual. The dedication of this edition is a modest recognition of

Dr. Dobler’s role as a thought leader and a gentleman. | am greatly honored to have
been Don’s coauthor on four editions of this text!

Respectfully,
David N. Burt, Ph. D.
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David’s publications include seven books and numerous articles. His articles have appeared in The
Journal of Purchasing, Harvard Business Review, Thexis, MIT’s Sloan Management Review, The Journal
of Marketing Research and The California Management Review.

David has been a buyer, negotiator, and a CPO (Chief Procurement Officer) of three organizations.
He began his career as an Air Force Procurement Officer during the 1950s at a time when the Air Force
was one of the few organizations in the world to recognize the critical importance of procurement. As a
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his B.A. in Economics at the University of Colorado, M.S.I.A. at the University of Michigan and Ph.D. in
Logistics from Stanford University.

vi



About the Authors vii

Sheila D. Petcavage is Assistant Professor and Business Coordinator at Cuyahoga Community
College Western Campus in Cleveland, Ohio. She is the Coordinator of Business, Math and Technology
Associate Degree Programs. Ms. Petcavage has a B.A. degree in Business administration with honors—
Cum Laude and an M.B.A. from Baldwin Wallace College in Cleveland, Ohio.

She has over 15 years of purchasing and operations management experience in both manufacturing
and distribution including Corporate Purchasing Manager, Premier Industrial Corporation, Senior buyer at
Johnson & Johnson Corporation, Technicare Division and Material Planner/Buyer at the Tappan Corpora-
tion, Air Conditioning Division.

She is an active member of The Institute for Supply Management (ISM) and the Purchasing Manage-
ment Association of Cleveland, Ohio, where she has served on the Board of Directors. She is a board
member of the ISM Management Materials Group and serves as Editor of its News Publication. She holds
the Lifetime Certified Purchasing Manager (C.P.M.) Designation. In 2003, she received the Ted R. Thomp-
son Award for outstanding leadership in purchasing education from the Columbus, Ohio, Purchasing
Management Association.

Richard L. Pinkerton is Professor Emeritus of Marketing and Logistics at California State Univer-
sity, Fresno. He received his B.A. in Economics from the University of Michigan in Ann Arbor, his M.B.A.
from Case Western Reserve in Cleveland, Ohio, and a Ph.D. in Marketing and Curriculum Studies from the
University of Wisconsin, Madison. His Dissertation “A Curriculum for Purchasing,” 1969, was sponsored
by the National Association of Purchasing (NAPM) and is regarded as one of the key benchmark studies
in the field of purchasing. A past Dean of the Graduate School of Administration at Capital University in
Columbus, Ohio, he also served as Chair and Business Center Director of the Craig School of Business,
California State University at Fresno, California. He is a Certified Purchasing Manager (C.P.M.) with a
lifetime designation.

His industrial experience includes Market Research Analyst for the Harris Corporation of Melbourne,
Florida, and Manager of Sales Development at the Webb-Triax Company of Cleveland, Ohio. His consult-
ing experience includes, Pepsi-Cola, Quaker Oats, Perkin Elmer Laser Lamps, Con Edison of New York
City, PG&E of San Francisco, IBM and the Oracle Corporation. For almost 40 years he has served The
Institute for Supply Management (ISM) (NAPM) in various leadership roles at both the national and local
levels, including Chair of the Academic Planning Committee. He was a long-time member of the
Purchasing Today (now called Inside Supply Management) and Info-Edge Editorial Review Boards, Chair
of the 1992 NAPM Research Symposium and the NAPM representative at the 1992 convention of the
Chile Procurement Society in Santiago, Chile. At the local level, Professor Pinkerton was very active in
the Columbus, Ohio, Cleveland, Ohio, Fresno, California and Silicon Valley Purchasing Associations and
is a life member of the Northern California Purchasing Association.

His research on European Union Procurement Issues, Competitive Intelligence and Supply Chain
Management is quoted in eight leading supply chain books. He has taught and consulted in Singapore,
United Kingdom, Germany, Slovakia, Chile, Poland and Saudi Arabia.

He is co-author with David N. Burt of A Purchasing Manager’s Guide to Strategic Proactive Procure-
ment, published by the American Management Association. In 2002, he was given the Ted R. Thompson
Purchasing Educator’s Award by the NAPM—ISM Columbus, Ohio, Purchasing Association for his out-
standing contribution to purchasing education. A retired Lt. Col. in the USAF Ready Reserves, he holds
the Meritorious Service Medal for his many years of military service. He is an honorary member of the
Purchasing Management Association of Cleveland, Ohio, his hometown, where he now lives.



BRIEF CONTENTS

Foreword  xxix

Preface xxxi

PART 1
The Foundation 1

1. The Progression to Professional Supply Management 5

2. Organizational Issues 30
3. Supply Management: An Organization-Spanning Activity 49
4. A Portfolio of Relationships 63

PART 2
The Requirements Process 89
5. New Product Development 93

6. Purchasing Descriptions and Specifications 118
7. Managing for Quality 141

8. The Procurement of Equipment 177

9. Purchasing Services 194

PART 3

s ina: S - B ti 1 C te Out . 215
10. Outsourcing 217
11. Sourcing 240
12. Global Supply Management 273

viii



Brief Contents

PART 4

ix

Cost Management 301
13. Total Cost of Ownership 303

14. Price and Cost Analysis 321
15. Methods of Compensation 352
16. Negotiation 371

PART 5

Managing Contracts and Relationships 397

17. Contract Formation and Legal Issues 399
18. Contract and Relationship Management 419
19. Ethics and Social Responsibilities 437

PART 6

Materials Management 459

20. Production and Inventory Control 461

21. Demand Management and Logistics 527

PART 7

Implementing Value Network Management 541

22. Implementing Value Network Management 543

Name Index 585

Subject Index 590



Foreword  xxix

Preface xxxi

PART 1

The Foundation 1

Chapter 1

The Progression to Professional Supply Management

Chapter Objectives 5
Vignette: Careers in Purchasing and Supply Management 5
The Five M’s 7
Supply Management and the Bottom Line 9
Increased Sales 10
Lower Total Cost of Ownership 11
Supply Management and Return on Investment 13
The Progression to Strategic Supply Chain Management 13
Supply Chains 13
The Supply and Value Networks: The Next Phase of Supply Chain Management 15
The Extended Enterprise 17
Implementing Strategic Supply Chain Management 17
The Roles of a Supply Management Professional 17
Concluding Remarks 19
Discussion Questions 19
Internet Exercise: Honda in America 20
Suggested Reading 20
Appendix: An Overview of the Mechanics of Supply Management 21

5



Contents

Chapter 2

Organizational Issues 30

Chapter Objectives 30
Vignette: A Strategic Shift for Xenia 30
Placement of Supply Management Within the Organization 32
Other Factors That Affect Organizational Structure 33
Classification of Responsibilities and Activities 33
Operational versus Strategic Responsibilities 33
Organizational Authority 34
e-Commerce 36
Organizational Structures 36
The Materials Management Organization 36
The Supply Chain Management Structure 37
Organizing with Cross-Functional Teams 37
Concluding Remarks 38
Discussion Questions 38
Internet Exercise: United Technologies: Company Highlights “Supply Management wins
Purchasing medal of excellence” 38
Suggested Reading 39
Appendix: Benefits Resulting from Cross-Functional Teams 39

Chapter 3
Supply Management: An Organization-Spanning Activity 49

Chapter Objectives 49
Vignette: Troubles at Eagle Manufacturing Company 49
Supply Management’s Relations with Other Departments 51
Supply Management and Engineering 51
Supply Management and Manufacturing and Operations 53
Supply Management and Quality 54
Supply Management and Marketing 55
Supply Management and Finance 56
Supply Management and Information Technology 56
Supply Management and Logistics 58
Supply Management and Accounts Payable 58
Supply Management and Lawyers 59
Supply Management in Nonmanufacturing Organizations 59
Supply Management in Government 60

xi



xii Contents

Supply Management and the External Environment 60
Business Relationships 60
Monitoring the Supply Environment 60
Completing the Supply Chain Linkage: Supplier Integration with the Customer 61
Concluding Remarks 61
Discussion Questions 62
Internet Exercise: Reverse Auction Sites 62
Suggested Reading 62

Chapter 4
A Portfolio of Relationships 63

Chapter Objectives 63

Vignette: A Supplier Alliance at Quaker Oats 63

A Transformation in Relationships 65

Three Types of Buyer-Supplier Relationships 65
Transactional Relationships 66
Collaborative and Alliance Relationships 68
Collaborative Relationships 69
Supply Alliances 70
Which Relationship Is Appropriate? 72

The Supplier’s Perspective 73

Questions to Be Addressed before Proceeding 74

Developing and Managing Collaborative and Alliance Relationships 74
Situations in Which Alliances May Not be Appropriate 74

The Role of Power 76

A Portfolio Approach 77

New Skills and Attitudes Required 77

e-Commerce and the “Right” Type of Relationship 78

Relationships of the Future 79

Concluding Remarks 80

Discussion Questions 80

Internet Exercise: TradeAccess, Inc. 81

Suggested Reading 81

Appendix A: Institutional Trust 81

Appendix B: Supply Management in Action 84



Contents

PART 2

The BRequirements Process 89

xiii

Chapter 5

New Product Development 093

Chapter Objectives 93
Vignette: An Opportunity at Elite Electronics? 93
The Design Process 97
The Investigation or Concept Formation Phase 100
The Development Phase 104
Value Engineering vis-a-vis Value Analysis 106
The Production Phase 110
Engineering Change Management 112
How to Expand Supply Management’s Contributions 113
Design or Project Teams 113
Materials Engineers 114
Colocation 114
Supply Management Professionals Who Interface Successfully with Engineers 114
Concluding Remarks 114
End Notes 115
Discussion Questions 115
Internet Exercise: New Product Development: WIKIPEDIA 116
Suggested Reading 116

Chapter 6

Purchasing Descriptions and Specifications 118

Chapter Objectives 118

Vignette: The Simple Sandwich 118

Specifications and Standardization 119

Purposes of Specifications 120
Collaborative Development 120

Categories of Specifications 121
Simple Specifications 122
Complex Specifications 125
Combination of Methods 128

Development of Specifications 128
Organizational Approaches 128
Supply Management Research 130



xiv Contents

Writing Specifications 130
Common Specifications Problems 130
Standardization 132
History of Standardization 132
Types and Sources of Standards 133
Benefits of Standardization 134
Simplification 135
Developing a Standardization Program
Standards Team 137
Importance of Supply Management 137
Materials Catalog 137
Electronic Materials Catalogs 138
Concluding Remarks 138
Discussion Questions 139
Internet Exercise: About ANSI 139
Suggested Reading 140

Chapter 7
Managing for Quality 141

Chapter Objectives 141
Vignette: The Quality Walk 141
Evolution of Quality Management 143
Philosophies of the Gurus 144

W. Edwards Deming 144

Philip Crosby 145

Masaaki Imai 145

Genechi Taguchi 145

Joseph Juran 146
Management Approaches 146

Total Quality Management 147

Continuous Improvement 148

Six Sigma 149

DMAIC Cycle 150

Quality Management System 152
Tools and Methodologies 153

Common Tools 153

Costs of Quality 155

Loss to Society 155

Process Capability Analysis 156

Statistical Process Control 159

136



Quality Movement Support 162
Organizations 162
Standards 162
Awards 164

Supply Management Issues 165
Requirements Development 165
Supplier Quality Analysis 166
Inspection Dependence 168
Supplier Development 172
Certification 172

Concluding Remarks 174

Discussion Questions 174

Internet Exercise: ISO: Latest News

Suggested Reading 175

Chapter 8

The Procurement of Equipment

Chapter Objectives 177

Vignette: The Impact of Equipment Acquisition
The Nuances of Capital Equipment Procurement

Nonrecurring Purchases 178

Nature and Size of Expenditure 178

Building the Foundation 179
Identify the Need for a Procurement
Project Management 179

Selection of an Equipment Sourcing Team 179

Build and Train the Team 181

Identify Objectives and Estimate Costs

Identifying Objectives 181
Used Equipment 181
Spares 184

Estimating Acquisition Costs and the Total Cost of Ownership 184
Develop Specifications and Initiate Sourcing, Pricing,

and TCO Analysis 184
Develop Specifications 184
Sourcing 186

Develop Updated Acquisition Cost and TCO Estimates

Meet Budget and TCO Objectives?
Top Management Approval 187
Negotiation 187

Contents

Xv



xvi Contents

Leased Equipment 187
Types of Leases 187
Factors Favoring Leasing 189
Factors Weighing against Leasing 190
To Lease or to Buy? 190
Initiate Lease or Contract 191
Post-Award Activities 191
Concluding Remarks 191
End Notes 192
Discussion Questions 192
Internet Exercise: Overview: Buying and Accounting for Capital Equipment 192
Suggested Reading 193

Chapter 9

Purchasing Services 194

Chapter Objectives 194
Vignette: Lessons Learned 194
Hidden Opportunities 196
The Statement of Work 196
Four Formats for Statements of Work 197
Planning the Statement of Work 197
Writing the Statement of Work 199
Artificial Intelligence 200
Tips on Writing an Effective S.O.W. 200
Selecting Service Contractors 201
Tips from a Professional 203
The Ideal Services Supplier 204
Pricing Service Contracts 204
Professional Services 205
Technical Services 205
Operating Services 206
Third-Party Contracts 206
So Your Services Contact Is about to Expire 206
Contract Administration 207
Services Purchases and the Internet 207
Construction Services 207
Conventional Method 207
Design and Build, Firm Agreed Price Method 209
Design and Build, Cost-Reimbursable Method 209
Building Team 209



The Owner as a Contractor 209
Construction Purchasing Entails Unique Problems 210
Performance Contracting 211
Concluding Remarks 211
Discussion Questions 212
Internet Exercise: Procuring Services and Outsourcing Agreements
Suggested Reading 213

PART 3

Sourcing: Sourcing Perception

and Corporate Outsourcing 215

212

Contents

xvii

Chapter 10

Outsourcing 217

Chapter Objectives 217
Vignette: Making or Outsourcing Pump Housings 217
Outsourcing: A Growth Industry 218
Strategic Issues 219
Core Competencies 219
Supplier Dominance 220
The Creation of Strategic Vulnerabilities 220
The Dangers of Vertical Integration 220
Horizontal Integration 220
New Product Development and Outsourcing 221
Lean Manufacturing 221
Tactical Decisions 222
Factors Influencing Make-or-Buy Decisions 223
Cost Considerations 223
Control of Production and Quality 227
Business Process Outsourcing 228
Technology Risk and Maturity 229
Unreliable Suppliers 230
Suppliers’ Specialized Knowledge and Research 230
Small-Volume Requirements 230
Limited Facilities 231
Workforce Stability 231
Multiple-Source Policy 232
Managerial Control Considerations 232

Procurement and Inventory Considerations 232



xviii Contents

Netsourcing 232
The Volatile Nature of the Make-or-Buy Decision 233
Insourcing 233
Dangers of Outsourcing 234
Administration of Make-or-Buy Activities 235
Chief Resource Officer 235
Framework for Outsourcing 236
Executive-Level Involvement 236
The Special Disadvantages of Outsourcing Business Processes 237
Concluding Remarks 237
Discussion Questions 238
Internet Exercise: Business Process Outsourcing 238
Suggested Reading 239

Chapter 11
Sourcing 240

Chapter Objectives 240
Supply Management and Strategy 240
The Strategic Sourcing Plan 241
Discovering Potential Suppliers 241
Evaluating Potential Suppliers 244
Selecting Suppliers 247
Bidding versus Negotiation 247
Reverse Auctions 249
Two-Step Bidding/Negotiation 249
The Solicitation 250
Weighted-Factor Analysis 250
Responsibility for Source Selection 252
Developing Suppliers 252
Managing Suppliers 252
Additional Strategic Issues 253
Early Supplier Involvement 253
Supply Base Reduction 253
Single versus Multiple Sourcing 254
Share of Supplier’s Capacity 255
Local, National, and International Sourcing 256
Manufacturer or Distributor? 257
“Green” Supply Management 258
Minority- and Women-Owned Business Enterprises 258
Ethical Considerations 259



Reciprocity 259

Consortium Purchasing and Group Buying 259
Concluding Remarks 261
Discussion Questions 261
Internet Exercise: The Supplier Selection Process
Suggested Reading 262
Appendix A: Illustrative Plant Survey 263
Appendix B: Financial Statement Analysis 268
Appendix C: Planning a Facility Visit 270

Chapter 12
Global Supply Management 273

Chapter Objectives 273
Vignette: Sopraffino Goes Global 273
Global Management Perspective 275
Future of Global Supply Management 275
Stages to Global Supply Management 276
Reasons for Global Sourcing 276
Potential Problems 277
Questions before Going Global 279
Supply Channels 279
Global Trade Intermediaries 280
International Procurement Offices 281
Direct Suppliers 282
Eliminating Intermediaries 282
Identifying Direct Suppliers 282
Qualifying Direct Suppliers 283
Preparing for Direct Relations 284
The Initial Meeting 286
Currency and Payment Issues 286
Exchange Rates 286
Payments 287
Countertrade 288
Supply Management’s Role 289
Creative Countertrade 290
Political and Economic Alliances 290
European Union 290
North American Free Trade Agreement 293
Mercosur 293

262

Contents

xix



XX Contents

Association of Southeast Asian Nations 294
Asia Pacific Economic Cooperation 294
Concluding Remarks 294
Discussion Questions 295
Internet Exercise: One Red Paper Clip 295
Suggested Reading 296
Appendix: Currency Risk 296

PART 4

Cost Management 301

Chapter 13
Total Cost of Ownership 303

Chapter Objectives 303
Vignette: Purchase Price: Just One Component of Cost 303
The Three Components of Total Cost 304
Acquisition Costs 304
Ownership Costs 306
Post-Ownership Costs 309
TCO, Net Present Value Analysis, and Estimated Costs 310
The Importance of Total Cost of Ownership in Supply Management 312
Service Providers 313
Retail 314
Manufacturing 314
Supply Chains/Supply Networks 315
Concluding Remarks 315
Discussion Questions 316
Internet Exercise: Total Operating Costs 316
Suggested Reading 317
Appendix: Supply Management in Action 317

Chapter 14

Price and Cost Analysis 321

Chapter Objectives 321

Vignette: A Problem of Price 321

General Economic Considerations 322
Conditions of Competition 322
Variable-Margin Pricing 324
Product Differentiation 325



Contents xxi

Six Categories of Cost 326
Regulation by Competition 328
Price Analysis 330
Competitive Price Proposals 330
Regulated, Catalog, and Market Prices 330
Internet/e-Commerce II 331
Historical Prices 331
Independent Cost Estimates 331
Cost Analysis 332
Cost Analysis Defined 332
Capabilities of Management 332
Efficiency of Labor 333
Amount and Quality of Subcontracting 333
Plant Capacity 333
Sources of Cost Data 334
Potential Suppliers 334
Supply Partners 334
Cost Models 334
Direct Costs 334
Direct Labor 336
Direct Materials 337
Tooling Costs 337
Learning Curves 337
The Cumulative Curve and the Unit Curve 337
Target Cost Estimation 338
Indirect Costs 341
Engineering Overhead 341
Material Overhead 341
Manufacturing Overhead 341
General and Administrative 341
Selling 341
Recovering Indirect Costs 342
Activity Based Costing 342
Target Costing 343
Profit 343
Concluding Remarks 345
Discussion Questions 345
Internet Exercise: Defining the New Oligopolies 346
Suggested Reading 346
Appendix A: Application of Learning Curves 347
Appendix B: Discounts 349



xxii Contents

Chapter 15
Methods of Compensation 352

Chapter Objectives 352
Vignette: R&D Contract Development at PNS 352
Introduction to Compensation Arrangements 354
Observation 356
Contract Cost Risk Appraisal 356
Technical Risk 356
Contract Schedule Risk 357
General Types of Contract Compensation Arrangements 357
Fixed Price Contracts 357
Incentive Contracts 357
Cost-Type Contracts 358
Specific Types of Compensation Arrangements 358
Firm Fixed Price Contracts 358
Fixed Price with Economic Price Adjustment Contracts 360
Fixed Price Redetermination Contracts 361
Incentive Arrangements 361
Fixed Price Incentive Fee 363
Cost Plus Incentive Fee Arrangements 364
Cost Plus Fixed Fee Arrangements 365
Cost Plus Award Fee 366
Cost without Fee 366
Cost Sharing 367
Time and Materials 367
Letter Contracts and Letters of Intent 367
Considerations in Selecting the Method of Compensation 368
Concluding Remarks 369
Discussion Questions 369
Internet Exercise: NASA Procurement: Use of Award Fees for Achieving Program Outcomes
Should Be Improved 370
Suggested Reading 370

Chapter 16
Negotiation 371

Chapter Objectives 371

Vignette: Negotiating for Gold 371

Objectives of Negotiation 373
Quality 373
Fair and Reasonable Price 373
On-Time Performance 373



Contents

Control 373

Cooperation 374

Supplier Relationship Management 374
When to Negotiate 374
Supply Management’s Role in Negotiation 375

The Supply Management Professional Acting Alone 375

The Supply Management Professional as the Negotiating Team Leader 376
The Negotiation Process 377

Preparation 377

Establishing Objectives 380

Identify the Desired Type of Relationship 381
Five Powerful Preparation Activities 381
Face-to-Face Discussions 382

Fact Finding 382

Recess 383

Narrowing the Differences 383

Hard Bargaining 383
Techniques 384

Universally Applicable Techniques 384

Transactional Techniques 386

Collaborative and Alliance Negotiating Techniques 388
The Debriefing: An Incredible Learning Opportunity 389
Documentation 390
Online Negotiation 390
Negotiating for Price 392

Price Analysis Negotiation 393

Cost Analysis Negotiation 394
Characteristics of a Successful Negotiator 394
Concluding Remarks 395
Discussion Questions 395
Internet Exercise: Reverse Auction Sites 396
Suggested Reading 396

PART 5

Managing Contracts and Relationships 397

xxiii

Chapter 17

Contract Formation and Legal Issues 399

Chapter Objectives 399
Vignette: Chrysler, LLC, versus Plastech Engineered Products Inc. 399



xxiv Contents

Litigation Prevention 400
Dispute Resolution 401
Negotiation 401
Mediation 401
Litigation 402
Arbitration 402
Courts 402
Development of Commercial Law 402
Electronic Contract Considerations: Cyberlaw 403
Attempts to Revise the UCC 404
Basic Legal Considerations 404
Status of an Agent 404
The Purchase Contract 405
Special Legal Considerations 408
Inspection Rights 408
Rights of Rejection 408
Title and Risk of Loss 409
Warranties 409
Evergreen Contracts 410
Order Cancellation and Breach of Contract 411
JIT Contracts 412
Honest Mistakes 413
Patent Infringement 413
Restraint of Trade Laws 414
International Considerations 414
Contracts for the International Sale of Goods 415
Foreign Corrupt Practices Act 415
Concluding Remarks 416
Discussion Questions 417
Internet Exercise: U.S. Bankruptcy Courts 417
Suggested Reading 417

Chapter 18

Contract and Relationship Management

Chapter Objectives 419

Vignette: Managing Contract Performance 419
Need for Better Contract Management 420
Pre-Award Conference: The Stage Has Been Set 420
Monitoring and Controlling Project Progress 421

Operations Progress Reports 422
Gantt Charts 422

419



Contents

CPM and PERT 423
Closed Loop MRP Systems 424
Monitoring and Controlling Total Supplier Performance 424
Supplier Performance Evaluation 425
Motivation 427
Punishment 427
Rewards 428
Assistance 428
Transformational Training 428
Quality Audits and Supply System Reviews 428
Problem Solving 429
Collaboration 429
Managing the Relationship 429
Concluding Remarks 430
Discussion Questions 430
Internet Exercise: Reforming Project Management 431
Suggested Reading 431
Appendix A: Supplier Reporting Requirements for Unique Major Projects 431
Appendix B: How Critical Path Scheduling Works 432
Appendix C: Supplier Questionnaire 436

Chapter 19

Ethics and Social Responsibilities 437

Chapter Objectives 437
Vignette: A Question of Ethics? 437
Ethics in the Supply Management Context 439
Professional Supply Management Ethics 440
Principles and Standards of Ethical Supply Management Conduct 440
1. Perceived Impropriety 440
2. Conflict of Interest 441
3. Issues of Influence 441
4. Responsibilities to your Employer 442
5. Supplier and Customer Relationships 443
6. Sustainability and Social Responsibility 443
7. Confidential and Proprietary Information 443
8. Reciprocity 444
9. Applicable Laws, Regulations and Trade Agreements 445
10. Professional Competence 445
National and International Supply Management Conduct 446
Important Areas Requiring Amplification 447
Avoid Sharp Practices 447

XxXv



Xxvi Contents

Competitive Bidding 448
Negotiation 449
Samples 449
Treating Salespeople with Respect 449
Substandard Materials and Services 449
Gifts and Gratuities 450
Management Responsibilities 452
Written Standards 452
Ethics Training and Education 452
Departmental Environment 453
Miscellaneous Factors 453
Dealing with Gray Areas 453
The Four Way Test 454
Social Responsibilities 454
Concluding Remarks 455
Discussion Questions 456
Internet Exercise: Corporate Ethics 456
Suggested Reading 456

PART 6

Materials Management 459

Chapter 20

Production and Inventory Control 461

Chapter Objectives 461
Vignette: Sales Forecasts: Fact or Fiction? 462
Part I: The Fundamentals of Production Planning 462
Modern Production Planning Systems 463
Aggregate Planning and Master Scheduling 464
Material Requirements Planning 466
Capacity Requirements Planning 470
Control of Production Activities 471
Two Management Considerations 472
Evolution of MRP and MRP II Systems 473
Impact on Purchasing and Supply Management 474
Just-in-Time Production Planning 476
A JIT Illustration 477
The Impact of JIT on Purchasing and the Supply Chain 479
ERP Systems 480
Conclusion 480



Part II: The Functions of Inventories 480
Definition of Inventories 482
Inventory Analysis 482
Inventory Catalog 482
ABC Analysis: The 80-20 Concept 483
Dependent Demand and Independent Demand 485
Costs Associated with Inventories 485
Carrying Costs 485
Acquisition Costs 487
Economic Order Quantity Concept 488
Other Uses of the EOQ Concept 490
The Weaknesses of the EOQ Formula 491
Types of Inventory Control Systems 492
Cyclical or Fixed Order Interval System 492
The Just-in-Time Approach 493
Material Requirements Planning System 494
Order Point or Fixed Order Quantity System 495
Concluding Remarks 499
Discussion Questions 500
Suggested Reading 502
Appendix: The Fundamentals of Inbound Transportation

Chapter 21

Demand Management and Logistics 527

Chapter Objectives 527
Vignette: Circus Tents for MCC Logistics 527
The Key to Supply Chain Management 528
The SCM Triangle 529
Evolution to Strategic SCM 529
Strategic Demand Management 530
The Bullwhip Effect 532
Evolution of Strategic Demand 533
Forecasting Demand 534
Planning with Time Fences 535
Implications for Supply Management 536
Strategic Logistics Management 536
Logistics Defined 536
The Role of Logistics in Supply Chain Management 536
Eliminate the Warehouse, If Possible 537
Concluding Remarks 537

502

Contents

xxvii



xxviii  Contents

Discussion Questions 538
Internet Exercise: Infor SCM: Transportation and Logistics 538
Suggested Reading 538

PART 7

Implementing Value Network Management 541
Chapter 22

Implementing Value Network Management 543

Chapter Objectives 543
Overview 543
Megatronics: Background 544
Vision Statement 544
Value Proposition 544
Leadership 546
Transformational Training 554
Transformational Planning 555
Cost 558
Quality 560
Technology 561
The New Product Development Cycle 561
Supplier Feedback 564
Social Responsibilities 564
Standardization 565
Value Engineering and Value Analysis 565
Organization and Staffing 565
Bringing the Troops Onside 568
More Initiatives 571
January 2012 575
Concluding Remarks 575
Discussion Questions 576
Suggested Reading 576

Appendix A: The Institute for Supply Management’s R. Gene Richter Awards
for Leadership and Innovation in Supply Management 577

Appendix B: At Rolls-Royce North America, an organizational shift is the driving force behind an
innovative new journey to engage its supply chain 580

Name Index 585
Subject Index 590



Great books always present great ideas and motivate the reader to understand, utilize and expand those
great ideas to new venues. In this book, the authors create Value Network Management to take the dynamic
Supply Chain Management process to a new and higher level. In my mind, Value Network Management
is the appropriate name for the complexities of the new world of supply management, now and into the
future.

Value Network Management embraces the new complex idea of collaborative supplier relationships
where suppliers make real contributions to overall competitiveness, not only in cost, but also in design,
lean manufacturing techniques, and minimal inventory levels throughout the network. We take 100 percent
quality and 100 percent just-in-time delivery as accepted standards. Similarly, our major customers de-
pend on us for input from our special areas of knowledge to create new models and new products. In many
cases, Value Network Management represents a new collaborative model where core members of one net-
work compete with other total value networks for market share as well as other value networks creating
new products.

My experience in Purchasing began in the 1950s. At that time purchasing was totally tactical and
nonstrategic. Even worse, the Purchasing function was decentralized plant by plant across the organiza-
tion. Few, if any, purchasing managers held college degrees, and the purchasing function was seen as a
back-room support operation. Purchasing leaders were not a part of senior management. The importance
of value and spend analysis compared to revenue was minimized by the high level of vertical integration
and the lack of knowledge-generating equipment such as copy machines, electric typewriters, and com-
puters. The purchasing profession was years away from the Internet, cell phones or Blackberrys with
global access on a 24/7 basis.

Contrast this to my most recent job where we had 2,324 people in supply management in 185 plants
located in 42 countries buying $18 billion of goods and services for six diverse business units and with the
spend representing almost 70 percent of revenue. All had at last an undergraduate degree, many had a Mas-
ters degree and several held the Ph.D. degree. Many were also specialists and leaders in their particular
field. All of them had full access to the company’s worldwide sophisticated systems from their personal
computers. Today’s Chief Procurement Officer (CPO) is a company officer and equal in every way to the
other company officers and divisional presidents. The CPO has as much or more impact on the firm’s suc-
cess and survival than does any of his or her fellow executives.

This new idea of moving to Value Network Management takes the supply management network to
new levels where all processes at all tiers communicate instantly, not just with items like schedules, qual-
ity, delivery and costs, but to a new integrated multi-directional relationship concerning difficult areas such
as specifications, flexibility, risk management. Similarly, the complex problems of new designs, new
model launches, and many other areas can be identified, evaluated and resolved in minutes compared to
days, weeks or months in the past. The Value Network Management concept, as created by the authors in
this book, is a great and timely idea to propel supply management into the future. “Supply Management”
needs to be read and reflected on by all purchasing, materials and logistics students and managers.
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elcome to the exciting, wonderful world of supply management! During the first portion of the

21st century, more changes are taking place in the areas of supply management, supply chain

management, value network management, buyer/supplier alliances, and virtual corporations
than in the history of humankind.

Dynamic collaborative and trusting alliance relationships and networks are the keys to survival and
success in the 21st century. On the supply side, these relationships are best established and nurtured by
supply management professionals. Information technology, engineering, marketing, operations, quality,
and finance all play critical, enabling roles in our quest of value-add relationships.

The transformation from clerical and mechanical purchasing through proactive procurement and sup-
ply management to value network management parallels the evolution of mankind from caves to visiting
the moon. In some ways, this transformation has been mirrored by one of the leading supply management
professional organizations. Where we once had the National Association of Purchasing Agents, and then
the National Association of Purchasing Management, today we have the Institute for Supply Management.

What is the primary reason for the shift from tactical purchasing roles to strategic supply management
and value network roles? Supply management has major impact on the organization’s bottom line. It can
facilitate or destroy marketing’s efforts to increase sales. Supply management has always been a part of
the “front line” defense to contain costs. Today supply management and value network management have
as much or more impact on the organization’s return on assets than does any other business function.

The term “supply chain management” came into vogue during the 1990s. Many information technol-
ogists, logisticians, management scientists and industrial engineers have argued that their individual func-
tion should be the drivers of the chain. But informed practitioners and academics alike recognize that
carefully developed cross-functional supply management teams are the key to successful supply chains
and supply networks. All functional areas must collaborate with relevant suppliers to realize the greatest
opportunity for success.

Many executives have been brainwashed by aggressive software vendors into believing that
e-commerce will eliminate the need for supply professionals. Wrong. Dead wrong!

E-commerce must be viewed for what it is and what it contributes: e-commerce and the Internet are
wonderful, powerful enablers. They are slaves, not masters!

The thinking underlying this edition of our text began in the 1950s when I enjoyed my first appoint-
ment as a Chief Procurement Officer. Many wonderful people and events have contributed to my knowl-
edge and evolving philosophy during the years subsequent to 1955. My evolving philosophy first saw the
power of the press in 1984 with the publication of “Proactive Procurement: The Key to Increased Profits,
Productivity, and Quality.” In 1984, I was privileged to join Lamar Lee, Jr., my former Professor of Pur-
chasing during my days at Stanford, and his co-author, Donald W. Dobler, as the junior co-author of the
4th edition of Purchasing and Materials Management: Text and Cases.

Our new edition has benefited enormously from the invaluable contributions of countless colleagues.
Rommy Los (my former student and currently a manager at Henkel KGaA) developed the important
material addressing supply management’s role in protecting Mother Earth. Tom Olesen, formerly of
Nationwide Insurance, assisted with the services chapter. Robert Porter Lynch has contributed to my
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insight on buyer/supplier alliances. Ray Hummell took my preliminary work on the total cost of owner-
ship and carried it forward as a key cornerstone of the cost portion of the last two editions. Ray also
provided invaluable assistance in upgrading and updating our material on price and cost. Bill Richardson
provided deep insight into Deere & Company’s approach to supplier development. Professor Craig
Barkacs brought our work on legal and ethical issues into the 21st century. R. David (Dave) Nelson, Chair-
man of the Institute of Supply Chain Management™, formerly employed as VP of Worldwide Supply
Management at Deere & Company and as VP of Global Purchasing at Delphi Automotive Systems, has
provided invaluable insight through the book’s evolution. Bob Kemp (former President of NAPM); Emiko
Banfield, VP, Shared Services at Southern California Edison; Teresa Metty, VP Motorola; Dr. Dave
Lehmann, VP Operations, Solar (ret.); Merle Roberts, Founder and President of Perpetual Frontiers; and
Professor Scott Kunkel of USD, all played important contributing roles. Dr. Stephen Starling provided
valuable input to the 7th edition. We also want to thank Joseph V. Shannon, President of Po$e in Cleve-
land, Ohio for his review of the Transportation Appendix, Tricia Sharp of Minuteman Press in Strongsville,
Ohio, for assistance on word processing, and Dr. Ken Killen, ISM Shipman Medalist and Professor Emeritus,
of Cuyahoga Community College in Cleveland, Ohio, for his invaluable advice. In addition, special thanks go
to Jim Reeds, who played a key role in developing the Graduate Program in Supply Management at the
University of San Diego, and former co-authors of Burt, Warren Norquist, Jimmy Anklesaria, Michael Doyle
and Stephen Starling for their contributions cited in this edition.

It is with a combination of pleasure and pain that we say adieu and bon voyage to former co-author
Donald W. Dobler. Don has played a key role in the success of the previous six editions of our text. Don’s
contributions to the fields of purchasing and materials management resulted in his selection as a Shipman
Medalist by the National Association of Purchasing Management. His accomplishments are listed on the
dedication page of this edition.

David N. Burt
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The Foundation

Supply management is the heart and soul of supply chain interaction since “the chain” starts with finding, selecting
and managing effective and efficient suppliers of materials, equipment and services. All organizations must design
their procurement-purchasing contracting activities to provide the lowest cost of what is now the major cost center in
most operations. Part one chapters introduce the reader to the concepts behind Value Network Management, the
ultimate goal of supply management.
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urchasing is one of the basic processes that are common to all organizations. It is the process of

acquiring goods, services, and equipment from another organization in a legal and ethical manner.

Professional purchasing addresses five rights: purchase of the right item or service, in the right
quality, in the right quantity, at the right price, and at the right time. Purchasing provides the foundation
of supply management, which tends to have a wider scope of activities: The focus shifts from price to
the total cost of ownership. Supply management also puts more emphasis on helping a firm increase its
profitable sales.

A firm’s supply system includes all internal functions plus external suppliers involved in the identifi-
cation and fulfillment of needs for materials, equipment, and services in an optimized fashion. Supply
management lays the foundation for, and is the key to, successful supply chain management.

Supply management can affect a firm’s bottom line positively as much as or more than any other
business function. Supply management contributes to increases in profitable sales by enhancing the qual-
ity of the firm’s products, ensuring on-time performance, reducing time to market, enabling the inflow of
technologies which are the basis of successful new products, and giving sales and marketing freedom
to maximize the firm’s net revenue through the application of pricing elasticity. Supply management’s
focus on the total cost of ownership (defined as the summation of the costs of acquiring and owning or
converting an item of material, piece of equipment, or service and post-ownership costs) plays a major
role in reducing a firm’s expenditures. Through its impact on profitable sales and reduced expenditures,
supply management has a major impact on the firm’s return on investment and return on assets.

Supply management consists of a five stage process: The generation of requirements, sourcing, pric-
ing, developing an enforceable agreement, and the post-award managing of the relationship. These phases
are interdependent. The generation of requirements is the most crucial of these four phases. Approximately
85 percent of the cost of purchased material, services, and equipment is “designed in” during this phase.
It is an interesting paradox that supply management is a contributor to, not the “owner” of, this crucial
phase. Supply management assumes a greater leadership role in the three remaining phases: sourcing, pric-
ing, and post-award activities.

The Internet and B2B e-commerce are accelerating the transformation of supply management to a core
competency. The key to optimizing the power of the Internet as an enabler of supply management is to
analyze each critical supply management process systematically and then reengineer the process while
incorporating the power of the Internet. Technological integration of processes that span the supply chain
requires collaboration among the chain’s members. As firms’ supply management systems progress, they
develop information technology (IT) systems that facilitate strategic planning of this critical process.

Through the process of acquiring goods, services, and equipment from other organizations, a chain of
upstream suppliers is formed: a supply chain. A firm’s supply chain includes all internal functions (such
as operations, engineering, production control and scheduling, inventory management, demand forecast-
ing, and marketing) plus external suppliers involved in meeting the organization’s needs for materials,
equipment, and services in an efficient manner. The supply chain is the upstream portion of the organiza-
tion’s value chain, responsible for feeding the production or conversion process. Marketing and distribu-
tion are the principal components of the downstream portion of the value chain. The value chain, then, is
a series of organizations that add value to goods and services that flow from Mother Earth to the end cus-
tomer, the source of funds for the entire chain. The value chain focuses on the end customer. It must be de-
signed and managed so that one member does not benefit at the expense of another.

An organization’s success is driven by its ability to compete effectively as a member of its supply and
value chain communities, not as an isolated enterprise. The ability to interact quickly with customers and
suppliers is critical to the firm and to its supply and value chains’ survival and success.
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Chapter 2 shows how supply management departments organize for effectiveness. The placement of
the function within the organizational structure significantly affects its influence on corporate strategy.
Factors that influence where supply management falls in the structure include the availability of the ma-
terials and services being procured, the dollar volume of purchases, and the classification of the respon-
sibilities and activities performed. As materials and services gain importance, various organizational
structures have arisen that elevate the importance of the procurement function. Those structures include
the materials management organization, the supply chain management structure, and cross-functional
teams. Cross-functional teams are being used proactively to address a myriad of issues from design to
salvage. The teams are composed of both internal and external (i.e., suppliers) members, reflecting the
new interdependencies in today’s competitive environment.

Chapter 3 discusses how supply management spans functional boundaries and company borders.
At a tactical level, supply management is responsible for the acquisition of required materials, services,
and equipment. The supply management department is the hub of a large part of a company’s business
activity. By its nature, supply management has continuing relationships with all other departments in
the firm as well as with the firm’s suppliers. Supply management operations cut across virtually all
departmental lines.

Supply management has as much impact on the success of nonmanufacturing organizations as it has
on that of manufacturing firms. The timely availability of reliable equipment, supplies, and services at the
right total cost of ownership affects the ability of organizations to provide timely quality services at a profit
or, in the case of nonprofit institutions, while minimizing expenditures.

Supply management has a major impact on the efficient and effective use of tax dollars at all levels of
government. Not surprisingly, many advances in the art and science of supply management originated in
the federal government. Virtually all the problems present in manufacturing organizations are also present
in government procurement.

Supply managers are responsible for protecting their firms from unexpected threats or shocks from
their supply world in the form of price increases and supply disruptions. Those threats include material
shortages which affect one or more industries that supply the firm. Shortages affect both the price and the
availability of purchased materials and supplies. The firm should take actions to minimize the impact of
such shortages by monitoring changes in its supply environment.

Chapter 4 describes the three fundamental types of relationships which exist between industrial cus-
tomers and their suppliers: transactional, collaborative, and alliance. Professional supply managers recog-
nize that there is a time and a place for each type of supplier relationship. They know the strengths and
weaknesses of each type and design their “relationship strategy” to maximize the return on the available
investment in human resources. There is no question that well-developed and well-managed alliances de-
liver optimal outcomes in the areas of cost, quality, time to market, technology flow, and continuity of sup-
ply. However, those relationships require a significant investment in human resources. Based on anecdotal
evidence, we recommend that buyer-supplier relationships evolve through a collaborative phase before
blooming into alliances. Unfortunately, most alliances appear to be doomed to failure unless the strategic
objectives of the two firms are properly aligned, there is compatibility of corporate cultures, and institu-
tional trust is developed and maintained.

The last section of Chapter 4 addresses the effect of “e-commerce” on relationships. E-commerce goes
beyond the transactional capabilities of electronic commerce to fulfill strategic goals across supply chains.
It is our belief that electronic commerce is adapting to facilitate long-term collaborative relationships and
provide synergistic rewards. As seen throughout this book, e-commerce is an enabler, not a replacement
for the essential human aspect of buyer-supplier relationships. And now, on to supply management. H






The Progression to Professional
Supply Management

After reading this chapter, you should be able to:
1. Describe the impact of effective supply management on the bottom line.

. Explain the relationship between supply management and return on investment.

2
3. Appreciate the progression from purchasing to strategic supply chain management.
4. Understand the attractiveness of a career in purchasing and supply management.

5

. Understand the terms introduced in this chapter.

VIGNETTE: CAREERS IN PURCHASING AND SUPPLY MANAGEMENT

Josh Longborne, a second-semester student at Cuyahoga Community College (affectionately known as
Tri-C), is talking with a fellow student. “Harry, I’ve got a pretty good schedule for next semester, but I need
one more class. Any ideas about which ones won’t require much work?” Harry: “I’ve got a suggestion. It
may help you get a great job on graduation. But you don’t get something for nothing. It will be a lot of
work, but it will be incredibly profitable. The class is all about purchasing and supply management.” Josh:
“What in the heck is purchasing? Sounds boring!” Harry: “I thought so too until I took the class. I’ve com-
pleted four courses in the area and have started having interviews with prospective employers. Anyhow,
to answer your question, purchasing is one of the core processes of any business or governmental organi-
zation. It involves working with engineers, operations, and quality people and suppliers to help the firm
obtain necessary supplies, materials, and services. The thing I am so excited about is the prospect for em-
ployment. Several recent graduates of Tri-C have gotten starting jobs at $30,000 or higher! And with a
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four-year degree, starting jobs pay $50,000 or more!" The people I've talked with have all commented on
the awesome authority and responsibility they have gained after only a few months’ experience. They are
dealing with engineers who have been with the company for several years. They deal with suppliers who
are considerably older. They love the responsibility and authority they have every bit as much as the
salary.” Josh: “Wow, sounds interesting. Maybe I will look into this purchasing class!”

That evening, Josh is talking with his mother about purchasing. She says: “Josh, that’s a great idea.
Your uncle David teaches procurement at a university in southern California. I remember that when we
were talking about his professional life on a recent visit to Cleveland, he said that one of his BBA supply
management graduates had received an incredible job offer at a public utility. Her starting salary was
$70,000! Sounds to me like you may want to take a concentration in this area!” Hl

CRITICAL THINKING QUESTIONS

1. Does purchasing sound like a class (or career) you would be interested in? Why or why not?
2. Share with your classmates what you know about the function of purchasing.

3. Can you identify someone who might be a mentor during your early days if you decided to pursue a
career in purchasing?

acquiring goods, services, and equipment from another organization in a legal and ethical manner.

Professional purchasing addresses five rights: purchase of the right item or service, in the right
quality, in the right quantity, at the right price, and at the right time. The term “purchasing” frequently is
used as the title of a business function. As the process of purchasing has evolved to include broader and
more strategic responsibilities, the functional name has evolved to “purchasing and supply management,”
“supply management,” “procurement,” “strategic sourcing,” and “supply chain management.” Purchasing
provides the foundation of supply management, which tends to have a wider scope of activities: The focus
shifts from price to the total cost of ownership. This shift allows the purchaser to understand all supply
chain-related costs of doing business with a particular supplier for a particular good or service. Supply
management also puts more emphasis on helping a firm increase its profitable sales. Appendix A provides
more detailed insights into the mechanics of purchasing and supply management.

Supply management (also known as procurement at many firms and governmental agencies) is a
five-stage process which begins with the identification of an item or service required to meet the needs of
an organization. During this stage, the need is translated into a statement describing the item or service
required to satisfy the need. It is estimated that some 85 percent of the cost of an item or service is deter-
mined during this stage. Supply management professionals and, frequently, carefully prequalified suppli-
ers are involved in this stage. The second stage of supply management involves identifying the supplier
who will best satisfy the need(s). The third phase involves the process of establishing a fair and reasonable

Purchasing is one of the basic processes that are common to all organizations. It is the process of
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"For information on salaries, see the current Institute for Supply Management salary survey results at www.ism.ws.
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price for the item or service to be purchased. The fourth phase results in an enforceable agreement for the
purchase which meets the needs of both parties. The fifth phase requires management of the relationship
to ensure timely delivery of the required item or service, in the quality specified, at the agreed time. Dur-
ing this final stage the supply management organization may work with the supplier in an effort to improve
the supplier’s efficiency with the objective of improving quality, reducing costs, or both.

Several departments, including marketing, sales, and logistics have begun to lay claim to the term
“supply management.” Although this can cause confusion, it emphasizes supply management profession-
als’ need to communicate with those groups so that supply chain management can be effective. Through-
out this text, the term “supply management” will be limited to the definition contained in this chapter.

Strategic sourcing represents increasing responsibility for supply management. Strategic sourcing
formalizes three activities: (1) periodic analysis of an organization’s spending (what is purchased and from
whom), (2) analysis of the supply market (who offers what and what changes are taking place in the
relevant component of the supply world), and (3) development of a sourcing strategy which supports the
corporate strategy while minimizing risks and costs.

The Five M’s

The basic goal of any industrial or commercial activity is the development and production of products
(including services) that can be marketed at a profit. Governmental agencies and not-for-profit organiza-
tions are concerned with developing and providing products and services which satisfy the needs of their
constituents, normally at the lowest possible cost and without a concern for profit. These goals are accom-
plished by the appropriate blending of what management authorities historically have called the five M’s:
machines, manpower, materials, money, and management. Materials are the lifeblood of industry. Materi-
als of the appropriate quality must be available at the right time, in the proper quantity, at the needed
location, and at an acceptable total cost. Failure to meet any of these criteria concerning materials adds to
company costs and decreases company profits just as surely as do outmoded production methods, ineffi-
cient personnel, and ineffective marketing activities. Increasingly, services ranging from landscaping and
janitorial services to information technology and even manufacturing are being outsourced, that is,
provided by external suppliers. For many firms, the procurement of such services is as important as or more
important than the procurement of production materials.

Materials have not always been so vital. Throughout the nation’s industrial development, the relative
importance of the five M’s has shifted continually. In the management sense, materials became important
around 1900. Before then they were taken for granted because they were simple, readily available, and
cheap. The role of the supply function in business can be seen more clearly after one explores the factors
that caused the shift in the relative importance of the components of the five M’s.

During the first 100 years of the U.S. industrial system, productivity increased very little. The avail-
ability of manpower and horsepower exceeded that of machine power by almost 50-fold. That relation-
ship started to change around 1850. Between 1850 and 1950 a remarkable increase in productivity took
place. In 1850, productive power was divided as shown in Figure 1.1: 2 percent machine power and
98 percent horsepower and manpower. By 1900 that division of power became approximately equal. In
1950, the 1850 power relationship was reversed: 98 percent machine power and 2 percent horsepower
and manpower.

Because manpower was the first source of productive power, the initial industrial emphasis was on the
human element; labor costs represented the major operating expense. As machines and technology began to
develop, management emphasis shifted toward them. As new products, specialized labor, and materials
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98% 98%

50% 50%

2% 2%

1850 1900 1950
Figure 1.1 | Power Source Relationships, 1850 to 1950
The gray columns represent machine power, and the blue columns represent horsepower and human labor.

distribution became more complex, emphasis shifted toward scientific management. Still later, as both the
complexity of materials and the volume of production skyrocketed, materials became an increasingly
important element of cost. Consequently, emphasis naturally shifted toward that element. In fact, one of
the nation’s first professional associations, the National Association of Purchasing Agents (NAPA), was
founded in 1915 to educate buyers about materials procurement. This organization has evolved into today’s
Institute of Supply Management, headquartered in Tempe, Arizona.

Today, for the vast majority of manufacturers, materials are purchased from outside sources. Thus, the
purchasing or supply management function has grown in importance and complexity.

The introduction of better machines, coupled with progressive management to develop and utilize more
sophisticated man-machine systems, made the emergence of the factory system possible. That in turn
sparked many industrial changes: Inventions such as the steam turbine, the electric motor, and automated
controls changed the entire complex of manufacturing. Gradually, materials became more complex, mech-
anization increased, automation emerged, and labor became more specialized. Those changes inevitably led
to specialization in manufacturing and a continuing need for more sophisticated and specialized materials.
As these trends accelerated and the volume of production increased, labor costs per unit decreased. The re-
duction of unit labor costs increased the relative cost and importance of materials in the manufacturing
process. Percentagewise, labor costs went down while materials costs went up. This change in the value of
materials relative to total production costs continues to this day. For example, in 1945 materials represented
approximately 40 percent of a manufacturer’s total cost to produce an airplane. In 1955 the materials pro-
portion of total cost increased to around 50 percent. By 2000 the figure was slightly over 65 percent. The
results have been an increased focus on purchasing and supply management in businesses that hope to sus-
tain a competitive edge in this global market.

Increasingly, purchasing and supply management’s focus has shifted from the procurement of mate-
rials to the procurement of services ranging from legal and marketing services to manufacturing by out-
side suppliers. (Such procurement commonly is called “outsourcing.””) The term “offshoring” is becoming
increasingly common. Offshoring is the process of locating and sourcing from international sources of sup-
ply for both products and services. The critical importance of such procurements makes today’s supply
management professional one of the firm’s most valued employees at both manufacturing firms and ser-
vices providers.
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Supply Management and the Bottom Line

Historically, supply management has been considered important because of its impact on costs. At an in-
creasing number of firms today, the procurement process is recognized as having a significant impact on
sales and revenues. Supply management has an overwhelming impact on a firm’s bottom line. It directly
affects the two forces which drive the bottom line: sales and costs. Therefore, it must be a core competency
of the firm, an expertise that is highly valued by the organization. For a typical manufacturing firm, pur-
chasing and supply management are responsible for spending over half of every dollar the firm receives
as income from sales. More dollars are spent for purchases of materials and services than for all other
expense items combined, including wages, depreciation, taxes, and dividends. It is important for manage-
ment to note that the cost of materials is approximately 2/ times the value of all labor and payroll costs
and nearly 1/ times the cost of labor plus all other expenses of running the business.

For the typical services firm, supply management plays an equally important, though more subtle,
role. Millions of dollars are spent on marketing and advertising, communications, and information tech-
nology. Those services can enhance or degrade any firm’s efficiency and effectiveness. Management at
both manufacturing and service firms ensures that supply management professionals are involved at all
stages of the procurement of such services. Strategic Supply Chain Management enables a company to
maximize its bottom line in an ethical manner. Figure 1.2 shows how supply management can drive sales
up and costs down. This impact on the firm’s net income has a major impact on shareholder value.

Net Income

Increased Sales:

¢ Faster to Market

* Improved Quality

* Pricing Flexibility

¢ [nnovation

* Enhanced Customer
Satisfaction

¢ The Supplier of Choice

* Customer Fulfillment Flexibility
» Shorter Cycle and Lead Times

Lower Total Cost:

* Better Product Design
* Acquisition Cost

¢ Processing Cost

* Quality Cost

* Downtime Cost

¢ Risk Cost

* Cycle Time Cost
 Conversion Cost

* Non-Value-Added Costs
* Supply Chain Cost

* Post-Ownership Cost

i NoXe)

Figure 1.2 1 A Graphic Reproduction of Supply Management’s Impact on the Bottom Line
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Increased Sales
Supply management has a significant impact on a firm’s sales, principally in the following eight areas.

Faster to Market or Time-Based Competition Thirty years of marketing research has demonstrated the
importance of being early to market. In many cases, the first firm to introduce a successful new product or
service will hold 40-60 percent of the market after competition enters the picture. This research also demon-
strates that the profit margins enjoyed by the first firm to introduce a new product tend to be twice those of
its competitor, as first reported in the Profit Impact of Market Strategy (PIMS) approach.” Firms that have
embraced strategic supply chain management have reduced their new product development cycles by an
average of 30 percent as a direct result of taking a cross-functional approach to product development (this
also is known as concurrent engineering). Supply management and carefully selected suppliers are key
members of these cross-functional teams. (This topic is addressed in greater detail in Chapter 5.)

Time-based competition also includes a firm’s ability to meet unexpected surges in demand for its
products. In many cases, a firm’s ability to ramp up production is constrained by its suppliers’ abilities to
meet those surges in demand. The development and management of a competent, responsive supply base
plays a critical role in a firm’s ability to meet unexpected demand.

Improved Quality We are all sensitive to the quality of the products and services we purchase. An au-
tomobile with a reputation for transmission problems will drive potential customers to its competitors.
Conversely, a firm whose products or lines of products have a reputation for quality gains market share
over its competitors and frequently is able to command premium prices. Some 75 percent of many manu-
facturers’ quality problems can be traced back to defects in purchased materials. The percentage of qual-
ity problems that can be attributed to defective incoming materials for a service provider is usually less but
still significant.

Thus, if a manufacturer or service provider is able to reduce defects in incoming materials, it can im-
prove the quality of its products in the marketplace. Firms that embrace Strategic Supply Chain Manage-
ment work with their suppliers to design quality into the suppliers’ products and maintain quality during
production. The result is virtually defect-free incoming materials, improved quality in the marketplace,
more sales, and improved profit margins.

Pricing Flexibility Research conducted at the University of San Diego indicates that a strategic approach
to supply management will reduce the total cost of ownership® associated with purchasing and owning or
leasing materials, equipment, and services an average of 25 percent. When the cost of producing an item
or service is reduced, marketing receives the gift of pricing elasticity. Through the application of sound
economic principles, marketing can estimate whether net income will increase more by (1) holding sell-
ing price and sales volume constant and increasing net profit per unit, (2) reducing the sales price and thus
increasing sales volume, or (3) using a combination of increasing net profit and reducing sales price.

Innovation The University of San Diego research study cited above indicates that in 240 firms surveyed,
approximately 35 percent of all successful new products were the result of technology gained from the
supply base.* This leveraging of supplier technology is a major source of income for these firms.

Robert D. Buzzell and Bradley T. Gaze, The PIMS Principles: Linking Strategy to Performance (New York: Free Press, 1987),
pp. 183-84.
3This research was reported at the 8th International Annual IPSERA Conference, London, U.K., March 1998.

“Total cost of ownership is addressed in Chapter 13.
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Collaborative and alliance relationships with the firm’s supply base play a key role in ensuring and enhanc-
ing this technology flow. The development and management of supplier relationships is a key responsibil-
ity of supply management.

Enhanced Customer Satisfaction Strategic Supply Chain Management helps achieve shorter fulfill-
ment lead times, consistent on-time delivery, high fill rates, complete orders, quicker responses to cus-
tomers’ requirements, and the ability to meet unique or special requests.

The Supplier of Choice By providing the best value (a combination of quality, service, and price), a firm
becomes the supplier of choice to another channel member or to the end customer.

Customer Fulfillment Flexibility Strategic Supply Chain Management provides the supply support
which allows a firm to be responsive to customer desires for flexible lead time and changes in product
configurations.

Shorter Cycle and Lead Times These benefits result from improved supplier relationships and involve-
ment in supplier product and process improvements.

Lower Total Cost of Ownership

The total cost of ownership is the summation of the costs of acquiring and owning or converting an
item of material, piece of equipment, or service and post-ownership costs, including the disposal of
hazardous and other manufacturing waste and the cost of lost sales as a result of a reputation for poor
product quality caused by defective materials or purchased services that are incorporated in the end
product or service.

Better Product Design We estimate that 70%—80% of the total cost of ownership is built into a
requirement—whether for production materials, equipment, services, or Maintenance, Repair and Operation
Items—during the requirements development process. Early supply management and supplier involvement
can reduce costs significantly during this critical stage.

Acquisition Cost The acquisition cost, or the price paid for an item or service, is normally a major com-
ponent of the total cost of ownership. As will be seen in many of the following chapters, numerous actions
can be taken to reduce the acquisition cost. A few of those activities are specification of the most cost-
effective material or item of equipment, use of the appropriate specification, standardization, good sourc-
ing and pricing practices, and professional contract and supplier relationship management.

Processing Cost The cost of developing sourcing and pricing requirements and then ensuring that they
arrive on time in the quality specified can be reduced significantly by applying efficient supply manage-
ment processes and techniques.

Quality Cost Costs are incurred in ensuring that the buying firm receives the optimal level of quality.
These costs may be reduced by applying progressive quality techniques such as the design of prototypes
and statistical process control. Selecting suppliers capable of producing the desired level of quality and
then certifying their design and manufacturing systems can improve incoming quality while reducing
administrative quality costs.
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Downtime Cost Downtime frequently is the largest component of the total cost of ownership for many
items of production and operating equipment. One minute of downtime in a production line may cost $26,000.°
At that rate, an hour of downtime can cost $1,560,000. Thus, when purchasing equipment, the sourcing team
must place as much—or more—emphasis on reliability® and maintainability’ as on purchase price.

Risk Cost Many firms spend millions of dollars to minimize the risk of supply disruptions. These firms
maintain needlessly large inventories and/or dual or even triple sources of supply to ensure continuity of
supply. Carefully developed and managed relationships with appropriate suppliers can eliminate the need
for most inventory and/or dual sources.

Cycle Time Cost While this is difficult to quantify, the shorter the cycle time for virtually all activities,
the lower the cost. The shorter the cycle time to bring new products to market, develop a statement of work,
or select a new source, the lower the total cost.

Conversion Cost Machine time, manpower, process yield loss, scrap, and rework are examples of con-
version costs. These costs are every bit as real as the purchase price of an item entering the production
process. A pound of brass may cost twice as much as a pound of steel, but the higher acquisition price for
the brass may be more than offset by savings in machine and manpower costs during conversion of the brass
to a component or end product because the brass may require less work to make it a usable product.

Non-Value-Added Costs A careful analysis of all the costs involved in bringing an item or service to
market frequently reveals that 40-60 percent of the costs confer no added value to the finished good!
Robert Handfield indicates that estimates of the amount of time spent on non-value activities can be as
high as 80 to 90 percent of the total time required to complete a cycle.® James P. Womack and Daniel T.
Jones, in their book Lean Thinking, indicate that “it takes an average of 11 months for the can of cola in a
domestic refrigerator to actually get there. . . . During that 11 months, the time that the material actually
being converted as opposed to simply waiting is a mere three hours!”® All members of the supply manage-
ment system (e.g., design, manufacturing and quality engineering, manufacturing, and procurement) must
be on the lookout for non-value-added activities at any and all stages of the system.

Supply Chain Cost The development and management of supply chains and supply networks require a
significant investment, primarily in the form of human resources. The proper selection, training, and edu-
cating of the individuals involved in these activities, together with the application of software systems, can
reduce the necessary investments.'®

Post-Ownership Cost These costs frequently are overlooked but must be considered in addressing the
total cost of ownership. They include the disposal of scrap and other waste, customer service, warranty
costs, and the cost of lost sales resulting from customer dissatisfaction with a product.

>Dave R. Nelson, Patricia E. Moody, and Jonathan Stegner, The Purchasing Machine (New York: Free Press, 2001), p. 27.

®Reliability is the degree of confidence or probability that an item will perform a specified number of times under prescribed
conditions. See David N. Burt, Proactive Procurement (Englewood Cliffs, NJ: Prentice-Hall, 1984), p. 24.

"Maintainability addresses how easily an item can be repaired or restored to operational status.

S8Robert B. Handfield and Ernest L. Nichols, Jr. Introduction to Supply Chain Management (Upper Saddle River, NJ, Prentice-Hall,
1999), p. 54.

°From a book review by David Jessop, European Journal of Purchasing and Supply Management, December 1997, p. 241.

!%For an excellent collection of articles on cost reduction, see Articles for C.P.M Exam Preparation (Tempe, AZ: National
Association of Purchasing Management, 2000), pp. 225-49.
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Supply Management and Return on Investment

Investors frequently evaluate top management’s performance by calculating the return on the total cap-
ital invested in a business. Inventory, equipment, and other purchased materials constitute corporate
assets attained through the investment of capital. The fact that supply management frequently is respon-
sible for spending over half of most companies’ total dollars highlights the profit-making possibilities
of the purchasing and supply function. Every dollar saved in purchasing is equivalent to a new dollar of
profit. Figure 1.3 illustrates this point by showing the relationships of basic elements that influence
the return on investment (ROI). The figures in parentheses reflect a 5 percent reduction in the cost of
materials for a manufacturing firm. Notice how, in this example, a 5 percent reduction in material cost
increases ROI from 10 to 13 percent, a 30 percent increase!

As we have observed, supply management can have a significant impact on a firm’s sales volume. The
underlined numbers indicate the impact of a 5 percent increase in sales, holding all other variable ratios
(including original material costs) constant. We see that ROI increases from 10 percent to 11.42 percent
from increasing sales alone.

Now let’s look at the combined impact of a 5 percent increase in sales and a 5 percent reduction in the
cost of all materials purchased for this volume of activity. The figures in parentheses and underlined in
Figure 1.3 show the combined impact of these two forces. We can see that the combined impact of these
two realistically obtainable achievements is to increase ROI to 14.52 percent. This is nearly a 50 percent
increase in the firm’s return on its investment, something most CEOs would die for!

The Progression to Strategic Supply Chain Management

Supply Chains

Purchasing is the foundation of supply management, which in turn is the foundation of supply chain man-
agement. Through the process of acquiring goods, services, and equipment from other organizations, a
chain of upstream suppliers is formed—a supply chain (see Figure 1.4)."!

The firm’s supply system includes all internal functions (such as operations, engineering, production
control and scheduling, inventory management, demand forecasting, and marketing) plus external suppli-
ers involved in meeting the organization’s needs for materials, equipment, and services. This supply sys-
tem and the firm’s supply chains play a key role in helping the firm fulfill its role in its value chains and
networks (see Chapter 22).

The value chain is a series of organizations which add value to goods and services flowing from
Mother Earth to the end customer (see Figure 1.5). The value chain should be viewed as a whole, a single
entity, rather than as fragmented groups each performing its own function. Money enters the value chain
only when the ultimate customer buys a product or service. Transactions within the value chain simply al-
locate the ultimate customer’s money among the members of the chain.

The supply chain is the upstream portion of the organization’s value chain and is responsible for feed-
ing the production or conversion process. Marketing and Distribution are the principal components of the
downstream portion of the value chain. Marketing takes appropriate action to identify customers’ wants

"For a unique and interesting article addressing this topic, see Richard L. Pinkerton, “The Evolution of Purchasing to Supply
Chain Management,” in John A. Woods and the National Association of Purchasing Management, eds., The Purchasing and
Supply Yearbook (New York: McGraw-Hill, 2000), pp. 3—16.



Figure 1.3 | A Graphic View of the Relationships of Basic Elements Which Influence Return on Investment

Operating Cost Elements

Overhead
$800,000

Labor Sales
$700,000 $5,000,000
735,000 5,250,000
(735,000) (5,250,000)
Minus
Materials CGS
$2,300,000 $3,800,000
(2,185,000) (8,685,000)
2,415,000 3,950,000
(2,294,250) (3,829,250)

Plus

Other costs
$800,000
840,000
(800,000)

Assets

Inventories
$500,000

(475,000)
525,000

(498,750)

Accounts
receivable
$300,000
315,000
(315,000)

Cash
$300,000
315,000
(315,000)

Current
assets
$1,100,000

(1,075,000)
1,127,500
(1,099,312)

Plus

Fixed assets

$2,900,000

Net income
$400,000
(515,000)

460,000
(580,750)

Divided by

Sales
$5,000,000
5,250,000
(5,250,000)

Sales
$5,000,000
5,250,000
(5,250,000)

Divided by

Total assets
$4,000,000
(8,975,000)

4,027,500

(3,999,312)

Profit margin
8.0%
(10.3%)
8.8%
(11.1%)

Multiply

Asset turn-
over rate

Return on
investments
10.0%
(13.0%)
11.4%

(14.5%)

The figures in parentheses reflect a 5 percent change in the number indicated. Changes in parentheses reflect a
5 percent decrease in material costs. Underlined figures show a 5 percent increase in sales. Numbers that are
in parentheses and underlined reflect a 5 percent decrease in material costs and a 5 percent increase in sales.
Note a nearly 50 percent increase in ROI resulting from these combined changes.
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The Supply Chain
Mother Extractors Converters Original
Earth Miners (Suppliers) Equipment
Harvesters Manufacturer
(OEM)
MATERIALS & SERVICES >
< INFORMATION
< FUNDS >
< RELATIONSHIPS >

Figure 1.4 | A firm’s supply chain includes all internal functions plus external suppliers involved in the
fulfillment of needs for materials, equipment, and services in an optimized fashion. The supply management
system plays a key role in helping the firm fulfill its role in its supply chain.

and needs and facilitate sales to the end customer. Distribution manages the movement of finished goods
from the original equipment manufacturers (OEMs) through the distribution channel to the end customer.
Successful firms such as Toyota, Dell, Wal-Mart, and Procter & Gamble are aware that competition takes
place between value chains. This awareness and the resulting strategic and tactical activities result in lead-
ership in their industries.

The Supply and Value Networks: The Next Phase
of Supply Chain Management

Networks are flexible virtual systems that are linked by communication systems and alliances. Within a
network, many things happen simultaneously. Final consumers also provide inputs about wants and needs
which are communicated throughout the network system. These systems optimize the flow of materials
and services, information, and money. Supply and value networks focus on the ultimate customer. They
are designed and managed so that one member does not benefit at the expense of another. World-class
value networks are highly adaptive, focus on speed, are innovative, and are tightly integrated. Value net-
work management will be addressed in Chapter 22.
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The Value Chain

Mother Extractors Converters Original Marketers End Consumer
Earth Miners (Suppliers) Equipment  Distributors (the source of
Harvesters Manufacturer the funds)
(OEM)

MATERIALS & SERVICES >
< INFORMATION >
< FUNDS >
< RELATIONSHIPS >

Figure 1.5 | A firm’s value chain includes all internal functions plus external suppliers involved in the identifi-
cation and fulfillment of needs for materials, equipment, and services in an optimized fashion. Also included in
the value chain are the firm’s distribution channel and end consumers.

In comparison to integrated supply and value networks, the traditional approach to supply chain man-
agement is more linear in concept. This approach features independent decision making as a result of gaps
between the entities that constitute the supply chain. Those gaps are caused by lack of communication and
information sharing and can result in excess inventories, inflated lead times, and increased costs through-
out the value chain. Michigan State University (MSU) has long been regarded as one of the leaders in
purchasing, supply management, and logistics research and education. Nick Little of MSU observed that
the individual players in the chain are all seeking to deliver value for the end consumer. However, there
are a number of elements in that value:

B Value Creation—through the innovation, development and launch of new products and services.

B Value Delivery—through the order fulfillment process.

B Value Maintenance—through processes to provide after sales service, support maintenance and so forth.
“These three value processes need to span your company, your suppliers and your customers in order

to successfully meet the needs of end consumers.”'* It is in seeking this value that simple linear supply
chains evolve into more tightly knit supply and value networks.

'2“Supply Chains and Supply Networks: How Do I Win?” This research was reported by Nick Little, MCIPS, Assistant Director,
Executive Development Programs, Eli Broad Graduate School of Management MSU, at the 90th Annual International Supply
Management Conference, Minneapolis, MN, May 2005, pp. 3, 4.
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The Extended Enterprise

Jeffrey Dyer carries the concept of supply networks one step further. Based on eight years of study of the
automotive industry, Dyer observes that when a group or network of firms collaborates in partnership
(alliance) fashion, this is sometimes referred to as a strategic network, virtual corporation, or extended
enterprise."> “When the group of firms views each other as partners (members of a supply alliance) and
collaborates effectively for the good of the larger group, then they leave established an extended enterprise
characterized by virtual integration.”'*

Implementing Strategic Supply Chain Management

To gain the benefits of its supply chains, senior management must recognize the importance of supply
chain management and support the required transformation to strategic status. One of the most visible ways
of demonstrating its support of this transformation is to appoint a Chief Supply Officer at an organizational
level that is equal to that of marketing, engineering, and operations. Then senior management should
realign the firm’s internal resources with the objective of enabling the success of the firm’s supply chains.
The transformation must be planned and executed carefully. Getting top management’s commitment and
obtaining everyone’s involvement are the keys to success. The process of implementing world-class value
network management will be addressed in Chapter 22.

Successful firms must know where they are in relation to where they want to be. Benchmarking best-
in-class practices and developing metrics or measurements enable firms to establish a baseline of where
they are, develop an appropriate action plan, and then track their progress toward Strategic Supply Man-
agement. Appropriate action plans and metrics allow the firm to focus on its vision and continuously
improve the bottom line. Figure 1.6 provides a diagnostic which allows a firm to evaluate where it is on
the progression to Strategic Supply Chain Management and also can serve as a road map to guide the
implementation of Strategic Supply Chain Management. The left column in the figure identifies ten
variables which are, or should be, of interest to management. The four columns to the right show the pro-
gression from a reactive clerical focus to a strategic focus. In each of these four stages, we see the focus
of the supply management function for each of the ten variables.

The Roles of a Supply Management Professional

Dr. Joseph Cavinato of the Institute of Supply Management provides the following thoughts on the roles
of today’s supply management professionals: “A supply management professional has four key roles: One
is a leadership role in seeking new opportunities in the (supply) marketplace and driving them for follow-
through in the organization.” A second role is “being an identifier of outsource opportunities, finding the
right outsource, and leading the charge to an efficient and effective relationship and oversight system for
the organization.”

Dr. Cavinato’s third “management role is also required on a higher level than before. This is the man-
agement of systems and relationships. Having the proper eyes, ears, and antennas in place with the proper
interpretive mechanisms is an essential value-added need for the organization. It is an assertive contribut-
ing role with both outsiders and insiders.”

BJeffrey H. Dyer, Collaborative Advantage: Winning through Extended Enterprise Supplier Networks (Oxford: Oxford University
Press, 2000), p. 27.

“Ibid., p. 32.
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Burt-Lynch Supply Chain Evolution Model
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Figure 1.6 | The Burt-Lynch Supply Chain Evolution Model. Evolved from The American Keiretsu, by David Burt
and Michael F. Doyle, Business-One-Irwin, 1993, p. 21.

The fourth is “a creator role is called for in the form of identifying new opportunities and making
them available to the organization. This means creating strategies, systems, and supply options of entire
‘packages’ of value attributes that span many departments and groups. This also includes seeking and

implementing top line revenue opportunities for the organization.

215

SJoseph L. Cavinato, “An Analysis of the Expansion of the Purchasing Field into New Value-Added Roles in Organizations,”
Institute for Supply Management, August 15, 2001, p. 4.
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Concluding Remarks

The field of supply management provides remarkable opportunities for fulfilling employment. Both finan-
cial and psychic rewards are readily available.

Purchasing, one of the basic activities common to all organizations, is the process of acquiring goods,
services, and equipment from another organization. Purchasing is the foundation of Supply Management,
a process which has an overwhelming impact on a firm’s bottom line. Supply Management directly affects
the two factors which control a firm’s bottom line: sales and costs.

Supply chain management is the process of managing the flow of raw materials from Mother Earth
to the original equipment manufacturer (OEM). It is the upstream portion of the value chain. It is our
observation that supply management is the foundation of supply chain management. Marketing and
distribution—the downstream side of the value chain—influence demand and sales and manage the
movement of finished goods from the OEM through the distribution channel to the end customer.
The value chain is a sequence of integrated activities that must be performed by various organizations to
move goods from the sources of raw materials to the ultimate consumers.

An organization’s success is driven by its ability to compete effectively as a member of its supply and
value chain communities, not as an isolated enterprise. The ability to interact quickly with customers, sup-
pliers, and other partners is critical to the survival and success of the firm and its chains.

Chapter 2 addresses the relationship between the organizational status of the supply management func-
tion and its ability to have an impact on a firm’s success. Insight into this relationship is very useful to a
job seeker who desires to join an organization in which his or her efforts will have a significant impact on
the organization’s success.

Discussion Questions

1. What are three major attractions of careers in supply management?

Describe the five rights of purchasing.

What does the term “total cost of ownership” mean to you? Give an example from your personal

life.

4. What role do the five M’s play in the emergence of supply management as a valued business

function?
5. Describe the five phases of supply management.
6. Strategic sourcing represents increasing responsibility for supply management. Describe three
responsibilities.
7. Describe seven ways in which supply management has an impact on a firm’s sales.
Describe 12 ways in which supply management has an impact on a firm’s costs.
9. Explain how a 5 percent reduction in the cost of materials at a manufacturing firm can result in a

30 percent increase in the firm’s ROI.

10. How does supply management’s impact on sales affect a firm’s ROI?

11. Strategic Supply Chain Management will increase sales while reducing the unit cost of purchased
materials, services, and equipment. What is the realistic impact of these changes on a firm’s ROI?

12. What are some of the advantages of a tightly integrated supply chain?

13. Why does support for strategic supply chain management have to come from the top management
of an organization?

14. What are the prerequisites to bringing a firm’s supply management function to “strategic” status?

W

o
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Internet Exercise

Honda in America
Visit the “Honda in America” website below. Read how Honda values its suppliers.
(http://corporate.honda.com/america/diversity.aspx ?id=diversity supplier)

1. How might this reflect on how Honda values its internal supply management group?
2. What does Honda do to demonstrate to suppliers the important role they play in the company’s
success?
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Appendix: An Overview of the Mechanics of Supply
Management

The Typical Purchasing Cycle: Materials

A supply management department buys many different types of materials and services. The procedures
used in completing a total transaction normally vary with the different types of purchases. However, the
general cycle of activities in purchasing most operating materials, supplies, and services is fairly standard-
ized. The following steps constitute the typical purchasing cycle:

Recognize, define, and describe the need.

Transmit the need.

Investigate and select the supplier.

Prepare and issue the purchase order, contract, or agreement.
Follow up the order (including expediting and de-expediting).
Receive and inspect the material.

Audit the invoice.

Close the order.

Figure 1.7 outlines these steps in operational form for a requirement for materials. (Chapters 8 and 9
address the processes for the purchase of equipment and services.) More important, Figure 1.7 details the
minimum flow of communications required for a system to function smoothly and efficiently. These com-
munications may be electronic messages or paper documents, depending on the type of system used. The
precise form the electronic message or the documents take varies widely from one company to another.
The important point here is that a properly controlled purchase requires extensive communication with
numerous work groups. Procurement procedures constitute the framework within which this task is
accomplished.

Recognition, Definition, Description, and Transmission of the Need

The need for a purchase typically originates in one of a firm’s operating departments or its inventory con-
trol section. The supply management department is notified of the requirement by one of two methods: a
purchase requisition or a material requirements planning (MRP) schedule. The purchase description which
is transmitted to the supplier forms the heart of the procurement and is detailed on the requisition form.
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Standard Purchase Requisition

The purchase requisition is an internal document, in contrast to the purchase order, which is basically an
external document. Most companies use a standard, serially numbered purchase requisition form for
requests that originate in the operating departments. The requisition communicates the user’s needs. The
essential information communicated includes a description of the service, material, quantity, and date re-
quired. Requisitions often are transmitted electronically through the approval system to the appropriate
buyer. Firms that maintain their inventory records on a computer utilize a programmed inventory monitor-
ing system that identifies the item whose inventory level has reached the reorder point. When the computer
detects this condition, it automatically prints an inventory replenishment requisition that goes to purchas-
ing for action, and the purchasing cycle is under way.

Material Requirements Planning Schedule

When a design engineer completes the design of a part or an assembly, he or she makes a list of all the ma-
terials (and the quantity of each) required to manufacture the item. This list is called an engineering bill of
materials. In firms that use computerized production and inventory planning systems such as an MRP sys-
tem, the engineering bill of materials first is reconfigured into a structured multilevel bill of materials. This
structured bill of materials for each item being manufactured can be used in determining specific material
requirements for a given production schedule during a specific time period. The computer program utilizes
the reconfigured “bills” along with the production schedules for all items as input and calculates as output
the precise time-phased requirements for each material that will be used in the manufacturing process. This
schedule then is sent to purchasing for direct use in obtaining the required materials. This obviously elim-
inates the necessity of preparing numerous purchase requisitions and is ideally suited for use in a multi-
product intermittent manufacturing operation.

Supplier Selection and Preparation of the Purchase Order

As soon as a need has been established and described precisely, the procurement professional begins an
investigation of the market to identify potential sources of supply. In the case of routine items for which
supplier relationships already have been developed, little additional investigation may be required to
select a good source.'® The purchase of a new or high-value item, in contrast, may require a lengthy
investigation of potential suppliers.

After qualifying a preliminary group of potential sources, the procurement professional may em-
ploy the technique of competitive bidding or negotiation or both. When competitive bidding is used, the
procurement professional initiates the procedure by requesting quotations from a reasonable number of
firms with which the buying group is willing to do business. Although “request for quotation” forms
vary widely among firms, typically they contain the same basic information that will be included on the
purchase order. These requests may be sent electronically. Chapter 11 describes this process in greater
detail.

Once a supplier has been selected, the supply management department issues a serially numbered
purchase order. In most cases the purchase order becomes a legal contract. For this reason, the procure-
ment professional should take great care in preparing and wording the order. Quality specifications must
be described precisely. If engineering drawings, statements of work, or other related documents are to

'®In practical purchasing terminology, these types of purchases are called “rebuys” or “modified rebuys.”
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be considered an integral part of the order, they should be incorporated clearly by reference. Quantity
requirements, price, and delivery and shipping requirements must be specified accurately. The order
should include all the data required to ensure a satisfactory contract and should be worded in a manner
which leaves little room for misinterpretation by either party.

In addition to the provisions that are unique to each contract, most firms include as part of every con-
tract a series of terms and conditions that are standard for all orders (typically called “boilerplate”). These
terms and conditions are designed to give legal protection to the buyer on matters such as contract accep-
tance, delivery performance and contract termination, shipment rejections, assignment and subcontracting
of the order, patent rights and infringements, warranties, compliance with legal regulations, and invoicing
and payment procedures. Each company develops its terms and conditions of purchase in accordance with
its own unique needs. Consequently, there is much variation among firms. Chapter 17 describes some of
the legal considerations which should be addressed in creating a contract.

After an order has been issued, changes in company requirements frequently require a change in the
contract. In such cases, the supply professional issues a change order, following the same procedures that
were used for the original order. When accepted by the supplier, the change order either supplements or
replaces the original order.

Acknowledgment and Follow-Up of the Order

In most cases, the original copy of the purchase order which is sent to the supplier constitutes a legal
“offer” to buy. No purchase “contract” exists, however, until the seller “accepts” the buyer’s offer. The
seller’s acceptance can take one of two forms: (1) performance of the contract or (2) formal notification
that the offer has been accepted.

The purpose of sending the supplier an acknowledgment form along with the purchase order is
twofold. First, it is a form that can be completed conveniently and returned to the purchasing firm to
acknowledge acceptance of the order. Second, the supplier can indicate whether it is able to meet the
desired delivery date. If a supplier ships the ordered item immediately from stock, it frequently disregards
the acknowledgment form.

If shipment is not made immediately, an acceptance should be sent to the supply management depart-
ment. Although the acknowledgment form usually serves this purpose, some sellers prefer to use their own
forms, which state their terms and conditions of sale. In either event, the procurement professional should
check the acceptance closely to see that the supplier has not taken exception to any provisions of the
order. If the seller’s acceptance terms are different from those on the buyer’s order, the law holds that they
will be incorporated automatically in the contract unless they materially alter the intent of the offer or
unless the buyer files a written objection to their inclusion. In cases in which the seller’s and the buyer’s
terms are in direct conflict, the law omits such terms from the contract, leaving settlement of the differ-
ences to private negotiation or legal adjudication. In view of the posture of the courts on this matter, it is
clear that a buyer must review suppliers’ order acceptances with great care.

The supply management department’s responsibility for an order does not end with the making of
a satisfactory contract. Supply management bears full responsibility for an order until the material is
received and accepted.

Even though a supplier intends to meet a required delivery date, many problems can prevent it from
doing so. When there is a reasonable chance that the supplier will not stay on schedule, important orders
with critical delivery dates should receive active follow-up attention. When such orders are placed, the pro-
curement professional should determine specific dates on which follow-up checks are to be made.
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Receipt and Inspection

The next step in the traditional purchasing cycle is receipt and inspection of the order. When a supplier
ships material, it includes in the shipping container a packing slip which itemizes and describes the con-
tents of the shipment. The receiving clerk uses this slip in conjunction with his or her copy of the purchase
order to verify that the correct material has been received. The received materials often are entered elec-
tronically into the buyer’s system by keyboard or the scanning of a bar code.

Services

The procurement of services involves many of the same processes. Instead of a specification developed or
adopted by engineering serving as the heart of the purchase order or contract, a statement of work serves
that purpose. The statement of work is developed by a team that includes the user of the services and a
procurement professional. Frequently, one or more qualified potential suppliers are involved in this effort.
Receipt of services may require a technical inspection to verify that the services have been received in ac-
cordance with the contract. These inspections may be required at various points throughout the comple-
tion of the order or contract. Procurement of services can present challenges not experienced in materials
buying. Chapter 9 addresses this challenging process.

The Invoice Audit and Completion of the Order

Occasionally, a supplier’s billing department makes an error in preparing an invoice or its shipping depart-
ment makes an incorrect or incomplete shipment. To ensure that the purchaser makes proper payment
for the materials actually received, sound accounting practice dictates that some type of review procedure
precede payment to the supplier.

A typical procedure involves a simultaneous review of the purchase order, the receiving report, and
the invoice. By checking the receiving report against the purchase order, the purchaser determines whether
the quantity and type of material ordered were in fact received. Then, by comparing the invoice with the
purchase order and the receiving report, the firm verifies that the supplier’s bill is priced correctly and
covers the proper quantity of acceptable material. Finally, when the arithmetic accuracy of the invoice is
verified, the correctness of the total invoice figure is determined.

Auditing invoices is a repetitive, time-consuming task that should be handled as efficiently as possi-
ble. It should be conducted soon after receipt of the invoice to permit the accounting department to make
prompt payment and obtain any applicable cash discounts. Prompt payment also supports the firm’s efforts
to establish and maintain good supplier relations. Because of the labor cost involved in auditing invoices,
many companies do not verify the accuracy of low-dollar-value invoices. Invoice auditing is technically
an accounting function. When possible, it is prudent to separate the responsibility for authorizing payment
for an order from the responsibility for placing that order. Theoretically, the purchasing department’s job
is completed when the material covered by a purchase order has been received in the plant and is ready for
use. In practice, however, some firms assign the responsibility for invoice auditing to accounting and oth-
ers assign it to purchasing.

In the purchase of complex or technical materials or services, operationally it makes sense to assign
the auditing task to the professional who handled the order. This individual is familiar with the materials
or services and their technical nomenclature, prices and contract provisions, and all ensuing negotiations.
Invoices for such orders often are difficult to interpret and evaluate without a detailed knowledge of these
things. Auditing invoices for the purchase of most standard materials, in contrast, is a routine task
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that should be assigned to appropriate accounting personnel. A majority of most firms’ orders fall into this
category.

Figure 1.7 indicates that the supply management department closes its purchase order file before the
invoice is audited. This is usually the case if accounting audits the invoice. When supply management
audits the invoice, its records are closed after the audit. Closing the order simply entails consolidating all
documents and correspondence relevant to the order; the completed order then is filed in the closed-order
file. In most firms, a completed order consists of the purchase requisition, the open-order file copy of the
purchase order, the acknowledgment, the receiving report, the inspection report, and any notes or corre-
spondence pertaining to the order. The completed order file thus constitutes a historical record of all the
activities encompassing the total purchasing cycle.

The Small-Order Problem

Small orders are a perennial problem in every organization and a serious problem in some. An exami-
nation of a typical company’s purchase order files reveals that a sizable percentage (sometimes up to
80 percent) of its purchases involve an expenditure of less than $250. In total, however, these purchases
constitute a small percentage (seldom more than 10 percent) of the firm’s annual dollar expenditures.
For example, 75 percent of Conoco’s purchase orders are for expenditures of less than $500 and 50 per-
cent are for less than $100."” The Intel Corporation found that its purchasing department spent 66 per-
cent of its time managing 1.7 percent of the firm’s expenditures.'® Kaiser Aluminum Chemical devised
a system by which blank checks were sent along with their orders. This allowed the supplier to fill the
order and fill out the check for payment. This system reduced the number of invoices handled and the
amount of time and human capital required to process payments.'’

Clearly, no manager wants to devote more buying and clerical effort to the expenditure of less than
10 percent of his or her funds than to the expenditure of the other 90 percent, yet this frequently is what
happens. The nature of business requires the purchase of many low-value items. Nevertheless, small or-
ders are costly to buyer and seller alike. It costs a seller only a few cents more to process a $1,000 order
than it does to process a $10 order. The following sections discuss various methods a purchasing manager
can use to minimize the small-order problem.

Centralized Stores System

A stores system is the first approach typically used to reduce the volume of small-order purchasing ac-
tivity. When experience shows that the same supply items are ordered in small quantities time after time,
the logical solution is to order those items in larger quantities and place them in a centralized inventory
for withdrawal as needed. An analysis of repetitively used production materials leads to the same action
for the multitude of low-value items. If usage of an item is reasonably stable, an optimum order quantity
can be computed by using a basic economic order quantity approach. This will be discussed in detail in
Chapter 20. There is, of course, a limit to the number of items and the financial investment a firm can
place in inventory.

Gordon Regan, “Conoco Procurement Card Program,” Presentation to the Executive Purchasing Roundtable, Phoenix, AZ,
February 28, 1994.

'SRoger A. Whittier, “How Intel’s Purchasing Now Uses Plastic to Generate Cost Savings,” Supplier Selection and Management
Report, May 1994, p. 13.

'9Anna E. Flynn, “Evolution of a Profession and a Program,” Inside Supply Management, 14, no. 1 (January 2003), p. 29.
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Blanket Order System

A stores system solves the small-order problem only for items that are used repetitively. A blanket order
system helps solve the problem for the thousands of items a firm cannot carry in inventory as well as some
that it does carry.

Briefly, the general procedure used for this type of purchase is as follows. On the basis of an analy-
sis of past purchases, the buyer determines which materials should be handled in this manner. After
bidding or negotiating, the buyer selects a supplier for each item or family of items and issues a blanket
order to each supplier. This order includes a description of each item, a unit price for each item when
possible, and the other customary contract provisions. However, no specific order quantities are noted.
The blanket order typically indicates only the estimated usage during the period of coverage (usually one
to three years). It also states that requirements are to be delivered upon receipt of a release from the pro-
curement professional or an other authorized person. On receiving a requisition for one of the materials,
the procurement professional sends a brief release form to the supplier. On the release form are noted the
blanket order number, the item number, and the quantity to be delivered. Receiving reports are filed with
the original order and at the end of the month are checked against the supplier’s monthly invoice. At
the end of the period, the order may be renewed or placed with another firm, depending on the supplier’s
performance record.

Many companies develop their own unique modifications of the basic procedure. For example, instead
of advising suppliers of order releases by means of a written form, some companies issue releases to local
suppliers by telephone, by fax, or electronically. By noting such releases on the order, the procurement pro-
fessional retains adequate control.

If material is needed immediately and the supplier is nearby, some firms allow the using department
to pick up the material without notifying the supply management department. The employee obtaining the
material endorses and enters the proper accounting charge on the sales receipt, a copy of which is sent to
the supply management department. In many firms today, user administration of the blanket order is com-
monplace as it frees up time to work on more important tasks.

The blanket order system offers seven important benefits:

1. It requires many fewer purchase orders and reduces clerical work in purchasing, accounting, and
receiving.

2. It releases procurement professionals from routine work, giving them more time to concentrate on
value-added activities.

3. It permits volume pricing by consolidating and grouping requirements.

4. It can improve the flow of feedback information because of the grouping of materials and
suppliers.

5. Because some supplier stock materials for prompt delivery, this system may reduce the buyer’s lead
times and inventory levels.

6. It allows the supplier to plan and buy more effectively, reducing the buyer’s price.

7. It develops longer-term and improved buyer-supplier relationships.

To function effectively in the long run, however, any blanket order system must provide adequate internal
control. Absence of the control element encourages petty fraud and poor supplier performance. The ele-
ments essential to effective control are

1. A numbered purchase order, including proper internal accounting charge notations
2. Arecord of authorized delivery releases
3. Bona fide evidence of receipt of the material



28 PART 1 The Foundation

Despite the fact that blanket order systems offer both the buying and the supplying organizations a
number of important benefits, organizations often fail to utilize this tool fully in dealing with small
orders.

Systems Contracting

Frequently used as a basic purchasing strategy as well as an approach for minimizing the small-order prob-
lem, systems contracting is an extension and a more sophisticated version of the concept of blanket order
purchasing. Some firms call it “stockless” purchasing.

As its name implies, systems contracting involves the development of a corporatewide agreement,
often a one- to five-year requirements contract, with a supplier to purchase a large group or “family” of
related materials. The items to be purchased usually are described in detail in a “catalog” that becomes part
of the contract. Estimated usage usually is included, along with a fixed price for each item and an agree-
ment by the supplier to carry a stock of each item that is adequate to meet the buyer’s needs. Various types
of supplies and commonly used operating items, typically purchased from distributors, are the materials
most often covered by these types of agreements.

In addition to the benefits of blanket order purchasing, a major objective of systems contracting is to
minimize both the buyer’s and the supplier’s administrative costs associated with the purchases. The op-
erating procedures of the two firms are integrated to the extent practical. For example, users in the buyer’s
various operating locations usually send their purchase requisitions directly to the supplier that has the con-
tract for the item. The requisition thus serves as the purchase order. The supplier maintains a list of such
shipments on a “tally sheet,” identifying each one by the requisition number (or a supplier-assigned num-
ber), and periodically (monthly or semimonthly) submits the tally sheet to the buyer for payment in lieu of
an invoice.

These types of integrated procedures and shortcuts typically develop a closer relationship between the
two firms and reduce paperwork and associated costs markedly. The buyer’s inventories and carrying costs
decline as well.

Electronic Ordering Systems

The evolution of the Internet has created opportunities to purchase products and services more efficiently.
Computers talking to computers replenish inventories of repetitively used items, expediting the purchas-
ing process, reducing paperwork, and simplifying internal accounting and control.

A platform developed to facilitate electronic buying, the Trading Process Network (TPN) developed
by General Electric can help buyers collaborate with suppliers by e-mail, post information to suppliers via
the TPN office website, and share engineering information and other information securely. GE states that
its TPN Business Services are capable of interfacing with all aspects of the supply chain and link the en-
terprise wizt? the trading community by providing an electronic channel for distributing information around
the world.

2°For a good discussion of systems contracting in MRO buying, see J. A. Lorincz, “Systems Contracts Put Control in MRO
Buying,” Purchasing World, May 1986, pp. 51-54, and Mary Lu Harding, “Designing Auto-Resupply Systems,” presented at the
82nd Annual International Conference Proceedings, 1997 (available on the ISM website at www.ism.ws).

2!George L. Harris, “Revolutionary Ways to Transfer Purchasing Responsibilities to Users and External Organizations,” presented
at the ISM’s 82nd Annual International Conference Proceedings, 1997.
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Purchase Debit and Credit Cards

The use of corporate debit and credit cards by employees for MRO purchases and small-order buys has be-
come commonplace. In addition to eliminating the need for most purchase orders, this technique reduces
the purchasing cycle time, improves purchasing relations with operating departments, provides much
faster payment to suppliers, and significantly reduces the workload in the accounts payable department.

Debit cards often offer the same protection to the buying firm without the interest that would be
charged on credit transactions. Banks advertise the business debit card as being safer than cash, faster than
writing a check, and easier to track. Also, it can be used to pay recurring payments such as Internet service
and insurance premiums. Both debit and credit cards offer detailed records of use that allow for control
and protection against unauthorized use.

Internally, cards are issued to operating department personnel with preset spending limits, variable
daily limits on purchases, or tools to protect the account from fraud. Each card carries the appropriate de-
partmental accounting charge number. The organization then receives a detailed monthly bank statement
with the purchase and account number so that the account can be reconciled against expenses reported by
the various users.

Many financial institutions today make it very inviting for companies to use debit and credit cards by
offering perks such as purchase assurance and extended warranties, roadside assistance, travel services and
assistance, and in some cases insurance coverage.

Supplier Stores/Consignment System

If a purchaser buys a large enough volume of certain materials from a single supplier, the supplier some-
times can afford to staff a small “store” at the purchaser’s plant and operate it on a consignment basis. Some
suppliers find that annual purchases of approximately $100,000 justify this type a branch operation. Users
then simply go to the store and sign for their purchases. At the end of the month the company is billed for
its purchases. This system clearly is not a short-term arrangement. The purchaser therefore must take great
care in selecting the supplier and negotiating the terms of the agreement.

Supplier Delivery System

The supplier delivery system is somewhat similar to a supplier stores system, but it is more feasible for
firms with a smaller volume of purchases. Many suppliers who are not willing to set up a store at the
buyer’s plant are willing to stock numerous miscellaneous materials and make daily or semiweekly deliv-
eries. Purchase requisitions for such materials are accumulated. The supplier’s delivery person then picks
them up on the specified day and at the same time delivers the material ordered in the preceding batch of
requisitions. This continuous shuttle service provides reasonably fast delivery and also reduces the pur-
chaser’s paperwork and inventory problems. When properly designed, the system can provide for adequate
accounting control.

Concluding Remarks

The basic steps in the purchasing cycle are the same for any buy. The time and effort put into completing
each step vary with the importance of the need. With today’s technology, many of these steps can be auto-
mated. The end result of this process may vary, depending on the skill of the procurement professional or
the sophistication of the organization’s buying process.



Organizational Issues

After reading this chapter, you should be able to:
1. Understand and define the terms presented in this chapter.
Understand where supply management fits into an organization.
Explain why the location of supply management within the organizational hierarchy is important.
Identify the four factors that influence the importance of supply management in a firm.
Identify the five classifications of work in a supply management operation.
Recognize the difference between operational activities and strategic activities.

Explain the advantages of centralized and decentralized supply management decision making.

Sl B A U R

Describe the evolution of purchasing and supply management organizational structure from materi-
als management to supply management and supply chain management.

VIGNETTE: A STRATEGIC SHIFT FOR XENIA

In 1998, Xenia was the leading producer of transducers worldwide. The company took pride in its mar-
keting, product innovation, and assembly excellence. By 2002, Xenia’s Asian competitor was selling
its transducers for what it cost Xenia to produce comparable units. At that time, Xenia engineers de-
signed virtually all of Xenia’s components, which then were purchased from one or more of the firm’s
4,000 suppliers. Widespread competition was used to obtain the best price. The selected supplier built
to Xenia drawings and specifications.

Management at Xenia responded to the competitive threat. The corporation’s strategy shifted to a new set
of core competencies: marketing, product innovation, assembly, and supply management. The progression

30
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to supply management was enhanced by the establishment of an executive position: the Chief Procurement
Officer. The CPO’s organization was retitled “Supply Management.” The CPO became a member of the
executive committee, allowing for greater input in developing corporate strategy. Equally important, sup-
ply management was able to ensure that its strategies were aligned with those of the corporation. Over a
period of three years, Xenia reduced its supply base from 4,000 to 400 suppliers. Xenia worked with those
suppliers to bring them to world-class status with long-term contracts. The suppliers became involved in
the development of Xenia’s new transducers.

The results? Cost of goods sold was reduced 50 percent. Incoming quality problems virtually disap-
peared. The time required to move a new product from concept to customer was reduced 45 percent.
Production lead times were reduced 65 percent. All those results were achieved in only three years! B

CRITICAL THINKING QUESTIONS

1.  What was the most important shift in Xenia’s set of core competencies?

2.  What impact did the appointment of a CPO at the executive level have on the supply management
function?

3.  What is the impact of reducing the supply base? How is this achieved?

4. 'What might be some benefits of getting suppliers involved in the development of Xenia’s new
transducers?

5.  What is the benefit of reducing cost of goods sold, time to market, production lead times, and
quality problems?

n any group activity, three principal factors largely determine the level of performance attained by the
group as a whole:

B The capabilities of the individuals
B The motivation of the individuals
B The organizational structure within which the individuals function

This chapter focuses on the last factor. The first two factors are obvious to most businesspeople, but
to many people the impact of the third is less clear. In the case of supply management, the function’s
location in the management hierarchy of a firm is important, for this decision either facilitates or lim-
its the influence supply management policies and actions can have on the firm’s total performance.
Within the department itself, the form of organization selected influences the types and levels of
expertise developed and also, to a great extent, the effectiveness with which the talents of individuals
are utilized.

A firm’s organizational structure reflects management’s basic attitudes toward the major activities
involved in its operation. Where should the supply management function fit in a firm’s organizational
structure?
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Placement of Supply Management
Within the Organization

The location of the supply management department within an entity’s organizational structure greatly influ-
ences that department’s ability to function optimally and influence the decision-making process involved in
effective procurement. The lower supply management is on the organizational chart, the less likely it is that
it can influence corporate strategy significantly. In practice, the center for advanced purchasing studies, caps,
in a study conducted in 2000 found “The supply organizational structure was forced to be congruent with the
overall corporate structure,” as opposed to selecting the most appropriate structure for large firms."

The importance of supply management in any firm is determined largely by four factors:

1. Availability of materials and services. Are the major materials and services used by the firm readily
available in a competitive market, or are some key materials and services bought in volatile markets that
are subject to periodic shortages and price instability? If the latter condition prevails, creative performance
by analytical supply management professionals is required; this typically is a top-level group.

2. Absolute dollar volume of purchases. If a company spends a large amount of money for materials
and services, the magnitude of the expenditure means that effective supply management usually can pro-
duce significant profit. Small unit savings add up quickly when thousands of units are purchased. On the
service side, a contract for IT (information technology) services can run into millions of dollars. Thus, a
10 percent saving contributes significantly to the bottom line.

3. Percent of product cost represented by materials and services. When a firm’s materials and outsourced
services costs account for 40 percent or more of its total operating budget, small reductions in material and
service costs increase profit significantly. Well-executed supply management usually pays handsome div-
idends in such companies.

4. Types of materials and services purchased. Perhaps even more important than the preceding consid-
erations is the amount of control purchasing and supply personnel have over the availability, quality, and
costs of purchased materials and services. Most large companies use a wide range of materials and services,
many of whose price and service arrangements definitely can be influenced by creative purchasing per-
formance. Some firms, in contrast, use a fairly small number of standard production and supply materials
or services from which even a top-flight purchasing and supply department can produce little profit
through the use of creative management, pricing, and supplier selection activities.

In her article “I’'m Convinced: You’ve Got Value!” Mary Siegfried Dozbaba emphasizes the need for pur-
chasing and supply management departments to demonstrate to the top executive their value and commit-
ment to improving profitability. To attain commitment and respect from the top, purchasing and supply
management must shift its focus from internal processes to big-picture issues such as determining and
defining the requirements, contract negotiation, supplier relations, and strategic long-term goals of the
organization. “You need to be willing to let responsibility flow out of the unit. Purchasing and supply
does not need to approve every requisition . . . stop being the price police,” she says. “You want to . . . be
called in to negotiate the multimillion dollar contracts, not just to buy pens.”? Such activities will ensure
that a purchasing and supply department is favorably positioned to support organizational needs in today’s
highly competitive marketplace.

'"Michiel R. Leenders, P. Fraser Johnson, Anna E. Flynn and Harold E. Fearon, “Purchasing and Supply Management: With 50
Supply Chain Cases,13th ed. Burr Ridge, IL: McGraw-Hill Irwin, 2006, p. 39.

*Mary Siegfried Dozbaba, “I'm Convinced: You’ve Got Value,” Purchasing Today 10, no. 5 (May 1999), p. 44.
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Other Factors That Affect Organizational Structure

Classification of Responsibilities and Activities

The starting point in thinking about potential organization structures is a delineation and an analysis of the
work to be done by the unit: the responsibilities and activities. The six classifications of work in a purchas-
ing operation are as follows:

1. Management. Management of the purchasing and supply function involves all the tasks associated
with the management process, with an emphasis on the development of policies, procedures, controls, and
the mechanics for coordinating purchasing operations with those of other departments. On an exception
basis, it also involves the management of unique supplier and commodity problems.

2. Buying/supply management. This includes a wide variety of activities, such as working with users to
help develop requirements and specifications, reviewing requisitions, analyzing bids, negotiating, and
selecting suppliers. Additional responsibilities involve continuing work with a supplier to improve the
supplier’s capability and performance in the areas of cost, quality, and service.

3. Contract and relationship management. This responsibility ranges from monitoring purchase orders
and working with accounts payable, to the application of project management skills, to a key procurement
such as a construction project. Relationship management is appropriate for many major procurements
in which the supplier’s motivation, cooperation, and collaboration are essential factors in a successful
relationship and a successful procurement.

4. Strategic planning and research work. A well-developed purchasing and supply management opera-
tion has a large number of research projects and systems studies that require specialized knowledge and
analytical ability. The more an organization has progressed toward a supply management focus, the more
emphasis it places on these strategic activities. The core activities in this area include economic, industry,
and supply market studies; the development of buying strategies for material or services buying; the de-
velopment and implementation of supply base and partnering plans; product research and value analysis
work; and operating and information systems analysis.

5. Follow-up and expediting. Order follow-up activity involves various types of supplier liaison work,
such as reviewing the status of orders and occasionally visiting suppliers.

6. Clerical activities. Every department must enter orders and maintain working files, catalogs and
library material, and records for commodities, suppliers, prices, and so on.

The precise manner in which purchasing work is subdivided and grouped depends on the size of the
department, which depends on the size of the company.

Operational versus Strategic Responsibilities

In small firms, responsibilities may be handled by a purchasing or supply manager and one or two assis-
tants; everyone wears several hats. In large organizations, the department may consist of 100 to 300
purchasing and supply professionals.” In 1998, R. David Nelson, Vice-President of Worldwide Supply
Management at Deere & Co., hired 94 supplier development engineers to accomplish supplier activities,
resulting in $22 million in cost savings! A major activity or responsibility for any purchasing and supply

*Large multiplant firms may employ 1,000 or more buyers and/or engineers.
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Operational Responsibilities Strategic Responsibilities

Placement of Purchase Orders Supplier Development Responsibilities
Managing Contract and Blanket Order Releases Coordinating the Procurement Systems
Expediting Inbound Orders Developing Long-Term Contracts
Maintaining Continuity of Supply to Production Lines Developing and Integrating Supply Strategy
Managing Supplier Relationships Managing Risks in Supply Chain
Transactionally Focused Activities Strategically Focused Activities

Figure 2.1 | Operational and Strategic Characteristics and Activities

management department is to provide an uninterrupted flow of materials and services. The tasks required
to accomplish this goal often are referred to as tactical or operational activities. These activities are not
a great source of cost savings yet are critical in avoiding tremendous losses resulting from potential dis-
ruptions in operations. Operational activities offer minimal value-added benefits yet are often pressing
and time-consuming. The focus on such tactical activities results in less time being allocated to profit-
generating strategic activities. Figure 2.1 demonstrates various operational and strategic characteristics
and activities.

Supply managers have begun to see the need for two types of resources in their organizations: (1) a
team of people who manage the operational and tactical activities of purchasing and materials management
and (2) supply managers who are involved in the development of broader strategic aspects of the function.
Those organizations are in a position to separate operational and strategic responsibilities formally in their
organizational structures. This ability to focus on the strategic sourcing process promises long-term in-
creased profitable sales and cost savings, improving profitability, and competitive advantage.

Organizational Authority

The placement of supply management decision-making authority affects the structure of the supply orga-
nization. Centralized authority exists when the decision-making process is the responsibility of a single
person. This person is held accountable by top management for the proper performance of purchasing
activities. Decentralization of purchasing authority occurs when personnel from other functional areas—
production, engineering, operations, marketing, finance, and so on—make unilateral decisions on sources
of supply or negotiate with suppliers directly for major purchases. As discussed in this book, this concept
is concerned solely with the placement of purchasing authority. It has nothing to do with the location of
buying personnel.

Generally, in a single-site operation, to decentralize the purchasing function needlessly is to deny a firm
some of its potential profit. Centralization of the purchasing function is essential for the attainment of both
optimum operating efficiency and maximum profit. Most companies today view the centralization of pur-
chasing as a logical and desirable evolution of Frederick Taylor’s basic concept of the specialization of
labor. The extent to which the efficiencies of functional specialization are realized when a firm creates a
supply management department, however, depends largely on the authority delegated to that department.
When functioning properly, centralized purchasing produces the following benefits:

1. Reduction of potential duplication of effort.

2. Leveraging of volume purchases: Volume discounts are possible when all company orders for the
same and similar materials are consolidated. In addition, a firm is able to project a unified policy to its sup-
pliers, gaining maximum competitive advantage from its total economic power.
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3. Consolidation: Consolidation provides an opportunity to standardize and simplify parts. Additional
benefits can be gained from value analysis and value engineering coordinated through a centralized
function.

4. Transportation savings: Transportation savings can be realized through the consolidation of orders
and delivery schedules.

5. Allowance of specialization: Centralization develops purchasing specialists whose primary con-
cern is purchasing. With training, purchasing specialists inevitably buy more efficiently than less-skilled
individuals can.

6. Reduction of suppliers’ costs: Suppliers are able to offer better prices and better service because
their expenses are reduced. Their sales personnel make fewer calls, prepare fewer orders, make fewer ship-
ments, prepare fewer invoices, and do less recordkeeping.

7. TImproved inventory control: More effective inventory control is possible because of company-
wide knowledge of stock levels, material usage, lead times, and prices.

8. Lower administrative costs: Fewer orders are processed for the same quantity of goods purchased,
reducing purchasing, receiving, inspection, accounts payable, and recordkeeping expenses.

9. Centralized control: Responsibility for the performance of the purchasing function is placed with
a single department head, facilitating management control.

10. Reduction in the costs of services: Warren Norquist, while Vice President of Materials Management
at Polaroid, centralized the purchase of marketing services such as advertising. As a direct result of cen-
tralization, Polaroid had savings in excess of 25 percent.

Despite the general advantages of centralization, complete centralized purchasing is neither always
possible nor always desirable. Four types of situations justify some decentralization. The first is found
in companies that process single natural raw materials. Many of those firms separate the purchase of
key raw materials from the purchase of other materials. Firms in the textile, leather, food, beverage, and
tobacco industries are good examples. In these industries, the raw materials are products of nature
that are purchased in unstable markets in which prices fluctuate widely. Buying typically takes place
at auctions or through commodity exchanges conducted in small local warehouses. In such markets,
a practical knowledge of grades is as important as knowledge of prices. Buyers of these commodities
usually guard their specialized know-how with secrecy, frequently handing it down from one genera-
tion to the next.

A second situation justifying some decentralization of purchasing authority exists in technically
oriented firms that are heavily involved in research. In those firms some exceptions to complete central-
ization are always desirable. Many one-time purchases in the research, design engineering, and related
departments can be handled more effectively by professional personnel in those departments. Moreover,
the dollar volume of such purchases is usually relatively small.

The third situation justifying a different type of decentralization is found in the operation of multisite
institutional and manufacturing organizations. Decentralization in this circumstance can allow for a faster
response time for the requisitioner, a better understanding of the requirements unique to that plant, quicker
support in product development projects, and ownership of the process and products.*

“Robert Monczka, Robert Trent, and Robert Handfield. Purchasing and Supply Chain Management, 3rd ed. (Mason, OH: South-
Western, 2005), pp. 148-49.
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Fifth, the purchase of nontechnical odds and ends often calls for a partial decentralization of purchas-
ing. Credit card and petty cash fund purchases of less than several hundred dollars are a good example.
Decentralizing through the use of these approaches can be a money saver.

The danger of losing purchasing control does not stem from partial decentralization of the purchas-
ing function per se. Some decentralization is necessary as a matter of common sense. The use of cross-
functional teams in the decision-making process is increasing. Organizations are changing to compete
in the global market. Companies are seeking to take advantage of both structures by forming a hybrid
structure that includes both centralized and decentralized decision making. This results in the best of
both structures, maintaining necessary control while meeting the unique needs of the other functions
or divisions.

e-Commerce

Technology has provided a solution to the debate about centralized versus decentralized organizational
structures. As computers began to appear on desktops in the late 1980s, purchasing departments were able
to reduce administrative time and costs by placing purchase orders electronically. Electronic data inter-
change (EDI) was the early stage of e-commerce. Electronic catalogs of approved supplies or services could
be created through a centralized supply management department and disseminated to decentralized loca-
tions for purchase. Electronic billing and remittance of invoices improved cash flow while reducing the cost
of doing business. e-commerce allowed corporate policy and procedure to be distributed and monitored
effectively while giving divisional supply management departments the authority to make purchases to meet
their local requirements. e-commerce has been a catalyst, enabling organizations to benefit from the hybrid
supply management structure.

Organizational Structures

As was stated above, the position of the supply management department on a firm’s organizational chart
can vary. However, as materials gained in importance, becoming a larger proportion of the cost of goods
sold, issues such as inflated inventories, poor quality, material stockouts, long lead times, and miscommu-
nications provided the impetus for a movement to capture control of materials under one individual. This
gave rise to the materials management approach to structuring the material portion of an organization.

The Materials Management Organization

The concept of organizing the functions that affect the acquisition, movement, and storage of materials un-
der one manager evolved in the early 1960s. The term materials management was introduced to describe
an integrated systems approach to the coordination of materials activities and the control of total material
costs.” The purchasing, planning and scheduling, transportation, and warehousing functions were orga-
nized under the control and responsibility of one individual: the materials manager. The objective was to
optimize the performance of the materials system, as opposed to suboptimizing the performance of the
individual functions that are parts of the materials system. The results were “great improvements in inven-
tory levels, customer service, and communications, ultimately improving the bottom line.”®

SFor the classic reference, see Dean S. Ammer, Materials Management and Purchasing, 4th ed. (Homewood, IL: Richard D. Irwin,
1980).

®Marilyn Gettinger, “Strategic Thinking: Movin’ on Up from Supply Management to the Supply Chain,” 91st Annual International
Supply Management Conference, ISM, Tempe AZ, May 2006, p. 2.
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The materials management organization was popular during the 1960s and 1970s. This concept of
integrating the functions involved in the management of materials paved the way for the more sophisticated
concept of supply and supply chain management.

Materials

Manager

Production Inventory

Control Control Purchasing Transportation Warehousing

The Supply Chain Management Structure

In the late 1980s Japan invaded the U.S. automobile market with cars assembled in Japan. This marked
the beginning of globalization as we know it today. The early 1990s saw the appearance of personal com-
puters on the desktops of organizations, putting data and information at the fingertips of managers. With
the introduction of the Internet and the World Wide Web, the information age began. Through these
developments, the concept of managing materials for competitive advantage flourished. The materials
management structure evolved beyond the idea of managing a corporation’s inventory and the functions
responsible for supply. The broader concept of supply chain management grew to encompass the plan-
ning and management of all activities involved in forecasting, sourcing, and procurement and all incom-
ing logistics management activities. It broke down the functional silos, creating integrated processes
throughout the organization.” In describing the breadth of supply chain management, Marilyn Gettinger,
C.P.M,, president of New Directions Consulting Group, writes:

Importantly, it also includes coordination and collaboration with channel partners such as suppliers, intermedi-
aries, third-party service providers, and customers. In essence, supply chain management integrates supply and
demand management within and across companies. It is a total system approach to facilitate coordination inter-
nally and with supply chain partners, often using enhanced communication and information technologies.®

Organizing with Cross-Functional Teams

Cross-functional teams have become a common approach to addressing many supply-management-related
activities, including new product development,” value analysis and value engineering, standardization and
simplification, engineering change management, the development of statements of work describing ser-
vices requirements, commodity teams, the acquisition of capital and operating equipment, make/buy and

"Ibid.

*Ibid.

°Laura M. Birou, Stanley E. Fawcett, and Gregory M. Magnam in “The Product Life Cycle: A Tool for Functional Strategic
Alignment,” found that “companies are striving to break down functional barriers that inhibit effective product and process
design.” International Journal of Purchasing and Materials Management, Spring 1998, p. 37.
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outsourcing analysis, source selection, potential supplier field reviews, negotiation, post-award manage-
ment and problem solving, supplier development, and the development of strategic alliances.'” Since
cross-functional teams require a significant investment in human resources, their use commonly is limited
to time-critical and high-monetary-value activities. The appendix to this chapter addresses cross-functional
teams in greater detail.

Concluding Remarks

Foremost in developing an organizational structure is finding a structure that will allow the organization’s
supply chain to function effectively and efficiently. ISM Professor of Supply Chain Management Robert
M. Monczka tells us in “Finding a Structure That Works,” “Establishing appropriate organizational struc-
ture and governance processes for the supply management function is critical to effective supply chain
management. Competitive and customer pressures, globalization, outsourcing and the need for innovation
from external sources, combined with unrelenting pressure to achieve cost reduction, faster time to mar-
ket and improved customer responsiveness, all increase the importance of this decision.”"'

Discussion Questions

1. Why is supply management’s position in the corporation’s organizational structure important?

2. How do the four factors identified by the authors affect the significance of supply management in a
firm? For example, is supply management more or less significant when one is buying products
from a volatile market?

3. Review the tasks identified under each of the five classifications of work in a supply management
operation. Which tasks under each classification might be considered operational and which might
be considered more strategic?

4. Why are many organizations using a hybrid approach to decision-making authority in their supply

management?

How has the advent of the World Wide Web influenced the growth of supply chain management?

6. Why is the organizational structure an important issue in managing the purchasing and supply
function?

7. Identify some ways in which cross-functional teams could be useful in developing new products or
completing value analysis functions.

»n

Internet Exercise
(http://www.utc.com/press/highlights/2006-09-08 purchasing.htm)

United Technologies: Company Highlights
“Supply Management wins Purchasing medal of excellence.”

1. Why was United Technologies chosen for this honor?
2. Would you identify UTC’s approach to supply management as centralized, decentralized, or hybrid?
Explain.

1%<Chrysler used a team approach and chose suppliers before the parts were even designed, which meant virtually eliminating
traditional supplier bidding.” James Bennet, “Detroit Struggles to Learn Another Lesson From Japan,” New York Times, June 19,
1994, p. F5.

""Robert M. Monczka, “Finding a Structure That Works,” Inside Supply Management 17, no. 12 (December 2006), pp. 10-11.
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3. Discuss some of the company’s accomplishments that led to its receipt of the award.
4. How does UTC’s corporate culture support the achievements of the supply management team?
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Appendix: Benefits Resulting from
Cross-Functional Teams'?

Synergy

The many activities identified in this chapter have one thing in common: They all benefit from a variety
of functional inputs. For example, during the new product development process, marketing has informa-
tion on customers’ wants and needs, their willingness to purchase at different prices, and present and
potential competition. Design engineering has knowledge about current and future design processes and
constraints. Manufacturing engineering has information on the firm’s and its suppliers’ manufacturing
processes and their limitations. Supply management provides a window to the supply world and its capa-
bilities and limitations and the likely cost and availability of various materials and services under consid-
eration. Customer service, quality, finance, information technology, and carefully selected suppliers all
have many additional contributions to make during the new product development process. When these
professionals come together under a capable team leader, the result is normally a synergy that results in a
far more profitable new product far more quickly than would have occurred with the traditional sequential
approach to new product development.

"Many of the ideas in this appendix were introduced by one of the authors’ mentors, Professor Norman Maier of the University of
Michigan, during the mid-1960s.
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Input from All Affected Functions

The cross-functional approach greatly increases the likelihood that all issues that should be considered will
be addressed. For example, customer support and service frequently were overlooked in the traditional se-
quential approach to new product development. Standardization efforts, which are conducted or controlled
by a single functional area such as manufacturing engineering, frequently overlook the procurement, man-
ufacturing, and marketing implications of implementing new standards. The result is surplus purchased
materials, manufacturing bottlenecks, or products that do not compete in the marketplace.

Time Compression

A hypothetical example may help in understanding the traditional sequential or functional approach to
many of the activities discussed above. Marketing at Alpha Corporation has identified a need for a new
complex transducer. Marketing describes this need to design engineering, which designs the transducer.
On completion of the design, the specifications and drawings are forwarded to manufacturing engineer-
ing, the function responsible for translating design engineering’s specifications into production plans.

Manufacturing engineering determines that certain tolerances cannot be met by the firm’s production
equipment. Design engineering is asked to revise the specifications. Design engineering contacts market-
ing to determine what impact the revised tolerances (ones which the firm’s equipment can meet) will have
on sales. If the impact is significant, manufacturing and possibly plant engineering may become involved.
They may decide that new equipment is required. This process continues on through the quality assurance
function. Quality assurance reviews the specifications and production plans to ensure that the required
level of quality will be obtainable. The customer service function then reviews the specifications and
manufacturing plans so that it can develop plans to support the transducers in the field. Obviously, each
function along the sequential path leading to production of the desired transducer may question or even
challenge the design specifications and manufacturing plans. This back-and-forth process ultimately leads
to a product that is late to market and overpriced.

Overcoming Organizational Resistance

With the cross-functional approach, all functional areas are involved up front, and this helps reduce orga-
nizational resistance to decisions that will affect specific functional areas. In contrast, decisions that affect
multiple functional areas, that are made without the involvement of those areas are likely to meet resis-
tance. The representatives of each of the functional areas involved on the team constructively provide their
input and are involved in the resulting agreement. In turn, each representative is responsible for ensuring
acceptance by his or her functional area of the team’s decisions. Experience indicates that once a team
makes a decision, implementation of the resulting plan is much easier and faster than is the case with the
sequential approach.

Enhanced Problem Resolution

The cross-functional team approach is far more efficient and effective at solving problems than the tradi-
tional functional one is. For example, if a supplier, in spite of its best efforts, is unable to meet the contract
schedule or quality requirements, a cross-functional team representing supply management, manufacturing
engineering, and quality may be formed to work with the supplier to resolve the problem. (The solution to
a surprising number of such problems is within the customer firm’s control, not the supplier’s!)
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Negotiations

Negotiations for critical or large-monetary-value materials, services, supplies, or items of equipment are
conducted much more effectively by a well-prepared and well-coordinated cross-functional team than by
the finest supply professionals alone.

Improved Communication and Cooperation

The traditional functional approach to the activities listed in the opening paragraph of this appendix nor-
mally results in efficiency within each department. However, this approach inhibits communication and
cooperation among the departments involved in the activities.

Some 40 years ago, one of the authors was the chief procurement officer (CPO) of a relatively small
business unit. The organization’s plant engineering department designed specifications for construction
projects. Those specifications served as the basis of invitations for bids (IFBs) and the resulting contracts.
Numerous questions and problems were encountered with potential suppliers during the bidding process
and then with the successful bidder. The specifications were ambiguous and in several cases contained
inconsistencies.

The CPO met with the plant engineer and offered to become involved in the development and review
of the specifications. The plant engineer rejected the offer, stating: “Development of specifications is my
responsibility. Butt out!” Interestingly, the plant engineer subsequently expressed his desire to become
involved in the sourcing process. Guess what happened?

Challenges and Problems with the Cross-Functional Approach

There are several challenges and inherent problems with a cross-functional approach.

Additional Investment in Scarce Resources

A single professional normally requires far fewer labor hours to accomplish a task than does a team. For
example, a single supply management professional can accomplish the many actions involved in selecting
a critical supplier in considerably fewer labor hours than can a cross-functional sourcing team. However,
a team consisting of a design engineer, a manufacturing engineer, and a quality engineer together with a
supply professional will do a far more thorough job of selecting the right source.

Role Conflict

Normally, cross-functional team assignments impose additional duties on many or all of the individuals in-
volved. In many cases, a team member’s functional manager expects that individual to perform his or her
normal functional responsibilities. Such responsibilities require about 40 hours per week, and the individ-
ual also is expected to satisfy his or her team responsibilities. A number of years ago, one of the authors
directed thesis research at the Graduate Logistics Division of the Air Force Institute of Technology. The
research focused on minimizing role conflict between functional and team assignments. The subjects were
assigned to cross-functional teams developing the B-1 bomber. The researchers focused on a multi-matrix
approach to project management as a means of avoiding or minimizing the inherent role conflict. While
promising, the research results were inconclusive. Some 25 years later, management is still attempting to
cope with the issue of role conflict resulting from part-time assignment of individuals to cross-functional
teams. Despite these issues, the benefits of teams usually outweigh the resulting problems.
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Overload for Key Team Members

Overload is an obvious result of the role conflict inherent in the additional duties assigned to key team
members. Paradoxically, the most attractive team members are those individuals who are key contributors
to their functional organizations. Management must be sensitive to the danger of such an overload to avoid
burnout and the possible loss of such individuals.

Continuity

Obviously, once team members have been trained and developed and have learned to work together in a
synergistic manner, continuity of membership becomes critical. Retirement, departure to another firm, pro-
motions, and layoffs can have a negative impact on the team’s operation. Careful selection and assignment
of team members can reduce but not eliminate such problems.

Rewards

By now, it should be apparent that individuals who are assigned to cross-functional teams as an additional
duty should be rewarded appropriately. The greatest reward is the satisfaction associated with “making a
difference” in the team’s success. Senior professional managers ensure that functional managers (the chief
procurement officer, the director of R&D, the director of manufacturing, etc.) recognize all individuals’
contributions to both their functional organizations and the cross-functional team.

A few enlightened organizations have had success with team incentives. These incentives range from
team dinners, to a team vacation in Hawaii, to the award of stock options. In some cases, the team receives
a bundle of rewards (such as 1,000 stock options). The team members then allocate the options according
to a consensus of the members on the relative contribution of each member. More information on this
subject may be found in Rewarding Teams: Lessons from the Trenches."

Prerequisites to Successful Cross-Functional Teams

Although there are many prerequisites, we will focus on three especially critical ones.

Executive Sponsorship

An absolute prerequisite for successful cross-functional teams is the support of an executive sponsor. “Top
management team support and political factors may be even more critical to the success of cross-functional
teams than the internal team processes.”'* The individual sponsor should have all the functional areas
involved reporting to him or her or have the informal ability to secure the cooperation and support of
colleagues in obtaining the assignment of the appropriate human resources to the project. Additionally, the
executive sponsor must track the cross-functional team’s progress, run interference, and obtain additional
resources as appropriate.'

3Glen Parket, J erry McAdams, and David Zielinski, Rewarding Teams: Lessons from the Trenches (New York: Jossey-Bass,
2000).

“Michael A. Hitt, “Corporate Entrepreneurship and Cross-Functional Fertilization: Activation, Process and Disintegration of a
New Product Design Team,” Entrepreneurship: Theory and Practice, Spring 1999, p. 145.

SFor additional insight, see David N. Burt and Richard L. Pinkerton, Strategic Proactive Procurement (New York: AMACOM,
1996), p. 33, and James W. Dean, Jr., and Gerald I. Susman, “Organizing for Manufacturing Design,” Harvard Business Review,
January—February 1989, pp. 28-36.
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Effective Team Leaders

Without skilled leadership, teams frequently become lost, flounder, get off course, lose sight of their goal,
lose confidence, become mired in interpersonal conflicts, stop short of their goal, and never contribute their
full potential. Surveys of highly effective teams have shown that their members rated their leaders as
highly skilled. Lower-performing teams rated their leaders as being much less effective.

Ideally, a team leader has people skills, communication skills, technical knowledge, experience
working with the people who will be on the team, and enthusiasm. The new role of the team leader is to
build a team with vision, authority, accountability, information, skills, and a commitment to assuming
more and better operational control of the team’s work. The new leader expands the capabilities of the
team members and the team itself. As a result, the team can perform some of the leader’s traditional
work roles, such as budgeting, scheduling, setting performance goals, and providing training. The team
gradually assumes the day-to-day operations, allowing the leader to manage resources, ideas, technolo-
gies, and the work processes. The most challenging aspect of this new role is that the leader must give
up part of his or her former, more authoritarian role. Such a shift of roles gives the leader more time to
take on strategic roles. The result of the shift is that the team is able to contribute more and with greater
speed.

Team leaders must assume a number of roles. They must understand people so that they can influ-
ence them. They should encourage and maintain open communication and help the team develop and
follow team norms. The team leader needs to step back from his or her management role of directing
employees and assume a more collaborative role as a facilitator. The leader should help guide the team
and allow the team to identify problems, develop solutions, and then implement those solutions. The
team members must be free to express themselves as long as that expression is not destructive in nature.
The team leader should support the expression of conflicting points of view. “Team synergy begs for a
conflict of ideas. Conflict can bring into being the creative tension where paradigm-shifting ideas are
born.”'® While the team leader may need to retain some of the final decision making in the early stages,
it should be the leader’s goal to develop the team so that it can assume responsibility for the decision
making entirely.

The team leader helps the team focus on the task and removes obstacles that stand in the way of the
team’s performance. Helping the team focus will ensure that the team progresses through productive stages
of team development and will reduce the tendency for it to revert to one of the less productive stages.
Effective team leaders help minimize turf issues and keep the team focused on the good of the organiza-
tion. Additionally, the leader needs to make sure that the team members have all the resources they need
so that they don’t become distracted. The team leader also should remove any obstacles to the team’s
success.

Additionally, team leaders help establish a vision, create change, and unleash talent. The leader helps
the team establish a mission statement and define its goals. Leaders create change within both the orga-
nization and the team. They force people to think outside the box and help develop creative solutions to
problems. Leaders need to have good people skills to identify and draw out the hidden talents of the team
members.

Former American League relief pitcher David Baldwin, writing in the Harvard Business Review,
addresses the issue of “blame.” He focuses on how managers in Major League Baseball employ blame.

'Tom Schulte, quoted in “Conflict Resolution, A Required Skill for Engineering Team Managers,” IOMA’s Report on Managing
Design Engineering, January 2000, p. 2.
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Baldwin contends that blame plays an important role in shaping an organization’s culture. He proposes five
important rules of blame, which we believe apply to most or all team leaders:

Know when to blame—and when not to.

Blame in private and praise in public.

Realize that the absence of blame can be far worse than its presence.
Manage misguided blame.

Be aware that confidence is the first casualty of blame.'’

N w =

Meetings: Do’s, Don’ts, and Donuts (Lighthouse Point Press, 1994) offers the following suggestions
to team leaders:

B Decide whether a meeting is the best way to accomplish this. Consider circulating routine informa-
tion via e-mail. If a meeting is required, distribute an agenda at least two days in advance.

B State in one or two sentences what you would like your meeting to accomplish.

B Set ground rules to maintain focus, respect, and order during the meeting.

B Take responsibility for the outcome of the meeting. For example, help keep the meeting on track
and help resolve conflicts.

B If your meeting isn’t working, try other tools, such as brainstorming techniques or computer
software that help you create the agenda.'®

Qualified Team Members

Experience indicates that the most critical variable in one’s ability to be a “high” contributor is willingness
and desire to contribute. Baxter Health Care of Paramatta, New South Wales, Australia, ensures that team
members are “willing” participants by announcing forthcoming team projects to all employees. Individuals
are encouraged to volunteer for the additional assignments as team members representing their functional
areas. In many cases, competition for a team position is intense. Thus, the team leader is in the enviable
position of being able to select members from a pool of volunteers. Obviously, team membership has the
potential for satisfaction and intrinsic and tangible rewards at Baxter.

The Wisconsin Department of Revenue has identified the following communication skills as being
significant to employee success. (If an individual is deficient in one or more areas, he or she can attend
training offered by the department, attend management development programs, pursue self-study, or
obtain a mentor.)

Listening (the ability to understand, organize, and analyze what we hear)

Actively attend to and convey understanding of the comments and questions of others.
Identify and test the inferences and assumptions we make.

Overcome barriers to effective listening (semantic, psychological, physical).
Summarize and reorganize a message for recall.

Keep the speaker’s intent, content, and process separate.

Withhold judgment that can bias responses to the message.

""David G. Baldwin, “How to Win the Blame Game,” Harvard Business Review, July—August 2001, p. 57.

'8Cited in David J. O’Shea, “Relationship-Building Skills,” NAPM InfoEdge, September 1998, p. 9. Used with permission of the
National Association of Purchasing Management.
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Giving Clear Information

Assess a situation, determine objectives, and give information that will best meet the objective.
Construct and deliver clear, concise, complete, well-organized, and convincing messages.
Keep on target—avoid digressions and irrelevancies and meet the aim of the communication.
Determine how to use persuasion effectively.

Maintain a climate of mutual benefit, trust, rapport, and a win-win outcome.

Getting Unbiased Information (minimize the filtering and editing that take place when information is
transmitted from person to person)

B Use direct, nondirect, and reflective questions.

B Identify forces that may bias the information.

B Confirm understanding and obtain agreement and closure.

Fostering Open Communication

B Create an atmosphere in which timely, high-quality information flows smoothly between self and
others.

B Encourage open expression of ideas and opinions."’

Team Development and Training

Each team will develop its own personality, but the key objective of all teams must be willingness to sub-
ordinate personal and functional interests to the team’s goals. Having a competent leader and having
well-qualified team members are two critical first steps. The third step is team development and training.
This calls for investments that should pay a high return. For example, Southern California Edison (SCE)
has used team development and training to create one of the best supply management systems in the
utility industry. Under the leadership of Emiko Banfield, 24 cross-functional supply management teams
have been established to manage supply issues. Each SCE team receives three days of team develop-
ment and training as a foundation for its activities. As a result, SCE has taken over $250 million out of
a spend of approximately $1 billion. Working through cross-functional teams, Banfield discovered that
internal barriers could be reduced, setting the stage for successful collaboration if teams were trained
properly.?°

The Supply Chain Management Institute at the University of San Diego is pioneering an alternative
approach to team development. Four-person cross-functional teams from client firms undergo interactive
training on selected supply management topics. A one-hour workshop is conducted after each one-hour
training module. During the workshop, each team conducts a gap analysis, comparing one of its processes
with the world-class processes presented in the previous training module. The team then develops a
preliminary action plan to close the gap. The plan identifies key actions, a time line, and an estimate of the
bottom-line impact of the team’s proposed plan. Preliminary findings indicate that cohesive teams evolve
with this approach to training and organizational transformation. Although the findings are preliminary,
this approach to team development appears to be very cost effective.

190’ Shea, “Relationship-Building Skills,” p. 7.
2Emiko Banfield, Harnessing Value in the Supply Chain (New York: John Wiley & Sons, 1999), pp. 29-30.
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Adequate Time

Unrealistic deadlines are major problems that block the success of many cross-functional teams. As Burt
and Pinkerton wrote, “Too much pressure for results too soon will almost always force a team to prema-
ture and less effective decisions.”*! The tendency for management to act now rather than allowing time for
good analysis is an old habit in the United States. Many of America’s global competitors have the patience
to take time to nurture participative management. The results of nurturing participative management are
well known. Just ask American automotive manufacturers about the cost of quick reactions without fos-
tering participation.?

Interfirm Teams

When buying and supplying organizations recognize the interdependence and the benefits to both parties
of a collaborative or alliance relationship, the development of an interfirm team should be considered. In
effect, a superordinate cross-functional team will result. Dan Mohr, Director of Supplier Relations for
GTE, observes: “Relationship teams are the building blocks upon which the relationship prospers. Team
meetings provide a forum to jointly discuss new ways to reduce process costs, improve service to our cus-
tomers, and enhance time to market, which ultimately expands market share for both organizations.”** As
with cross-functional teams within each firm, the assignment of the “right” individuals and team training
are essential for success. One significant difference is that two executive sponsors will be required, one at
each firm. The interfirm team’s first task, after receiving appropriate training, is the development of a cus-
tomized effective and efficient communication system.

As we will see in the chapter on relationships, many progressive organizations are working with se-
lected collaborative suppliers to develop and manage supply alliances. One of the keys to success with such
efforts is the development and use of interfirm teams. Experience indicates that the basis of such interfirm
teams must be the existence of cross-functional teams at both the buying and the supplying organizations.
The development and use of interfirm teams is more challenging than are in-house cross-functional teams,
but the benefits are even greater!

Supply Management’s Roles on Cross-Functional Teams

Timothy M. Laseter, vice president, Booz-Allen & Hamilton Inc. in New York, identifies four principal
roles for supply management professionals who are members of cross-functional teams:

B Provide the process expertise of supply management in areas such as supply base research, supplier
cost modeling, or (more typically) negotiation.

B Provide content knowledge of a specific supply market or commodity area that the supply
management individual directs.

B Serve as the liaison with the supply management organization to ensure that project needs obtain
priorities among other staff in the corporate organization.

B Represent the supply management point of view in considering trade-offs, setting priorities, and
making decisions affecting policy.*

2'Burt and Pinkerton, Strategic Proactive Procurement, p. 195.

“Diane Brown, “Supplier Management Teams,” NAPM Insights, August 1994, p. 33.

Mary Crews, “Relationship Management Yields Results,” Purchasing Today, June 2000, pp. 8-9.

ZTimothy M. Laseter, “Overcoming Conflicting Priorities,” Purchasing Today 9, no. 1 (December 1998), p. 37.
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In 210 B.C., Arbiter Petronius of the Greek Navy wrote, “We trained hard . . . but it seemed that every
time we were beginning to form up into teams we would be reorganized, and I was to learn later in life
that we tend to meet any new situation by reorganizing.”> Fortunately, great progress has been made
in the design and use of teams, especially in the areas of new product development, project management,
source selection, and negotiation.

End Notes

Although many variables have an impact on the success or failure of a cross-functional team, none is more

critical than the team leader. Professor Robert Trent of Lehigh University has conducted extensive research

on the role of cross-functional teams in purchasing and supply management. Trent defines an effective team

leader as “one who is capable of satisfying a set of essential operating responsibilities and requirements

while still promoting the creativity, leadership ability, and innovativeness of individual team members.”
Trent identifies 10 requirements for effective team leadership:

Work with the team to establish and make a commitment to performance goals.
Secure individual member involvement and commitment.

Manage internal team conflict.

Help maintain team focus and direction.

Secure required organizational resources.

Prevent team domination by a member or faction.

Deal with internal and external obstacles confronting the team.

Coordinate multiple tasks and manage the status of team assignments.

Clarify and help define each member’s role.
Provide performance feedback to members.”

6

The interested reader is encouraged to read Professor Trent’s full article and the 1994 book Leading Teams:
Mastering the New Role.”’

In the spring of 1999, Michael A. Hitt reported on a longitudinal case study of a cross-functional new
product development team that became dysfunctional and obtained suboptimal results. Hitt’s research
supports the following important conclusions:

B Top management support of the cross-functional team is essential to the success of critical projects.

B Management leadership of the cross-functional team is critical.

B Functional activities, suppliers, and key customers who have significant input should be involved
throughout the project’s life.

B Geographically dispersed teams are difficult to manage.*®

%Cited in David M. Moore and Peter B. Antill, “Integrated Project Teams: The Way Forward for UK Defence Procurement,”
European Journal of Purchasing & Supply Management, September 2001, p. 57.

?SRobert I. Trent, “Understanding and Evaluating Cross-Functional Sourcing Team Leadership,” International Journal of Purchasing
and Materials Management, Fall 1996, p. 29.

*"John H. Zenger, Ed. Musselwhite, Kathleen Hurson and Craig Perrin, Leading Teams: Mastering the New Role, Homewood IL:
Irwin, 1994.

ZMichael A. Hitt, “Corporate Entrepreneurship and Cross-Functional Fertilization: Activation, Process, and Disintegration of a
New Product Design Team,” Entrepreneurship: Theory and Practice 23, no. 3 (Spring 1999), pp. 145-68.
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Concluding Remarks

Much of the success in transforming purchasing into supply chain management and then to value network
management is based on embracing the power of cross-functional teams. These teams include supply man-
agement professionals, design and production engineers, and quality managers and frequently their coun-
terparts from supply chain partners. Such teams play an essential role in the required transformations.
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Supply Management: An
Organization-Spanning Activity

After reading this chapter, you should be able to:

1. Understand the importance of integrating supply management with internal and external
stakeholders.

2. Understand the role supply management plays in the supply chain.

3. Understand the importance of connecting suppliers with the ultimate customers.

VIGNETTE: TROUBLES AT EAGLE MANUFACTURING COMPANY

It is Saturday afternoon, September 6. Ted Jones, supply manager for the Eagle Manufacturing Company,
is in his office, reviewing his life at Eagle. Since becoming the head of supply management, Ted has been
struggling with one crisis after another while trying to placate operations, plant maintenance, and seem-
ingly half the management team (and their assistants). Although only age 35, Ted feels like he’s 60. Eagle
is expecting a large return on the salary it is paying him.

In the two years since taking over the department, Ted has put together a great team of buyers, expe-
diters, and support staff. Their work is tops; they are all professionals. But morale has started to be a prob-
lem. On Friday, Bill Wilson, Ted’s senior buyer, submitted his resignation. Bill decided to take a job with
ahandsome salary increase at Cable Manufacturers of America. He said, “If I'm going to get ulcers, I might
as well be paid for them!”

Ted looks at the August performance data for the office: 743 transactions, 98 percent with delivery on
or before the specified dates, 87 percent of supplies and material purchases at or within 5 percent of target
price, 9 percent late deliveries, and a 5 percent rejection rate of materials and supplies received. Compared

a9



50 PART 1 The Foundation

with the months previous to August, the trends look good, but there is still room for improvement. Ted feels
that his department can have a much greater impact on the firm’s profitability if he can generate more
cooperation with the other departments. He also realizes that a better training program will bring along
some of his own people a bit faster.

Ted thinks about some of the “big ones” that happened in August. The maintenance department sub-
mitted a purchase request for a new robot on August 29. The machine, according to the estimates supplied,
would cost $5.5 million. It was to be delivered and operational in seven months. Only one source of sup-
ply was able to meet the delivery date. Ted wonders how much extra money the lack of lead time cost on
that one.

Tim Raines, vice president of operations, held Ted’s feet to the coals in the weekly staff meeting on
August 7. Operations had run out of parts that week. The vice president of marketing, Ron Hankins, had
helped to apply the coals on that one. In retrospect, Ted is puzzled about the hopscotch communication
patterns among operations, material control, marketing, and his own office.

Tim confronted Ted on August 14, again during the staff meeting, saying that quality on the incoming
parts was causing major production problems. Ted tried to explain the greater attrition rate inherent in new
production processes, but Tim was not convinced.

In fairness, not all his problems were with operations, Ted is thinking during his Saturday afternoon
reverie. The president’s secretary called twice to say that the janitorial services contractor had not washed
the windows properly. Ted mentioned that poorly described, unenforceable specifications were part of the
problem. But the secretary was just trying to do her job in seeing that somebody else’s job was done right.
She didn’t know about the “contractual provisions.”

Mary Jacobs, head of administration, had complained to Ted on a daily basis about the new brand of
reproduction paper. Mary believed that the quality of reproduction was down and that the paper was con-
stantly jamming the machine. Machine downtime was reducing productivity and increasing frustration
with her people. Ted pointed out that finance had reduced the funds available for supplies by 20 percent
and that the reduction consequently forced some sacrifice in quality.

Yesterday, John McCauly, an experienced buyer who normally is as cool as a cucumber, exploded
when Ted asked how everything was going. John replied, “Those blankety-blank estimators. This
morning, I was negotiating with Fenwick Electronics for that robot. The maintenance department’s
estimate was $5.5 million. Fenwick proposed $7.2 million. You know that because of time, they were
already in a ‘sole-source’ position. Imagine my reaction when I learned that our $5.5 million ‘estimate’
was not an estimate at all but merely the amount budgeted for that machine last year! I had no basis for
developing a realistic negotiating objective. I literally had to throw myself on the mercy of Fenwick’s
marketing manager.” Bringing his thoughts back to the present, Ted decides that there has to be a
better way. l

CRITICAL THINKING QUESTIONS

1. What might be some of the reasons other departments are not cooperating with Ted Jones’s group?

2. How will Ted’s people benefit from training? How will training improve their relationships with
other departments?

3.  Would a Supply Chain Management approach improve this situation?
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urchasing is changing like it never has before in its history, [and] so are all of the other areas of the
organization.”' As businesses cope to compete in the ever-changing landscape of a global market,
internal business relationships are becoming critical.

Supply Management’s Relations with Other Departments

A supply management department is the hub of a large part of a company’s business activity. By its nature,
supply management has continuing relationships with all the other departments in the firm as well as with
the firm’s suppliers. Supply management operations cut across all departmental lines. Figure 3.1 provides
a graphic illustration of supply management’s many interfaces within the organization.

Supply Management and Engineering

Design engineers traditionally have played key roles throughout the supply chain management process,
ranging from new product development team leaders to members of off-spec (incoming materials which
deviate from the relevant specifications) review teams. However, with the advent of outsourcing of
engineering tasks and projects, engineers are actively seeking ways to demonstrate value added to the
organization.”

Supply management, engineering, and operations have many problems in common. Design engineer-
ing greatly influences the amount of time supply management has to handle a procurement assignment.
Engineering has the initial responsibility for preparing the technical specifications for a company’s
products and services and the materials that go into them. To exercise this responsibility effectively,
engineering should have the assistance of supply management and operations. A number of firms have
initiated early supply management and early supplier involvement programs to ensure that supply man-
agement and suppliers contribute to the development of new products and services as they work together
with the engineers in the development of a product. (Since early supply involvement and early supplier in-
volvement have identical acronyms, we have coined the acronym ESI” to refer to the two terms simulta-
neously.) Some firms refer to this process as concurrent engineering versus sequential design work, where
engineers design a product and then look to supply management and outside suppliers for input. This
approach can cause incompatible designs to be sent to manufacturing and suppliers.

The product costs associated with quality, materials, fabrication, and production are inextricably
linked to the design specifications. Similarly, specifications can be written in a manner that reduces or
enlarges the number of firms willing to supply specific items. If costs are to be controlled and profit max-
imized, the materials specified by engineering must be economical both to purchase and for fabrication.
Ideally, materials should be available from more than one efficient, low-cost producer. Obviously, the
quality of the materials must satisfy operations and the ultimate customer.

Supply management and engineering occasionally differ in their concepts of materials problems.
Their differing views are understandable. Engineers naturally tend to design conservatively; hence, their
specifications may provide amply for quality, safety, and performance. By training, an engineer may be
inclined to seek the “ideal” design, material, or equipment without complete regard for cost, availability,
or functional need. A supply professional is more concerned with commercial issues such as cost and

'Joseph L. Cavinato, “Business Change: It Isn’t Just in Purchasing and Supply,” Purchasing Today® 12, no. 12 (December 2001),
p. 38.

2Cavinato, “Business Change,” p. 38.
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Figure 3.1 | The Many Internal Interfaces of the Supply Management Function.®

*David N. Burt and Richard L. Pinkerton, A Purchasing Manager’s Guide to Strategic Proactive Procurement (New York:
American Management Association, 1996), p. 5.
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availability while meeting the functional need of the customer. Several situation-specific questions asked
by supply management to engineering usually can help integrate cost and availability considerations into
the design process. For example, supply management may ask, “Is it possible to reduce the designer’s
performance goals and safety margins and to work closer to actual performance requirements? Is an
expensive design with a high safety factor necessary if a less costly design with a lower but acceptable
safety factor will do the job? Why use costly chrome plate if brushed aluminum is adequate?” Clearly,
conflicting functional interests cannot always be resolved easily. The answers to such problems are
seldom clear-cut. Mutual understanding and a willingness to give and take are required from both sides
if mutually satisfactory solutions are to be reached. The key consideration must be the best interests of
the firm, not any single functional area!

Supply Management and Manufacturing and Operations

The supply management-manufacturing relationship begins during new product development and inten-
sifies when manufacturing transmits its manufacturing schedule or materials requisitions to materials con-
trol, which translates those documents into a procurement schedule. Purchase timing is often a cardinal
difficulty in making that translation. When the user does not give supply management sufficient time to
purchase wisely, many needless expenses inevitably creep into the final costs of a company’s products.
When supply management has inadequate time to qualify suppliers properly, develop competition, or
negotiate properly, premium prices are likely to be paid for materials. Costly special production runs,
premium transportation costs, and quality problems are three common results of inadequate purchasing
lead time.*

A production shutdown is the most serious problem stemming from insufficient procurement lead
time. In most process types of operations (chemicals, cement, paint, flour, etc.), either equipment runs at
nearly full capacity or it does not run at all. Consequently, material shortages in these industries can be
catastrophic, resulting in a complete production stoppage. Losses resulting from material shortages in
nonprocess industries are not always so disastrous or apparent. A production shutdown in a metal fabricat-
ing shop, for example, can be piecemeal. The indirect costs of such shortages, consequently, often are
hidden in production costs. One or two machines from a large battery of 50 can be shut down as a routine
occurrence. Conventional accounting records fail to reveal the financial impact of this kind of slow profit-
draining inefficiency. Late delivery of equipment, services, or supplies also can affect the efficiency of a
service organization. Imagine a dentist without the appropriate drill bit or an information technology (IT)
supplier whose time to market is affected by late delivery of necessary software.

Coordination between supply management and manufacturing pays off in many ways. For example,
a more expensive alternative material that will save the company money can be selected on occasion. This
may sound like a paradox. “Pay more and save more”—how can this happen? Savings in manufacturing
and assembling costs often can exceed the increased purchase costs. In the normal manufacturing opera-
tions of casting, forging, machining, grinding, stamping, and so on, some materials are much more eco-
nomical to work with than others are. For example, government suppliers have saved thousands of dollars
by using bronze instead of steel extrusions in aircraft elevator and rudder counterweights. Bronze costs
more than steel, but savings in machining time more than offset the increase in material cost. In this case,

“Supply management has the responsibility to keep users informed about supply lead times for all categories of production
materials.
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Table 3.1 | Effect of Different Materials on Productivity and Cost

Costs Totals Costs Totals
(steel) (bronze)
Sales $100 $100
Costs of goods sold Man-Hours Costs Man-Hours Costs
Raw material cost 5 10
Direct labor (machining) 2 30 1 15
Variable overhead 6 3
Fixed overhead 50 50
Total cost $91 $78
Operating income $9 $22

Note I: Productivity Improvement: |(.5 — 1.0)/.5] = 100% improvement
Note 2: Profit Improvement: |(9 — 22)/9| = 144% improvement

not only is the direct cost reduced, as an added benefit skilled machinists and expensive machine tools are
freed to do other high-priority work. See Table 3.1 for a comparison of these costs.’

Going beyond these day-to-day operational interfaces, supply management and manufacturing must
coordinate effectively to achieve some of a firm’s key strategic goals. For example, manufacturing man-
agement strives to achieve faster “time to market” performance and reduce the time required for product
changeovers and tool and line setup work. Supply management must be able to assist in these efforts by
obtaining faster responses from suppliers, working with suppliers to improve their capabilities, and so on.
In these types of activities, it is imperative that manufacturing and supply management work together
closely.

Information technology is simplifying the relationship between supply management and manufactur-
ing. Computers and sophisticated software allow a firm’s MRP (materials resource planning) system to
communicate seamlessly with the counterpart systems at the firm’s suppliers, and ERPs (enterprise resource
programs) add to the necessity for data accuracy and interconnectivity. With this approach, supply manage-
ment is not involved in the day-to-day tactical activity of placing orders.

As pressure continues to build for reductions in manufacturing costs, more and more products and
processes will be outsourced and the supply management—manufacturing relationship will take on greater
importance. Organizations will try to control the quality and quantity of outsourced materials without
investing capital in equipment or having responsibility for labor. According to Joseph Cavinato, “All of
this plays well into supply managers’ roles, because higher and higher level relationships and arrangements
are needed for these all to work efficiently and effectively. Instead of buying raw materials, they are now
arranging for complete products to be produced and in many cases distributed.”®

Supply Management and Quality

Quality professionals should be involved in supply management from the development of new products,
to involvement in sourcing, and on through supplier development with the objective of minimizing qual-
ity problems throughout the supply chain. Quality’s role and responsibilities change significantly when the
manufacturing function is outsourced. Quality is involved in qualifying the potential supplier. Then it

>Burt and Pinkerton, A Purchasing Manager’s Guide to Strategic Proactive Procurement, p. 9.

6Cavinato, “Business Change,” p. 38.
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becomes responsible for monitoring the supplier’s quality system and providing technical assistance if
quality problems occur.

Supply Management and Marketing

Supply management should be marketing’s best friend! As was described in Chapter 1, supply manage-
ment has a major impact on the firm’s sales. The quality of the firm’s products is often dependent on the
quality of its suppliers. Marketing’s success in generating sales is in part attributable to the firm’s ability
to introduce new products in a timely manner, new products that are based on technology obtained from
the firm’s supply base, and pricing flexibility resulting from reductions in the cost of goods sold. Many
companies recognize the direct relationship between marketing excellence and profitability. In their enthu-
siasm to increase sales, however, companies may overlook the leaks in profit that can occur when the sales
activity does not mesh properly with the supply and production activities. The sales/supply/production
cycle has its genesis in a sales forecast. The forecast is the basis for the production schedule, which in turn
is the basis for the materials schedule. The sales forecast also influences a firm’s capital equipment budget
as well as its advertising campaigns and other sales activities.

Prompt communication to manufacturing and supply management of changes in the sales forecast
permits these departments to modify their schedules as painlessly and economically as possible. Likewise,
changes in production schedules should be communicated immediately to sales representatives. This permits
marketing to alter its distribution schedule in a manner that will not alienate customers. Supply management
must immediately transmit to marketing, as well as to other management groups, information about increases
in material prices. That information permits marketing to evaluate the effect of rises in price estimates given
for future sales quotations on current selling prices and on plans for future product lines.

Supply management and marketing must wisely blend their interests in the delicate area of reciprocity
(buying from customers). If satisfactory legal reciprocal transactions are to be developed, they must be
pursued with an understanding of the true costs of reciprocity. Buying from friends can be good business,
but not when it is done at the expense of product quality or higher prices for purchased materials or services.
In its desire for increased sales, a company can lose sight of the fact that increased sales do not always
result in increased profit. Increased sales may result in decreased profit if they simultaneously require an
increase in purchase prices.

A supply management department can be of major help to the marketing or sales department by ser-
ving as its practical sales laboratory. A firm’s supply management department is the target for many man-
ufacturers’ sales operations. Supply management’s files are replete with the sales literature, policies, and
promotional approaches of a broad range of manufacturers and distributors. Supply management profes-
sionals are aware of the personal selling methods sales representatives have used most effectively on them.
They are equally aware of sales practices that fail or irritate them. Therefore, a company’s supply profes-
sionals can be an excellent source of information for developing and refining the company’s sales policies
and procedures.

Many marketing departments spend considerable amounts of money on advertising and promotion. In
many cases, the focus of those expenditures is the impact of advertising, not its cost. Several years ago
Warren Norquist, former Vice President of World Wide Purchasing and Materials Management at Polaroid,
demonstrated that the application of sound supply management practices to the purchase of advertising
resulted in an average savings of 24 percent.’

"Personal discussions with Mr. Norquist, 1989.
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Supply Management and Finance

The finance department is charged with two principal responsibilities: obtaining funds and overseeing their
use. Poor financial planning and execution is the major cause of business failure. Supply chain manage-
ment is responsible for as much as 80 percent of many firms’ financial resources. Thus, the CFO (Chief
Financial Officer) and his or her key subordinates have a vested interest in a cost-efficient Supply Chain
Management system. Though supply managers often view finance as a department with a “low-price men-
tality,” finance has the means of identifying costs to help purchasing gain a better understanding of the
total cost of ownership. Marilyn Gettinger, president of New Directions Consulting, tells us that supply
should collaborate with finance because “each has the same focus: investing resources wisely with the
greatest return on investment.”®

Regardless of the price advantage available, the right time to buy from the standpoint of business
conditions is not always the right time to buy from the standpoint of the company’s treasury. If the sup-
ply management department makes commitments to take advantage of unusually low prices without
consulting the finance department, the company can find itself paying for those purchases with funds
needed for other purposes. However, if the finance department does not strive diligently to make funds
available for such favorable buying opportunities, the company may have to pay higher prices later for
the same material.

Finance’s willingness to reimburse suppliers in a timely manner affects supply management’s ability
to obtain low prices and forge and maintain collaborative relationships. During the 1970s, for example,
Timex had a policy of paying its suppliers the day a supplier’s invoice and the receiving report arrived in
the accounts payable office. As a result, Timex became a preferred customer of many of its suppliers.
During two periods of material shortage in the 1970s, Timex’s preferred customer status allowed it to avoid
the shortage problems experienced by most firms. As a result of enlightened supply management practices,
Timex never missed a beat! We see that a cooperative relationship between purchasing and finance can
have an impact on the development of good supplier relations.

As discussed in Chapter 1, supply management has a major impact on 10 major components of a firm’s
costs. An efficient and effective supply management function significantly reduces the funds required to
operate the firm. The timing of purchasing expenditures can be of significant importance to a finance de-
partment that is working diligently to protect the firm’s financial ratios and solvency. Supply management
and finance should coordinate on expenditures that may have a significant impact on the firm’s cash posi-
tion. Finance should be represented on cross-functional teams that are purchasing major equipment or
construction services because of the magnitude of the expenditures involved.

Investors properly are concerned with the firm’s return on investment (ROI). As shown in Figure 3.2,
supply management has a major impact on this key indicator. Notice how a 5 percent reduction in a hypo-
thetical firm’s expenditures increases its ROI by 30 percent!

Supply Management and Information Technology

Supply management and IT have an increasing number of interdependencies. In some cases, IT is out-
sourced. The director of IT and a supply management professional must work together closely to develop
the appropriate statement of work and the sourcing and pricing processes and to manage the resulting
contract and relationship.

SMarilyn Gettinger, “Supply Management and Finance—Building Bridges,” Inside Supply Management 17, no. 1 (January, 2006),
p. 6.
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Labor Sales
$700,000 $5,000,000
*2 " Net
GEJ Minus I income
2 $400,000
- . Cost of Profit
@ | Materials | goocéz s?old ($515,000) ma:?glin
38 o
o $2,300,000 $3.800,000 Divided by 3%
g ($2,185,000) ($3,685,000) | Sales (10.3%)
g Plus $5,000,000
Overhead Other costs
$800,000 $800,000
Return on
Multiply investment
10.0%
(13.0%)
Inventories Sales
$500,000 $5,000,000
Current Asset
(8475,000) | | gssets Divided by turnover
" $1,100,000 rate 1.25
g r’:ﬁ;ﬁ:ﬁse ($1,075,000) Total assets
2 $300,000 Plus $4,000,000
Fixed assets ($3,975,000)
$2,900,000
Cash
$300,000

Figure 3.2 | The Relationships of Basic Elements Which Influence Return on Investment
The figures in parentheses reflect a 5 percent reduction in the cost of materials.

Many firms are purchasing B2B e-commerce buy-side software systems from firms such as Ariba
and Oracle. Such software systems have a major impact on a firm’s procurement processes. End users
are being empowered to purchase directly from the firm’s and its approved supplier’s electronic cata-
logs. The transition from a paper-based system of requisitions, manual approval, manual citation of
budgetary authorization, requests for proposals, purchase orders, receiving reports, and payment checks
to electronic purchasing must be planned and implemented carefully.

Electronic communication for production materials—whether over the Internet or through electronic
data interchange (EDI)—requires coordination and cooperation between supply management, IT, and
manufacturing or material control.

Another example of the interdependency between purchasing and IT is the development of a database
which provides timely and accurate input to supply management for strategic planning and tactical activ-
ities. Relatively few firms have developed such information systems.
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Obviously, another interface exists between supply management and IT: the procurement of software,
software services, and equipment. It is our observation that when the two departments operate collabora-
tively, a synergy results. In contrast, when IT operates in a Lone Ranger mode and does its own procurement,
much waste frequently results.

Supply Management and Logistics

When one of the authors was enrolled in the Ph.D. program at Stanford, purchasing was a component of the
logistics program. At that time, both logistics and purchasing were relatively tactical. During the subsequent
years, both have progressed to recognition as critical functions. Today, logistics spends approximately
10 percent of a manufacturer’s income. Purchasing (supply management) spends some 60 percent.

Logistics is concerned with the movement of goods. In many cases, logistics is responsible for both
incoming goods and the distribution of goods to the next member of the supply chain and frequently to the
end customer itself. In virtually all cases, logistics professionals design and manage the firm’s distribution
system, which consists of warehouses, distribution points, and freight carriers.

The relationship between supply management and logistics tends to vary from firm to firm. In some
cases, supply management plays a dominant role in sourcing and pricing logistics services. In other cases,
the logistics department performs those services with little or no supply management involvement. The
critical issue should not be one of jurisdiction; it should be one of professionalism and excellence. It should
not matter whether supply management or logistics plays the key (or dominant) role. What does matter is
that professional supply management practices are employed. Today, professional practices include hiring
third-party firms to store, handle, and transport assets. “This option allows what would be fixed system
costs to be incurred and paid for by the client organization on a per unit basis.””

Many organizations are getting tremendous results from collaboratively managing the logistics por-
tion of their supply chains. In the service industry in particular, strategies are being utilized to improve the
process of getting information and products through the supply chain. “Deerfield, Illinois-based Baxter
Healthcare is in the process of leveraging its global logistics costs.”' Their collaborative approach to
logistics is working to improve forecasting and is taking a collaborative approach to the demand planning
processes.

Supply Management and Accounts Payable

The proliferation of corporate purchasing cards has had a major impact on both supply management and
accounts payable. The use of those purchasing cards has had several beneficial effects: (1) It empowers
end users of standard and low-value requirements to purchase directly from distributors, (2) it reduces tac-
tical, non-value-adding purchases by the supply management department, and (3) it significantly reduces
accounts payable activities.

Supply management and accounts payable frequently have conflicting interests and drivers in the area
of timely payment to suppliers. Accounts payable commonly reports to the Chief Financial Officer.
Finance is responsible for obtaining funds and their productive use. Finance professionals frequently take
pride in seeing their “idle” funds invested at returns of 6—12 percent. This superficially “logical” thinking
causes many finance professionals to keep the money entrusted to their safekeeping as long as possible.

“Personal discussions with Mr. Norquist, 1989.
'%John Yuva, “Collaborative Logistics: Building a United Network,” Inside Supply Management 13, no. 5 (May 2002), p. 42.
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One means of achieving this apparently laudable objective is to delay paying suppliers as long as possi-
ble. For example, many suppliers to hospitals must wait six months to be reimbursed for materials, equip-
ment, and services provided. (We assume that the accounts payable/finance people must feel good that they
have earned investment income on the backs of helpless suppliers!)

Ignoring the ethical implications of that unilateral action for the moment, such action is in conflict with
supply management objectives and possible breach of contract. The sophisticated supplier who has experi-
enced delays in payment simply increases its selling price to its customers. Nobody wins. Of greater impor-
tance, nonresponsive payment often conflicts with supply management’s efforts to become a preferred
customer or to develop collaborative and even alliance relationships. Obviously, those conflicts can and
must be overcome through open discussions between supply management and finance professionals.

Supply Management and Lawyers

Legal professionals frequently are actively involved in contract negotiations and contract formation. In
other cases, their role is one of review and approval of contracts developed by supply management profes-
sionals. Value-adding attorneys who are involved in supply management issues normally must embrace a
collaborative approach to dealing with the firm’s suppliers. It is the senior author’s observation that a legal
education is not a good background for the members of most negotiating teams. This is equally true of
the contract formation process. Unfortunately, most attorneys are trained to look for risk and worst-case
scenarios. Collaborative, pie-enhancing negotiations frequently are disrupted by attorneys who are
obsessed with risk avoidance!

This is not to say that lawyers cannot add value: They most certainly can! However, care must be
exercised in inviting the involvement only of lawyers who are concerned with the best interests of both
parties and with enabling pie-enhancing negotiations.

Supply Management in Nonmanufacturing Organizations

Supply management has as much—and sometimes more—impact on the success of nonmanufacturing
organizations as it does on that of manufacturing firms. The timely availability of reliable equipment,
supplies, and services at the right total cost of ownership affects the ability of such organizations to pro-
vide timely quality services at a profit.

In a manufacturing setting, design and manufacturing engineering professionals normally lead
the new product development effort and the development of the appropriate specifications describing
what is to be purchased. In a nonmanufacturing setting, supply management often must lead or facili-
tate the requirements process because of the absence of engineering or other qualified requirements
professionals. Thus, a supply professional may need to assume the responsibility for leading a cross-
functional team that is identifying or describing a nonmanufacturing need that will be satisfied through
a procurement.

While the total costs of purchases compared with net income or budget authorizations may be propor-
tionately less at a nonmanufacturing firm than at a manufacturer, such expenditures still are very signifi-
cant. Supply management’s impact on sales can be every bit as significant as it is in manufacturing firms.
Quality implications, time to market, pricing elasticity (based on reductions in the cost of goods sold),
technology inflow, and continuity of supply combine to have a major impact on a nonmanufacturing
firm’s sales. Thus, we see that supply management also has a major impact on a nonmanufacturing firm’s
bottom line!
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Supply Management in Government

Supply management (frequently called “procurement” in government circles) has a major impact on the
efficient and effective use of tax dollars at all levels of government. Virtually all the problems present in
manufacturing organizations are present in government procurement. Not surprisingly, many advances in
the art and science of supply management originated in the federal government.

Supply Management and the External Environment

Business Relationships

All phases of supply management involve relations with external suppliers: early supplier involvement
in the development of requirements, strategic sourcing, pricing (including cost analysis and negotiations),
and post-award activities. These interfaces are explained in detail throughout the book.

Monitoring the Supply Environment

Supply managers are responsible for protecting their firms from unexpected threats or shocks from their
supply world in the form of price increases and supply disruptions. These threats include material and la-
bor shortages which affect one or more industries that supply the firm. Shortages will affect both the price
and the availability of purchased materials, supplies, and services. The firm should take actions that min-
imize the impact of shortages by monitoring changes in the supply environment such as the following:

B Changes in legislation that may affect the workplace. Such changes can have an impact on both
price and availability. An example is a new Environmental Protection Agency regulation on toxic
wastes that affects one or more suppliers.

B Wars and other conflicts that may disrupt the availability of materials and services a firm or its sup-
pliers require. Firms that proactively monitor the environment take defensive action in anticipation
of the resulting material and labor shortages and price increases.

B A consolidation among suppliers. The extreme case is consolidation to the point of monopoly. Such
changes may require a change in a firm’s supply strategy.

B Wages, projected wages, and possible labor relations issues.

Supply managers should have early information that will allow them to take advantage of favorable
market conditions. Opportunities result both from additional capacity coming on-line and from reductions
in demand for required materials, equipment, and services.""

The responsibility for protecting their firms from unexpected threats or shocks motivates supply
professionals to develop supply monitoring systems. One of the challenges confronting today’s supply
professionals in monitoring is the abundance of data. “Today purchasers are literally inundated with bits
of data concerning their suppliers, the markets in which those suppliers participate, and the functioning
of the economy as a whole. Turning such data into meaningful, useful information—supply market
knowledge—is one part of the supply professional’s tasks, but so is leveraging supply information into

""The Institute for Supply Management (formerly the National Association of Purchasing Management) publishes a comprehensive
report on business in /nside Supply Management each month. The report shows macro trends in both manufacturing and
nonmanufacturing sectors and featured reports on select industries.
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knowledge that increases the competitive advantage of the firm. Before attempting to understand the
supply market, supply professionals must first possess a clear understanding of what is meaningful to
their own organizations.”'?

Monitoring supply markets is a fascinating and challenging activity. In the late 1980s, Warren Norquist,
former Vice President of World Wide Purchasing at Polaroid, assigned three researchers the responsibility
of monitoring Polaroid’s supply environment and then advising Polaroid buyers of potential threats and
opportunities in their supply world. Frank Haluch, writing in the August 2000 issue of Purchasing Today,
outlined a six-step environment monitoring strategy:

B Determine the cost, supply, and technology drivers of the materials and services that a supply
manager is watching.

Identify the major suppliers and customers of the materials and services.

Determine the sources of information for those drivers.

Build a model that predicts the material (or service) behavior.

Monitor the model to determine its accuracy.

Continuously make improvements as new relationships are understood and additional data becomes
available. "

Supply environment monitoring, coupled with timely reaction to the threats and opportunities that are
identified, is a key strategic activity which has a significant impact on a firm’s success and survival.

Completing the Supply Chain Linkage:
Supplier Integration with the Customer

As the authors have stressed in previous chapters, supply management has a great impact on sales as well
as costs. Suppliers should be major sources of innovation which results in profitable new products or ser-
vices. Early supplier involvement can reduce the time required to bring a new product to market, resulting
in greater market share. Supplier quality affects the quality of the firm’s products, its image in the market-
place, and its sales volumes. Suppliers can help “lower costs, improve delivery, lower inventory, and
problem-solve capabilities during the [customer order] fulfillment stage of production.”'* Suppliers and
end user connections emerge to meet a wide variety of needs.

Concluding Remarks

The purchasing process spans both internal and external organizational boundaries. As the process evolves
to supply management, both the complexity and the strategic importance of the process increase dramati-
cally. And as the panorama of the global business environment continues to unfold, the relationships sup-
ply managers have both inside and outside the organization will continue to evolve.

"2Richard R. Young, ed., “Knowledge of Supply Markets,” Chapter 5 of The Purchasing Handbook, 6th ed., Joseph L. Cavinato
and Ralph G. Kauffman, editors in chief (New York: McGraw-Hill, 2000). For more on this report, see Ralph G. Kauffman,
“Indicator Qualities of the NAPM Report on Business,” Journal of Supply Chain Management, Spring 1999, p. 29.

3Frank Haluch, “Taking the Market’s Pulse,” Purchasing Today, August 2000, p. 6.

“Robert Monczka, Robert Trent, and Robert Hanfield, Purchasing and Supply Chain Management, 3rd ed. (Mason, OH:
South-Western, 2005), pp. 124-25.
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Discussion Questions

Explain the importance of supply management relationships with other internal departments.
What is meant by concurrent engineering?
How can engineering product specifications affect the price of the product?
How can a product that costs more save the company money overall?
What impact can a company’s quality department have on an outsourced part?
Why should supply management and marketing be best friends?
In what ways can finance help the supply management group purchase products and services at a
lower cost?
In nonmanufacturing industries, who leads the requirements development process? Why?
9. How can changes in the environment affect the products you buy?
10. Identify some changes in the environment which the authors feel can have an impact on the task of
procuring materials and services?

Nk W=
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Internet Exercise

Reverse Auction Sites
Visit the “Reverse Auction Sites” website below. Read about one use of IT in the supply management
function.

(http://www.brajeshwar.com/finance/auctions/reverse auction_sites.html)

1. Why are these auctions referred to as “reverse”?
2. Give a brief description of how these auctions work.
3. What does the site caution sellers to guard against?
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A Portfolio of Relationships

After reading this chapter, you should be able to:
1. Describe the continuum of buyer-seller relationships.
. Identify several characteristics of a transactional relationship.
. Understand the value of developing collaborative relationships.
. Explain why supply alliances create a win-win situation for both buyer and supplier.
. Determine whether a relationship should be transactional, collaborative, or a strategic alliance.
. Explain why a supplier may not see the value in a close relationship with a buyer.

. Identify situations in which alliances are not appropriate.

@ NS U AW

. Explain the role of power in the buyer-seller relationship.

VIGNETTE: A SUPPLIER ALLIANCE AT QUAKER OATS

By 1998, the Quaker Oats Company of Chicago, Illinois, had captured over 82 percent of the global mar-
ket in the sports beverage industry with its Gatorade brand. In an effort to increase Gatorade’s market
share, Quaker Oats searched for ways to bring a lower-priced product to the market. With the bottle being
the biggest expense in producing Gatorade, the purchasing department established a goal of lowering the
bottling cost $10 million to $15 million per year. One goal specifically was to be competitive with Coke
and Pepsi in the cost of bottling.

Recognizing that good potential suppliers were the key to achieving that goal, Quaker Oats developed
a strategy of seeking supplier relationships that would help it do that. In 1997 Quaker Oats was single-
sourced; dual sourcing became the strategy it pursued. Quaker needed to create a competitive environment
in which it would reap the benefits of the competitive bottling market. Not only could competition improve
service, quality, and cost, it would drive continuous improvement in those areas.

63
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Quaker worked to build trust and create a relationship with a second source that would result in mutual
benefits. As you can imagine, the original supplier was resistant to Quaker’s attempts to improve its posi-
tion with the supplier. At one point it asked Quaker Oats what price it would take not to pursue a dual-source
strategy. Although the existing contract contained clauses that created difficulties, Quaker Oats had learned
from its mistakes in that contract and did pursue an alliance with a second source. The trust-building process
Quaker Oats had employed in searching for a second source resulted in the alliance between the Quaker
Oats Company and Graham Packaging of York, Pennsylvania, discussed in Appendix B in this chapter. As a
result of that alliance, an in-plant bottling facility was constructed at the Gatorade plant in Atlanta, Georgia.
Quaker supplied capital for the plant expansion, and Graham covered the cost of equipment in the facility.
Graham agreed to operate the plant and accept responsibility for meeting quality and efficiency standards.
It also agreed to be responsible for selling unused capacity in the off-season. The alliance produced savings
of $20 million per year by reducing costs at the Georgia plant and helping Quaker leverage its relationship
with its original single-source supplier.

The Quaker negotiation team spent a year putting the alliance in place. In addition to visiting bot-
tling companies, plastic molding organizations, and resin suppliers, the team spent many hours holding
trust-building sessions with potential suppliers. The most difficult groups to convince were the internal
executive management team and the board members. The proposal for Graham to operate on-site at
Quaker Oats required a cultural adjustment according to Mr. Richard Reider, currently Director of QTG
Package Purchasing for Pepsico (Reider was director for Quaker Oats Purchasing at the time of those
negotiations).

Quaker had been in a business relationship with the current supplier for 12 years. Because Gatorade
represented 40 percent of this supplier’s business, Quaker management believed it had enough leverage
to obtain the most competitive price. Management’s trust in the existing single-source supplier’s ability to
produce the least costly product available led it to question another supplier’s ability to beat the current
price. Senior management at Quaker Oats was uncomfortable with the level of commitment required by
both parties to make Reider’s onclause-site proposal work. Once Graham agreed to management’s insis-
tence on a “meet competition” and an “escape” clause in the contract and because of Reider’s substantial
projected savings and ability to confirm Graham'’s technical competence, the alliance between Quaker
Oats and Graham Packaging was able to go forth. The alliance resulted in significant savings from the
current supplier as well.

Quaker Oats was not the only benefactor from the alliance. Graham Packaging was able to draw on
its new alliance to grow. In 2001, Graham’s purchase of Owen’s Illinois bottling division made Graham
Packaging a giant in the bottling industry. Also in 2001, Gatorade’s success was the spark that ignited much
of Pepsi’s interest in acquiring Quaker Oats. Quaker Oats and the Gatorade product are now part of the
Pepsico family.' B

CRITICAL THINKING QUESTIONS

1. Give an example of competition driving improvements in service, quality, and cost.

2.  Why was Quaker Oats intent on building trust in these relationships?

'Richard G. Reider, personal interview, June 2007.
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3. With the help of your instructor, discuss the importance of Graham taking responsibility for unused
capacity in the off-season.

4. Why do you think upper management would have to be convinced to accept a change that would
benefit the organization?

A Transformation in Relationships

As supply management progresses from reactive and mechanical purchasing to proactive procure-
ment and on to Strategic Supply Chain Management, a similar transformation is evolving in relation-
ships between buyers and suppliers. During the dark days of reactive purchasing, relations between
salespersons representing suppliers and their counterparts in purchasing were reasonably cordial but
frequently adversarial. A gain for one resulted in a loss for the other; that often is called a win-lose
outcome. The interaction between supplier and purchaser often was characterized by highly manipu-
lative tactics by both parties designed to maneuver the other side into a position where one’s gain
would be the other’s loss. As purchasing became more professional, buyers and suppliers began to see
benefits of more collaborative relationships in which the outcome can be a win-win relationship for
both parties.

During the late 1980s and early 1990s, suppliers saw many advantages in developing “partner-
ships” with customer firms. Sales managers charged their salespeople with becoming partners with
their key customers. However, because of a lack of clarity from management, many salespeople did
not understand the implications of the term “partner.” Additionally, the legal implications of that
term raised further implications and concerns. For example, is a buyer partner free to solicit prices
from competing suppliers? Is a supplier partner required to give all of its partners the same price and
services?

While the term “partnership” is still relatively common, we avoid its use, preferring the terms “col-
laborative relationship” and “strategic alliance.” With this new perspective, purchasing’s role has changed
“from a provider of the right components at the right time and lowest costs, to a manager of the supply
base responsible for the generation of competitive advantages for the company.”” Scholars such as J. Dyer
and H. Singh believe that a firm’s potential competitive advantage is more than its assets, technology, and
resources. The emerging relational view recognizes that a firm’s competitive advantage can evolve from
the relationships between buyers and suppliers.’

Three Types of Buyer-Supplier Relationships

Figure 4.1 portrays the three levels of relationships between buyers and sellers as they develop from a
transactional arm’s-length relationship to the close working relationship of an alliance. Note the shift in
attitude to activity/attributes as the barriers are reduced.

2Christopher Jahns, Roger Moser, Evi Hartmann, and Martin Lockstrom, “Rent-Based Supplier Management Behavior,”
Eighteenth Annual North American Research and Teaching Symposium on Purchasing and Supply Chain Management,
Educational Resources Committee of ISM, CAPS Research, Institute for Supply Management, and the Purchasing Management
Association of Canada, Tempe, AZ, March 29-31, 2007, p. 1.

*Jahns et al., “Rent-Based Supplier Management,” p. 5.
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Figure 4.1 | Characteristics of Three Types of Relationships

Transactional Relationships

We call the most common and most basic type of relationship “transactional.” Such a relationship is neither
good nor bad. It is simply an arm’s-length relationship in which neither party is especially concerned with
the well-being of the other and moves from one contract to another rather than developing a real long-term
relationship. Virtually all buying firms have transactional relationships. Most also have collaborative ones,
and some have strategic alliances.
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Transactional Relationships Have Several Characteristics:

An absence of concern by both parties about the other party’s well-being. With transactional
relationships, there is little or no concern about the other party’s well-being. What one party wins,
the other loses.

One of a series of independent deals. Each transaction is entered into on its own merits. There is
little or no basis for collaboration and learning.

Costs, data, and forecasts are not shared. Arm’s-length transactions, not openness, are characteristics
of transactional relationships.

Price is the major focus of the relationship. Getting the best price is the focus of the transaction.
Ideally, total cost analysis, as described later in this book, precedes any procurement transaction.
Quality of the relationship. Since there is little or no concern for the other’s well-being, neither
buyer nor supplier will rush to the other’s assistance in bad times or when problems arise.

A minimum of purchasing time and energy is required to establish prices. Market forces normally
establish prices in transactional relationships. Thus, little purchasing time and energy are required to
establish prices.

Transactional purchases lend themselves to e-procurement and in some cases reverse auctions.

The Advantages of Transactional Relationships Include:

Relatively less purchasing time and effort are required to establish price. As we have noted, the
market forces of supply and demand establish the price with transactional procurements. Therefore,
little purchasing time and effort are required to establish price.

Lower skill levels are required in procurement personnel. Much less judgment and less managerial
expertise are required with the vast majority of transactional procurements.

The Disadvantages of Transactional Relationships Include:

The potential for communication difficulties is much greater with transactional relationships than
with collaborative or alliance ones.

A considerable investment in expediting and monitoring incoming quality is required to ensure
timely delivery of the right quality.

Transactional relationships are inflexible when flexibility may be required. Changing technology
and changing market conditions can require flexibility in buyer-supplier relationships.
Transactional procurements tend to result in more delivery problems than do collaborative and
strategic alliance ones. Friends look out for friends, not opportunistic buyers or suppliers.

Quality in transactional relations will be only as good as required. Far more incentive and
opportunity exist to improve quality in a collaborative or alliance relationship.

Transactional suppliers tend to provide the minimum service required.

Buyers tend to experience less effective performance from their transactional suppliers compared
with those employing collaborative or strategic relationships. Transactional suppliers have much
less to lose from a customer who is dissatisfied than do collaborative and strategic relationship
suppliers.

Transactional customers are subject to more supply disruptions than are collaborative and alliance
ones. Buyers who maintain continuing collaborative relations with their suppliers are much less
subject to supply shortages than are opportunistic ones.
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B Since the supplier recognizes the transactional and price nature of the relationship, it is not
motivated to invest time and energy in the development of the potential buyer’s products.

B Buyers seldom know the total cost of ownership of the items and services they are purchasing
through transactional relationships.

B Frequent changes in suppliers result in hidden switching costs.*

Collaborative and Alliance Relationships

Ginni Rometty, a senior vice president with IBM Global Business Services, reported the results of a global
CEO study on innovation conducted by IBM. One key finding was that “76 percent of CEO’s think exter-
nal collaboration with business partners and customers is key to innovation.”” For the procurement of
noncommodity6 items and services, innovative, collaborative, and alliance relationships tend to result in
lower total costs than do transactional relationships. Such items may require process improvements and
the adoption of technical innovations. This is difficult to achieve in transactional relationships. The risks
and uncertainties present with transactional relationships reduce the likelihood of investments in research
and development (R&D) and training as well as the procurement of new, more efficient equipment focused
on the customer firm’s needs. Thus, major opportunities for cost reduction within supplying organizations
may be lost with transactional relationships.

Cost reductions resulting from value engineering and value analysis (VE/VA) are much more likely
with collaborative and alliance relationships.” Suppliers are more likely to take the initiative to reduce
costs through VE/VA when they are involved in long-term relationships than they are with short-term
transactional ones.

Longer-term performance agreements give suppliers an opportunity to reduce their costs. The ex-
tended learning curve effect® with both production and services allows collaborative and alliance suppli-
ers to reduce their costs and share the savings with customers.

Collaborative and alliance relations replace the market forces employed in transactional procurement
with controlled competition, benchmarking, and advanced supply management pricing practices. The re-
sults are lower total costs, higher quality, reduced time to market, and reduced risk of supply disruptions.

Researchers Stanley and Pearson found that the three most important factors in a successful buyer-
supplier relationship are (1) two-way communication, (2) the supplier’s responsiveness to supply manage-
ment’s needs, and (3) clear product specifications.” Other research has shown that better communication
and shared information regarding products purchased and new products in development stages result in
better quality, faster response times, improved cost savings, and greater efficiencies.'® Over the last 5 to

“The cost of “switching” to a new supplier. These costs may include higher initial costs since the present supplier has enjoyed the
benefits of learning, the costs of working with the new supplier’s production and quality people, and costs within the buying firm,
including receiving and accounts payable.

>Ginni Rometty, “Collaboration Key to Innovation,” Leadership Excellence 24, no. 2 (February 2007), pp. 3—4.

®Commodity items/services are those which are highly interchangeable with another supplier’s offering. School writing tablets and
noncritical fasteners (nuts, bolts, rivets, etc.) are examples of commodities.

"Value engineering and value analysis are addressed in Chapter 5.

8For more on the effects of the learning curve, see Chapter 14.

°Linda L. Stanley and John N. Pearson, “Buyer-Supplier Strategies and Their Impact on Purchasing Performance: A Study of the
Electronics Industry,” Conference 2000, Richard Ivey School of Business, University of Western Ontario, London, May 24-27, 2000.
'Antony Paulraj and Injazz J. Chen, “Strategic Buyer-Supplier Relationships, Information Technology and External Logistics
Integration,” Journal of Supply Chain Management 43, no. 2 (Spring 2007), pp. 2—14.
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10 years, we have seen a move to improve communication, increase information sharing, and reduce the
barriers that marred relationships in the past."'

Collaborative Relationships

The key difference between collaborative relationships and transactional ones is an awareness of the in-
terdependence and necessity of cooperation. “The focus on relationship management will require that all
elements of relationship management, including trust building, communications, joint efforts, and plan-
ning and fostering interdependency, will be increasingly studied and managed to achieve competitive
advantage.”'? Recognition of interdependency and the need for cooperation provides many benefits. Both
parties are aware that money enters their supply chain (or supply network) only if the chain’s end prod-
ucts are cost competitive. Recognizing the need for interdependence and cooperation, the customer’s
firm enjoys the benefits of early supplier involvement (ESI). Improvements in cost, quality, and time to
market and the leveraging of supplier technology result.

Continuous improvement is far easier to implement and manage when both sides recognize their in-
terdependence and cooperate. The end objective with continuous improvement is a reduction in total costs
as the two sides strive to achieve greater value together than either could create individually.

The likelihood of disruptions in supply is reduced greatly. Collaborative suppliers look out for their
friends, not for their opportunistic customers. Collaborative relationships provide a cushion in bad times.
Both customers and suppliers who value each other on the basis of long-term relations and respect are
more likely to come to each other’s aid during times of adversity. Blockbuster, the video rental company,
has become a leader in the market by forming collaborative relationships with its suppliers. In the 1990s
Blockbuster revolutionized the way distributor/retailers purchased and managed the revenue of movie
sales and rentals. Traditionally, a high price was paid to the supplier, with sales for the video store being
generated by rentals. The cost to purchase the new tapes was so high that few tapes were purchased, and
video stores were often out of stock on some of the latest releases. Blockbuster decided to collaborate with
its suppliers by agreeing to share the sales revenues from rentals equally with them. The suppliers re-
sponded with a small fixed price for new videos. The availability of new releases increased dramatically,
as did revenues for Blockbuster and its suppliers. Within less than a decade the entire industry was oper-
ating in this collaborative mode. It is estimated that the video rental industry’s total profits increased by
7 percent. Other industries have followed Blockbuster’s lead."”

Lower total costs are the common result of collaborative and alliance relationships. The level of cer-
tainty and the continuity of demand in collaborative and alliance relationships increase the likelihood of
investments in R&D, and training and the procurement of new, more efficient equipment focused on the
customer firm’s needs. Cost reductions resulting from value engineering and value analysis are enhanced,

""Gregory M. Magnan and Stanley E. Fawcett, “Supply Chain Collaboration: Analyzing of Five Years of Change,” Eighteenth
Annual North American Research and Teaching Symposium on Purchasing and Supply Chain Management, Educational
Resources Committee of ISM, CAPS Research, Institute for Supply Management, and the Purchasing Management Association
of Canada, Tempe, AZ, March 29-31, 2007, p. 2.

2P, L. Carter, J. R. Carter, R. M. Monczka, T. H. Slaight, and A. J. Swan, “The Future of Purchasing and Supply: A Ten-Year
Forecast,” Journal of Supply Chain Management, Winter 2000, pp. 14-26.

13Stephan M. Wagner and Exkhard Lindemann, “Pie Sharing in Buyer-Supplier Relationships: What Determines Each Party’s
Share?” Eighteenth Annual North American Research and Teaching Symposium on Purchasing and Supply Chain Management,
Educational Resources Committee of ISM, CAPS Research, Institute for Supply Management, and the Purchasing Management
Association of Canada, Tempe, AZ, March 29-31, 2007, p. 3.
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and the extended learning curve effect with both production and service activities allows collaborative and
alliance suppliers to reduce their costs and share those savings with their customers.'*

The major disadvantage of collaborative and alliance relationships is the amount of human skill, time,
and energy required to develop and manage the relationships. However, firms such as Honda and Deere &
Co. have demonstrated that the required investments provide very attractive returns.

Supply Alliances

The fundamental difference between collaborative relationships and supply alliances is the presence of
institutional trust'’ in alliances. The failure to develop and manage institutional trust is the principal
reason so many supply alliances fail.

Supply alliances reap incredible benefits as a result of physical asset specialization and human spe-
cialization. Dyer defines physical asset specialization as ‘“relationship-specific capital investments (e.g.,
in customized machinery, tools, information systems, delivery processes, and so forth) that allow for faster
throughput and greater product customization. Physical asset specialization allows for product differenti-
ation and may improve overall quality by increasing product integrity. Human specialization refers to
relationship-specific know-how accumulated by individuals through long-standing relationships. In other
words, individuals across companies have substantial experience working together and have accumulated
specialized information and language that allows them to communicate and coordinate effectively with
each other. They are less likely to have communication breakdowns that result in errors; this, in turn,
results in higher quality, faster development times, and lower costs.”'®

The Primary Benefits of Supply Alliances Include:

B Lower total costs Synergies can be created in alliances that cannot happen in transactional or even
collaborative relationships. The synergies result in reductions of direct and indirect costs associated
with labor, machinery, materials, and overhead.

B Reduced time to market Reducing the time to design, develop, and distribute products and services
is a key driver that leads to improved market share and better profit margins.

B Improved quality The use of both the design of experiments'’ and supplier certification'® is the
norm with supply alliances. These two activities design and manufacture quality in rather than
inspecting for errors. The result is improved quality at a lower total cost.

'“See Chapter 12 for insights into the learning curve.

PInstitutional trust: The term “trust” has such a wide variety of meanings and interpretations that we have chosen to coin
the term “institutional trust.” Institutional trust is the key element that differentiates supply alliances from collaborative
relationships. With institutional trust, the parties have access to each other’s strategic plans in the area(s) of the interface.
Relevant cost information and forecasts are shared. Risks and rewards are addressed openly. Informal agreements are as
good as written ones. Institutional trust is measured and managed. The issue of institutional trust is addressed in grater detail
in Appendix A in this chapter.

'8Jeffrey H. Dyer, Collaborative Advantage (New York: Oxford University Press, 2000), pp. 42—43.

"The design of experiments is a quantitative approach that involves analyzing deviations from desired outcomes during the design
process. Identifying deviations during this stage—before progressing to production—has a powerful positive effect on an item’s
quality. See Keki R Bhote, World Class Quality, American Management Association, New York, N.Y., AMACOM, 1991, for an
excellent description of design of experiments (DOE).

"8Supplier certification requires the customer to review a supplier’s manufacturing operation carefully to ensure that it has the
necessary processes in place to meet the customer’s quality requirements. Items produced by a supplier whose system has been
certified for the specific item can flow directly into the customer’s production without being inspected.
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Improved technology flow from suppliers Openness and institutional trust enhance an inflow of
technology from alliance partners that leads to many successful new products. In 1999, Dell and
IBM formed an alliance worth some $16 billion over seven years. In effect, Dell was harnessing
IBM'’s vast research, development, and production abilities. Dell was purchasing storage devices,
custom logic chips, static random-access memory, and other components. The two companies were
cross-licensing patents; that is, they were sharing relevant technologies. "’

Improved continuity of supply ~ Alliance customers are the group least likely to experience supply
disruptions.

Alliances Share Several Attributes:

The focus of most supplier alliances is on achieving continuous improvements while squeezing cost
out. Most alliances put major emphasis on the inflow of innovation from the supplier partner. Many
have implemented programs of cocreation.

A high level of recognized interdependence and commitment is present.

An atmosphere of cooperation exists. Potential conflicts are addressed and resolved openly. When
problems occur, the focus is on a search for the root cause, not the assignment of blame.

The alliance is controlled through a complex web of formal and informal interpersonal connections,
information systems, and internal infrastructures that enhance learning.

There is openness in all areas of the relationship, including, cost, long-term objectives, technology,
and the supply chain itself.

The alliance is a living system that progressively evolves with the objective of creating new benefits
for both parties.

The alliance partners share a vision of the future in terms of how they will work together.
Ethics are more important than expediency.

The relationship is adaptable in the face of changing economics, competition, technology, and
environmental issues.

The design of experiments and supplier certification are the norm with supply alliances. These two
activities design and manufacture quality in. The result is improved quality at a lower total cost.
Negotiations and renegotiations occur in a cocreative manner in which the parties focus on
enlarging the pie and then dividing it.

Executive-level commitment and alliance champions protect and nourish the alliance.

Suppliers and buyers agree to meet the current competition in terms of cost and technology
developments and avoid conditions in long-term contracts that could prove economically
destructive.

If supply alliances are so attractive, why aren’t they the way to conduct all business? Alliances are a very
resource-intense approach to supply management and tend to be reserved for the most critical relation-
ships, such as the Quaker Oats—Graham alliance described in the opening vignette and in Appendix B in
this chapter.

During the 1990s, Chrysler became a fascinating example of the power of alliance relationships.

In 1989, Chrysler had some 2,500 suppliers in its production supply base. Chrysler was rated as the least

1%Dell to Buy $16 Billion in IBM Parts,” Los Angeles Times, March 5, 1999, p. C-1.
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desirable customer among the Big Three U.S. auto assemblers. With a surprising amount of assistance
from Honda of America Manufacturing, Chrysler transitioned itself from a transaction-based buyer to a
collaborative one. Results? Time to market was reduced 30 percent. Profit margins per vehicle increased
an average of 750 percent.

Chrysler employed many of the principles discussed in this text: cross-functional teams, early supplier
involvement, target costing, value analysis (with incentives in the form of additional profits or additional
sales volume for suppliers), improved communications through techniques such as colocation of supplier
engineers at Chrysler design centers, and a supplier advisory board.*

Unfortunately, when Daimler acquired Chrysler in the late 1990s, that level of cooperation and coor-
dination was not in its playbook. Chrysler’s approach to supply management was so far ahead of that of
Daimler’s Mercedes Benz (M-B) division that some people thought that M-B would have the Chrysler
procurement operation become responsible for all of the new corporation’s procurement! With hindsight
on this disastrous acquisition we now wonder how profitable Daimler-Chrysler would have been if the firm
had embraced Chrysler’s visionary approach to supplier relations!

Which Relationship Is Appropriate?

How does a supply management executive determine whether a relationship should be transactional,
collaborative, or a strategic alliance? Several key questions should be asked to determine the “strategic”
elements of a relationship:

1. Are there many relatively undifferentiated suppliers providing what amounts to interchangeable
commodities? If so, a collaborative alliance or relationship would not be appropriate: Try a transactional
relationship instead.

2. Does the potential supplier have economic power which it is willing to employ over its customers?
A transactional or very carefully developed and managed collaborative relationship is usually appropriate
and may be the only method the supplier will accept.

3. If there is recognition by both parties of the potential benefits of an alliance but adequate qualified
human resources are not available at one firm or both, a collaborative relationship is usually more
appropriate.

4. A collaborative relationship frequently is an appropriate first step on the road to a strategic alliance.

5. Is one supplier head and shoulders above the rest in terms of the value it provides, including price,
innovation, ability to adapt to changing situations, capacity to work with your team, and task joint risks?
If so, an alliance may be in order, assuming that the supplier is willing to enter into an interdependent,
trusting relationship.

6. Are some suppliers “strategic” to your business? In other words, do they have a major impact on your
competitive advantage in the marketplace? Are you highly reliant on them to provide a unique product,
technology, or service? If so, an alliance may be vital.

7. Would your company benefit greatly if the supplier were more “integrally connected” with your com-
pany, perhaps with their engineers working side by side with yours or colocating their manufacturing
facilities adjacent to or within yours? If yes, consider an alliance. (Appendix B in this chapter describes a
classic example of this.)

2°For more detailed insights into Chrysler’s transition, see Jeffrey H. Dyer, “How Chrysler Created an American Keiretsu,”
Harvard Business Review, July/August 1996, pp. 42-53.
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8. Do your customers require high degrees of flexibility and speed of responsiveness, causing you to
demand the same performance from your suppliers? This is a classic alliance driver.

Trust is another key factor differentiating the three classes of relationships. The simplest definition of
trust is “being confident that the other party will do what it says it will do.” Some level of trust must be
present in all three types of relationships, but the level of trust increases with collaborative relationships
and becomes an essential characteristic with strategic alliances.

Few of these relationships are pure: A transactional relationship may have one or more collaborative
characteristics, and a collaborative relationship may have one or more transactional as well as some alliance
characteristics.

The Supplier’s Perspective

The competition for world-class suppliers is well under way. As a result, the most attractive supplier
may decide that a collaborative or alliance relationship with the potential customer firm is not in its
best interest. In effect, the supplier may have economic power which it desires to exercise in an effort
to maximize its net income; the classic case is the monopolist. Or the preferre