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Introduction to Purchasing and Supply Chain Management – Chapter 1 

Chapter Overview
· A new competitive environment
· Why purchasing is important
· Understanding the language of purchasing and supply chain management
· The supply chain umbrella 
· Four enablers of purchasing and supply chain management
· The evolution of purchasing and supply chain management
· Looking ahead 

A New Competitive Environment
· Increasing numbers of world-class competitors
· Sophisticated customer base
· More performance at a lower cost
· Widely available information sources
· Balance of power between buyers and suppliers
· Greater outsourcing 

Factors Driving SCM
· Low cost and wide availability of information more closely links the members of a supply chain
· Competition in domestic and international markets requires quickness, agility, and flexibility
· Customer expectations and requirements are more demanding
· Major disruptions require the ability of a supply chain to react rapidly
· Competition between supply chains, not just companies

Why Purchasing Is Important
· Purchased content is a significant part of the cost of goods sold (≥ 55%)
· Move from traditional, adversarial buyer-supplier relations to improve supply chain performance
· Purchased content’s impact on product and service quality 
· Participation in product and process design
· Use of cross-functional teams
· Early supplier involvement
· The supply chain’s impact on competitive advantage

Language of Purchasing and SCM
· Are supply chains and value chains the same?
· What is supply chain management?
· What is an extended enterprise? 

Purchasing
· A functional group (i.e., a formal entity on the organization chart) as well as a functional activity (i.e., buying goods and services)
· Aka as procurement 

Supply Management
· A strategic approach to planning for and acquiring the organization’s current and future needs through effectively managing the supply base, utilizing a process orientation in conjunction with cross-functional teams to achieve the organizational mission 

ISM’s Definition
· The identification, acquisition, access, positioning, and management of resources and related capabilities an organization needs or potentially needs in the attainment of its strategic objectives 

Defining Supply Management



Supply Chains and Value Chains
· Supply chain orientation – a higher level recognition of the strategic value of managing operational activities and flows within and across a supply chain
· Value chain – primary and secondary support activities that can lead to competitive advantage
· Supply chain – a set of 3 or more organizations linked directly by 1 or more of the upstream or downstream flows of products, services, finances, and information from a source to a customer (subset of a value chain)

The Extended Value Chain



Supply Chain vs. Value Chain
· Supply chain management – endorses a supply chain orientation and involves proactive management of the 2-way movement and coordination of goods , services, information, and funds from raw material through end user

Cereal Value Chain Example



Critical SCM Processes
· New product development
· Customer-order fulfillment
· Supplier evaluation and selection
· Demand and supply planning 

The Supply Chain Umbrella
· Purchasing
· Inbound transportation
· Quality control
· Demand and supply planning
· Receiving, materials handling, and storage
· Material or inventory control 
· Order processing
· Production planning, scheduling, and control
· Warehousing/distribution
· Shipping
· Outbound transportation
· Customer service 




Capable Human Resources
· Supplier relationship management
· Total cost analysis
· Purchasing strategies
· Supplier analysis
· Competitive market analysis 

Proper Organizational Design

· Assessing and selecting the structure and formal system of communication
· Division of labor
· Coordination
· Control
· Authority
· Responsibility 

Real-Time and Shared IT Capabilities

· Supply chain planning
· Forecast accuracy
· Optimized production scheduling
· Reduced working capital costs
· Shortened life cycles
· Reduced transportation costs
· Improved customer service 
· Supply chain execution
· Obtaining materials
· Managing physical flows 

Emerging SCM Technologies
· Global positioning systems
· Internet-based systems
· Bar codes
· Radio frequency identification devices
· Wireless devices 

Roadblocks to Measurement Systems

· Too many metrics
· Debate over the correct metrics
· Constantly changing metrics
· Old data 

Why Is Measurement Important?
· Supports fact-based decision making
· Communicates requirements through the supply chain
· Improves future supplier performance
· Recognizes outstanding performance
· Links critical measures to desired outcomes
· Determines if initiatives are working 

Evolution of Purchasing and SCM
· The early years: 1850 – 1900
· Growth of purchasing fundamentals: 1900 – 1939
· The war years: 1940 – 1946
· The quiet years: 1947 – mid-1960s
· Materials management comes of age: mid-1960s – Late 1970s
· The global era: Late 1970s – 1999
· Integrated supply chain management: beyond 2000















The Purchasing Process - Chapter 2
Chapter Overview
· Purchasing objectives
· Responsibilities of purchasing
· E-procurement and the procure to pay process
· Types of purchases
· Improving the purchasing process 

Elements of the Purchasing Process
· Identify user requirements
· Evaluate need effectively and efficiently
· Identify suppliers
· Ensure payment occurs promptly
· Ascertain that the need was effectively met
· Drive continuous improvement



Purchasing Objectives
· Supply continuity
· Manage the purchasing process efficiently and effectively
· Develop supply base management
· Develop strong relationships with other functional stakeholders 
· Support organizational goals and objectives
· Develop integrated purchasing strategies that support organizational strategies 
Supply Continuity
· Buy products/services at the right price
· Buy them from the right source
· Buy them at the right specification that meets users’ needs
· Buy them in the right quantity
· Arrange for delivery at the right time
· Require delivery to the right internal customer 

Manage the Purchasing Process
· Determining staff levels
· Developing and adhering to budgets
· Providing professional training and growth opportunities
· Introducing procure to pay systems
Procure to Pay Systems
· Improved spending visibility
· Efficient invoicing and payment
· User satisfaction 
Develop Supply Base Management
· Select competitive suppliers
· Identify new suppliers with high potential and build closer relationships
· Improve existing suppliers
· Develop new suppliers who are not currently competitive 
Develop Strong Internal Relationships
· Internal customers as stakeholders
· Strong two-way communication
· Cross-functional coordination and collaboration
· Positive, problem-solving relationships 

Support Goals and Objectives
· Congruency of functional goals with organizational goals
· Mutually-supportive, not counter-productive
· Purchasing’s substantial impact on the organization’s bottom line
· Purchasing as a strategic core competency 
Supply Market Intelligence
· Monitoring supply markets and trends
· Identifying critical materials and services
· Supporting new product development
· Developing supply options and contingency plans
· Supporting a diverse and globally competitive supply base 
Reasons for Not Being Strategic
· Purchasing personnel have not historically participated in senior-level corporate planning
· Executive management has not always recognized the benefits of world-class purchasing 
Purchasing Responsibilities
· Evaluate and select suppliers
· Review specifications
· Act as primary contact with suppliers
· Forecast and plan requirements
· Clarify requisitioner’s needs
Procure to Pay Process Map

Benefits of Electronic Documents
· Virtual elimination of paperwork
· Reduced time between need recognition and order release and receipt
· Improved communication
· Reduced errors
· Reduced overhead costs
· Reduced order and invoice processing 
Needs Clarification – Requisitioning
· Purchase requisition and/or statement of work
· Forecasts and actual customer orders
· Reorder point system
· Stock checks (cycle counts)
· New product development teams 
Elements of a Purchase Requisition
· Description of required material or service
· Quantity required
· Estimated unit cost
· Operating account to be charged
· Date of requisition
· Date required
· Authorized signature 
Traveling Purchase Requisition
· Printed card or barcode
· Description of item
· List of approved suppliers
· Prices paid to suppliers
· Reorder point
· Record of usage
· Conserves time for handling routine materials and supplies 

Description
· Market grade or industry standard
· Brand
· Specification
· Performance characteristics 
Supplier Identification and Selection
· Existing supplier
· Familiarity and track record
· List of preferred suppliers
· New supplier
· Problem of maverick spending
· Need to identify potential suppliers
· Need to evaluate and qualify
· Negotiate or competitive bidding?
Supplier Identification and Selection
· Bidding vs. negotiating
· Request for quotation
· Specifications or blueprints
· Supplier evaluation 
When to Use Competitive Bidding
· Volume is sufficiently high
· Specifications or requirements are clear to the supplier
· Marketplace is competitive
· Buyers receive bids only from technically qualified suppliers
· Adequate time is available
· Buyer does not have preferred supplier 
When to Use Negotiation
· Any criteria for competitive bidding are missing
· The purchase requires agreement on wide range of performance factors other than price alone
· The buyer requires early supplier involvement
· The supplier cannot determine risks and costs before contract is awarded
· The supplier requires substantial lead time to develop and product the requested items 
The Purchase Order
· Quantity
· Material specification
· Quality requirements
· Price
· Delivery date 
· Method of delivery
· Ship-to address
· P.O. number
· Order due date 
P.O. Form
[image: ]
P.O. Visibility
· Accounts payable
· Requisitioner 
· Receiving
· Traffic management
· Purchasing
· Quality control 
Blanket P.O.
· Used for ongoing purchases of an item
· Release materials as needed vs. issuing a new P.O. each time
· P.O. remains open during the time specified 
[image: ]



Types of P.O.s
· Fixed-price contracts
· Financial risk – market fluctuations
· Competition
· Technology risk
· Cost-based contracts
· Risk of large contingency fee
· Need to identify and monitor relevant supplier costs 
Receipt and Inspection
· Electronic vs. paper documents
· Material packing slip
· Bill of lading
· Receiving discrepancy report
· Issues with just-in-time purchasing
· Backflush accounting
· Impact of change notices 
Receiving Process
[image: ]
Invoice Settlement and Payment
· Three-way match required
· P.O.
· Invoice
· Receiving report
· Electronic funds transfer (EFT)
· Summarized monthly payments vs. paying for each P.O. individually
· Mostly done electronically now 

Reengineering Procure to Pay
· Secure top management support
· Map existing processes, highlighting difficulties and challenges
· Understand the needs and requirements of user groups
· Utilize a cross-functional team, including users
· Explore technology solutions
· Define new process and conduct pilot test
· Train and deploy other users (rollout)
· Monitor, update, and improve the system 

Types of Purchases
· Raw materials
· Semifinished products and components
· Finished products
· Maintenance, repair, and operating supplies (MRO)
· Production support items
· Services
· Capital equipment
· Transportation and third-party logistics providers 
MRO Purchasing
· Most organizations do not track MRO items like they do production items
· There are typically too many MRO suppliers
· There are too many small orders which take up too much time 
Improving the Purchasing Process
· Online requisitioning systems
· Procurement cards issued to users
· E-commerce using the Internet
· Longer-term purchase agreements
· Online ordering systems
· Purchasing process redesign
· Electronic data interchange (EDI)
· Online ordering using electronic catalogs
· Direct user-supplier contact 
Advantages of Online Ordering
· Immediate visibility to backorders
· Faster order input time
· Reduced ordering errors
· Order tracking capability
· Order acknowledgement from supplier
· Ability to batch multiple items into a single order
· Faster order cycle time 
The FedEx Sourcing Process
· Requisition item
· Select sourcing strategy
· Conduct in-depth research on potential suppliers
· Confirm and reevaluate strategy and need
· Conduct supplier selection and negotiation process
· Integrate supplier with e-procurement tools and other FedEx systems
· Benchmark the supply market using FedEx Supplier Scorecard system 
FedEx Strategic Sourcing Process


FedEx Strategic Sourcing Process



























Supply Management Integration for Competitive Advantage
Chapter Overview
· Internal integration
· External integration
· The critical role of cross-functional sourcing teams
· Integrating supply management, engineering, and suppliers to develop new products and services
· Managing risk in the supply chain 

Supply Integration Defined
· Professionally managing suppliers and developing close working relationships with different internal  groups.
· Theme:
· Become more closely integrated
· Develop capabilities
· Improve competitive performance 
Elements of Supply Integration
· People are coming together to work on a common problem
· Different people bring different points of view to the table
· Team members are often located all over the globe
· There is a need to develop a common understanding of the end goal 
Relationship Management Skills
· Ability to:
· Act ethically
· Listen effectively
· Communicate
· Use creative problem-solving
· Drive relationships 
Relationship Inputs
· Information
· About markets
· About plans and requirements
· Knowledge and expertise
· Product/service knowledge and technology
· Process knowledge and understanding “how to make it work” 
· Business advantages
· Favorable cost structures
· Economies of scale
· Different perspectives
· “Fresh eyes” approach
· Synergy 
How to Achieve Integration
· Cross-functional teams
· Information systems
· Integrated performance objectives and measures
· Process-focused organizations
· Co-location of suppliers and customers
· Buyer or supplier councils
· Steering committee 
Internal Linkages
· Consists of many communication flows increasing exponentially
· Need to reach agreement
· Issue of global outsourcing of internal functions and activities
· Identifying global requirements for success 

Operations
· Traditional close relationship through direct support
· Development of a global operations strategy
· Sales and operations plan (S&OP)
· Often co-located 

Quality Assurance
· Increasing in importance
· Growing % of outsourced materials
· Supplier quality training and development
· Supplier process capability studies
· Joint corrective action planning 
Engineering
· One of the most important and challenging linkages
· Joint product and process development activities
· Co-opting engineers to work in supply management
· Looking for new technologies
· Ongoing and direct communication 
Accounting and Finance
· Much communication activity is electronic
· Inbound materials
· Reconciliation of POs, invoices, and receiving documents
· Developing timely and accurate cost data
· Often basis for make-or-buy decisions 
Marketing and Sales
· Voice of the customer
· New product ideas
· Sales forecasts  production plans 
Legal
· Contractual issues
· Patent ownership of new technologies
· Intellectual property issues
· Product liability claims
· Antitrust issues
· Long term contracts with escape clauses
· Supplier nonconformance issues 
Environmental Management
· Environmental management system
· ISO 14000
· Hazardous waste handling and transportation
· Health issues
· Safety issues
· OSHA 
External Integration
· Supply management is the face of the organization to its supply base
· Acts as liaison on multiple fronts
· Materials
· New technology
· Market information
· Services 
External Linkages
· Suppliers
· Government
· Local communities 
Suppliers
· Primary commercial linkage
· Maintain open and continuous communication
· Supplier selection and management 
Government
· International countertrade issues
· Compliance with foreign laws regarding contracts and suppliers
· Negotiation with foreign governments
· Consult with appropriate agencies regarding regulatory compliance 
Local Communities
· Control of substantial budget which could affect local economies
· May affect certain social goals
· Ethics 
Buyer-Supplier Collaboration
· One or a limited number of suppliers for each item or family of items
· A win-win approach to reward sharing
· Joint efforts to improve supplier performance
· Joint efforts to resolve disputes 
· Open exchange of information
· Credible commitment to work together during difficult times
· Commitment to high quality, defect-free, and manufacturable products that supplier’s process is capable of producing 
Advantages of Closer Relations
· Trust
· Not take advantage of each other
· Share sensitive data
· Early supplier involvement
· Long-term contracts
· Incentive for supplier investment in new plant and equipment
· Joint development of new technology, risk-sharing, and supplier capabilities 

Obstacles to Closer Relationships
· Confidentiality
· Limited interest by suppliers
· Legal barriers (antitrust)
· Resistance to change 
Critical Elements – “Big R”
· Focus on deliverables at product level
· Well-defined, compelling business case
· Business outcomes at the SBU level
· Let the business outcome drive the relationship process
· Overall relationship is an outcome of many smaller relationships 
Critical Elements – “Little r”
· Specific benefits to supplier and to buyer with criteria for success and realistic timeline
· Realistic assessment of costs
· Consideration of soft benefits and creation of related metrics
· Metrics should conform to existing available data 
Effective SRM
· Start with how a firm interacts with itself
· Where are the functional silos?
· Who are the key decision-makers?
· Resolve internal conflicts between stakeholders before trying to change or refocus externally
· Supply management should be key point of contact to make or deliver on supplier commitments
· Relationship management governance needs relationship managers
· Multiyear, long horizon
· Key performance indicators (KPIs)
SRM Skills
· Different stages of SRM require different skill sets
· Recruit from the business
· Monitor internal and external shifts
· Establish mechanisms to facilitate readjustment in roles, metrics, and project deliverables 
· Schedule regular site-level supplier and stakeholder meetings
· Drive people to insight and commitment
· Be willing to remove people or directions that aren’t aligned with strategy 
Cross-Functional Teams
· Consist of various internal functional areas and possibly suppliers
· Specific tasks
· Supplier selection
· Product design
· General tasks
· Reducing purchased item costs
· Improving quality 
Benefits of CFTs
· Reduced time to complete tasks
· Increased innovation
· Joint ownership of decisions
· Enhanced communication between functional areas
· Realizing synergies
· Better identification and resolution of problems
· Need to build internal relationships 

Drawbacks of CFTs
· Does not guarantee success
· Team process loss
· Negative effects on individual members
· Poor team decisions
· Groupthink
· Artificial consensus 

When to Form a CFT
· Facing a complex or large-scale business decision
· CFT is likely to make a better quality decision
· Assignment directly affects a firm’s competitive position
· No single function has sufficient resources
Questions Driving Use of CFTs
1. Does our organization consider CFT planning issues when establishing sourcing teams?
2. Does executive management practice subtle control over sourcing teams?
3. Does our organization recognize and reward team member participation and team performance? 
4. Do we have the right individuals selected as sourcing team leaders?
5. Do our sourcing teams effectively establish performance goals?
6. Are key suppliers part of the sourcing team process? 
CFT Planning Issues
· Selecting a task
· Meaningful?
· Selecting team members and leaders
· Training requirements
· Resource support

An Effective CFT Member
· Understands the team’s task
· Has task-relevant knowledge
· Has the time to commit to the CFT
· Has the ability to work with others in a group
· Can assume an organizational perspective in addition to a strict functional one 

Resource Support
· Supplier participation
· Required services and help from others
· Time availability
· Budgetary support
· Materials and supplies 
· Team member task preparation
· Work environment
· Executive management commitment
· Job-related information
· Tools and equipment 
Subtle Management Control
· Authorizing the creation of the sourcing team
· Selecting the team’s tasks
· Establishing broad objectives
· Selecting team leadership
· Requiring regular updates
· Conducting performance reviews 
Recognition and Rewards
· Monetary bonuses and other one-time cash awards
· Executive recognition
· Non-monetary rewards
· Merit raises 
Guidelines for Rewards
· Team membership should be a part of the individual’s performance review
· Management should assess each individual’s contribution to the team
Issues for Team Leaders
· Need to give more attention, training, and support to team leaders
· New set of basic team leadership skills required
· Advanced team leadership skills
· Too much structure may lead to team failure 
Importance of Sourcing Team Goals
· Use as a basis for assessing team performance
· Provide a benchmark for assessing progress, providing feedback, and allocating performance awards
· Challenging goals vs. “easy” goals 
Supplier Involvement on CFTs
· Are typically more effective
· Put forth more effort
· Higher quality of key information
· Supplier becomes a resource
· Fewer coordination problems
· Greater supplier contribution
· May need to also consider key customer involvement 
Successful Supplier Integration
· Formalized process for selecting items
· Use of CFTs for supplier selection and integration
· Early supplier selection for design and volume work
· Supplier membership and team participation
· Direct cross-functional communication
· Co-location of buyer and supplier personnel
· Formal trust development efforts
· Sharing of technology between buyer and supplier companies
· Joint education and training efforts 
Risk Assessment Questions
· What is the likelihood that this supplier has the ability to bring the product to market?
· How does this risk assessment compare to other potential suppliers (if there are others)? 
· At what point are we willing to reverse this decision if we proceed?
· What are the criteria and measures for doing so?
· What is the contingency plan that takes effect in the event of reversing our decision? 
Elements for Consideration
· Targets – is the supplier capable of hitting affordable targets regarding cost, quality, conductivity, weight, and other performance criteria?
· Timing – will the supplier be able to meet product introduction guidelines?
· Ramp-up – will the supplier be able to increase capacity and production fast enough to meet our market share requirements?
· Innovation and technical – does the supplier have the required engineering expertise and physical facilities to develop an adequate design, manufacture it, and solve problems?
· Training – do the supplier’s key personnel have the required training to start up required processes and debug them?
· Resource commitment – if the supplier is deficient in any of the above, is management willing to commit resources to remedy the problem?
Supplier Involvement in Design
· White box – supplier is given blueprints and told to make the product from them
· Gray box – supplier’s engineers work cooperatively with buyer’s engineers in joint design
· Black box – suppliers are provided functional specifications and create the design 

Defining a Technology Roadmap
· Projected performance specifications for a class of products or processes
· An intention to integrate a new material or component
· Development of a product to meet customer requirements that is currently unavailable in the market 
· Integration of multiple complementary technologies that results in a radical new product
· Any combination of the above 

Concerns with Supplier Integration

· Unwillingness of internal design personnel to relinquish responsibility
· Concerns over sharing proprietary information
· Lack of integrative business processes
· Lack of cultural alignment 

Integration into Order Fulfillment
· Supplier suggestion programs
· Buyer-supplier improvement teams
· On-site supplier representatives 

Supplier Suggestion Programs
· Assessment of the suggestion
· Feasibility
· Resources required
· Potential savings
· Go / no-go decision
· Feedback to supplier 

Buyer-Supplier Improvement Teams
· Cost reduction
· Quality improvement
· Delivery improvement
· Process technology upgrades
· Reduction of order cycle times 

Supplier Involvement Outcomes
· Greater satisfaction with the quality of information exchange
· Higher reliance on suppliers to directly support the team’s goals
· Fewer problems coordinating work activities
· Greater effort put forth on a team assignment 

On-Site Supplier Representatives
· Waste management
· Printing services
· Spare parts and MRO inventories
· Computer equipment and software
· Office furniture 
· Uniforms and protective equipment
· Process control equipment
· Production parts
· Transportation services
· Maintenance 



Buyer’s Use of On-Site Supplier Reps
· Supply management
· Sales
· Engineering
· Transportation 

On-Site Rep Benefits to Buyer
· Increased buyer-supplier coordination
· Supplier personnel work on-site
· Supply management staff increased
· Supplier performs some sourcing activities
· Increased supplier insight to customer needs and access to new designs
· Daily interface with customer
· Increased supplier production efficiency
· Fewer schedule changes and surprises
· Reduced transaction costs
· Reduced inventory


Supply Management and Commodity Strategy Development
Chapter Overview
· Aligning supply management and enterprise objectives
· What is a category strategy?
· Category strategy development
· Types of supply management strategies
· E-reverse auctions
· Evolving sourcing strategies 
Aligning Objectives
· What markets will the firm compete in, and on what basis?
· What are the long-term and short-term business goals?
· What are the budgetary and economic resource constraints, and how will these be allocated to functional groups and business units? 
How Companies Make Money


Integrative Strategy Development


· Corporate strategy
· Definition of businesses in which to participate
· Acquisition and allocation of resources to those businesses
· Business unit strategy
· Scope or boundaries of those businesses
· Basis of competitive advantage
· Supply management strategy
· Support the desired competitive business-level strategies
· How to complement other functional areas
· Commodity strategy
· How to purchase commodities to support higher-level strategies 

Components of Integrative Strategy
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Translating Objectives Goals
· Cost reduction objectives  goals 
· Be low-cost producer in industry
· Reduce material costs by 15%
· Reduce levels of inventory required to supply internal customers
· Reduce raw material inventory ≥ 20 days’ supply 
· Technology/new product development objectives  goals
· Outsource non-core competency activities
· Qualify 2 new suppliers by end of year
· Reduce product development time
· Develop a formal supplier integration process manual by 12/31 
· Supply base reduction objectives  goals
· Reduce the number of suppliers used
· Reduce the supply base by 30% in next 6 months
· Joint problem solving with remaining suppliers
· Identify $300,000 in cost savings with 2 suppliers by end of fiscal year 
· Supply assurance objectives  goals
· Assure uninterrupted supply from identified suppliers
· Reduce order cycle time on key parts ≥ 1 week
· Quality objectives  goals
· Increase quality of services and products
· Reduce average defects by 200 ppm on all receipts in next fiscal year 

Enabling Effective Category Strategies
· Spend money on resources initially, including assessment of current spend, data collection, market research, training, and people
· Validate savings or contribution to other company objectives achieved by supply management and drive them to bottom line 
· Sustain the initiative through presentations to senior executives who support the move towards an integrated supply management function with other functional groups in the supply chain 
Conducting a Spend Analysis
· What did the business spend its money on over the past year?
· Did the business receive the right amount of products and services given what was paid for them? (S/OX issue)
· What suppliers received the majority of the business? 
· Did the suppliers charge an accurate price across all divisions vs. P.O. requirements, contracts, and SOWs?
· Which divisions spent their money on products and services that were correctly budgeted for?
· Are there opportunities to combine volumes and standardize purchases? 




Procurement KPIs Example

Spend Analysis Spreadsheet
· Sort by commodity
· Find total spend by commodity
· Chart top 10 in descending $ amount
· Sort by number of suppliers/commodity
· Chart top 10 by descending # of suppliers
· Find average spend/supplier/commodity
· Apply Pareto analysis for opportunities












Sample Spend Categories
	Supplier 
	Commodity 
	Annual Spend 

	Rebate Company 
	Rebate fulfillment & call center 
	$329,873,663 

	Invest Company 
	Investments 
	$130,328,512 

	Advert Company 
	Advertising 
	$56,134,490 

	Repair Company 
	Service repairs 
	$49,339,218 

	Benefits Company 
	Benefits 
	$48,969,149 

	Hardware Company 
	Hardware
	$40,572,450 

	Partco 
	Service parts 
	$39,910,372 

	Telecom 
	Telecommunications 
	$31,055,599 

	Display Company 
	Store displays 
	$30,020.969 

	Penpaper Company 
	Paper 
	$29,175,843 

	Labor Company 
	Contract labor 
	$27,880,363 

	Supply Company 
	Paper 
	$23,844,707 

	Contract Company 
	General contracting 
	$22,579,113 

	Office Company 
	Paper 
	$22,257,690 

	Graphics Company 
	Graphic design 
	$21,966,989 

	Payment Company 
	Business & management services 
	$20,380,275 

	Freight Company 
	Surface freight 
	$19,369,010 

	Paper Company 
	Paper 
	$15,603,682 

	Service Plan Company 
	Service plan 
	$15,478,827 

	Service Company 
	Service parts 
	$14,868,023 

	Consumer Company 
	Consumer financing 
	$14,833,333 

	Energy Company 
	Energy 
	$14,087,177 








Spend by Commodity



Suppliers by Commodity
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Spend/Supplier by Commodity
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Percent of Total Spend
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The Strategic Sourcing Process
[image: ]
Step 1: Team and Project Charter
· Identify key cross-functional team members
· Define the scope of the category strategy
· Publish a team charter
· Develop a work plan and communication plan 
Step 2: Conduct Market Research
· Understand the purchase requirement relative to business unit objectives
· Conduct thorough spend analysis
· Identify specific internal users
· Identify current suppliers
· Research supply marketplace 
· Information required
· Total annual purchases
· Interviews with stakeholders
· External market research
	Key suppliers 
	Available capacity 
	Technology trends 

	Price data and trends 
	Cost data and trends 
	Technical requirements 

	Environmental issues 
	Regulatory issues 
	Other available data 



· Triangulation – explore, compare, and contrast data from multiple sources

	Trade journals 
	Annual reports 
	Internet 
	Books 

	Snow-ball sampling 
	Trade consultants 
	Category managers 
	Headlines 

	Suppliers 
	Investment reports 
	
	



· Porter’s Five Forces Model
· SWOT analysis
· Establish benchmarks through industry databases
· Requests for information
· Value chain analysis
· Supplier research













Porter’s Five Forces Model



Market Internal Competition
· Speed of industry growth
· Capacity utilization
· Exit barriers
· Product differences
· Switching costs
· Diversity of suppliers 
Threat of New Entrants
· Capital markets
· Availability of skilled workers
· Access to critical technologies, inputs, or distribution
· Product life cycles 
· Brand equity and customer loyalty
· Government deregulation
· Risk of switching
· Economies of scale 

Pressure from Substitutes
· Relative performance of substitute products and services
· Relative price
· Switching costs
· Buyer’s propensity to switch 
Buyer Bargaining Power
· Buyer concentration
· Buyer volume
· Buyer switching costs
· Price sensitivity
· Product differences 
· Brand identity
· Impact on quality or performance
· Buyer profits
· Availability of substitutes 
Supplier Bargaining Power
· Price of major inputs
· Ability to pass along price increases
· Availability of key technologies or other resources
· Threat of forward or backward integration
· Industry capacity utilization
· Supplier concentration
· Importance of volume to supplier 

SWOT Analysis


Benchmarks
· Identify critical performance criteria
· Identify relative competitive performance
· Use of industry benchmarks
· CAPS
· Third party consulting firms 
Requests for Information (RFIs)
· Use before a specific requisition is issued
· Use to obtain general information about services, products, or suppliers
· Does not constitute a binding document
· Use when a large or complicated purchase is considered and when pool of suppliers must be prequalified
Supplier Research
· Cost structure
· Financial status
· Customer satisfaction levels
· Support capabilities
· Relative strengths and weaknesses
· Buyer’s fit with supplier
· How the company is viewed
· Core capabilities
· Strategy/future direction
· Culture 

Step 3: Strategy Development
· Portfolio analysis
· Critical commodity – strategic supplier
· Routine commodity
· Leverage commodity – preferred supplier
· Bottleneck commodity – transactional supplier
· Process and design capabilities
· Management capability 
· Financial condition and cost structure
· Planning and control systems
· Environmental regulation compliance
· Longer-term relationship potential
· Weighted point supplier evaluation systems 

Portfolio Analysis

Critical Commodity
· Critical to profitability and operations
· Few qualified sources of supply
· Large expenditures
· Design and quality are critical
· Complex and/or rigid specifications 
· Strategy
· Form partnership with suppliers
· Tactics
· Increase role of selected supplier
· Actions
· Heavy negotiation
· Supplier process management
· Prepare contingency plans
· Analyze market and competition
· Use functional specifications
Routine Commodity
· Many alternative products and services
· Many sources of supply
· Low value, small individual transactions
· Everyday use, unspecified items
· Anyone could buy it 
· Strategy
· Simplify acquisition process
· Tactics
· Increase role of systems
· Reduce buying effort 
· Actions
· Rationalize supply base
· Automate requisitioning, e.g., EDI, credit cards
· Stockless procurement
· Minimize administrative costs
· Little negotiations 
Leverage Commodity
· High expenditures
· Large marketplace capacity with ample inventories
· Many alternate products and services
· Many qualified sources of supply
· Market / price sensitive
· Strategy
· Maximize commercial advantage
· Tactics
· Concentrate business
· Maintain competition
· Actions
· Promote competitive bidding
· Exploit market cycles / trends
· Procurement coordination
· Use industry standards
· Active sourcing
Bottleneck Commodity
· Complex specifications requiring complex manufacturing or service process
· Few alternate productions / sources of supply
· Big impact on operations / maintenance
· New technology or unleaded processes
· Strategy
· Ensure supply continuity
· Tactics
· Decrease uniqueness of suppliers
· Manage supply
· Actions
· Widen specifications
· Increase competition
· Develop new suppliers
· Medium-term contracts
· Attempt competitive bidding
Step 4: Contract Negotiation
· Establishing and tasks and time lines
· Assigning accountabilities and process ownership
· Ensuring adequate resources are made availability
· Strategy communicated to all stakeholders
· Price analysis 
· Preferred supplier lists
· Competitive bidding
· Negotiation
Price Analysis
· Defined marketplace
· Best price
· Average price
· Business unit’s price
· Expected trends in pricing 
Effective Competitive Bidding
· Buying firm can provide qualified suppliers with clear descriptions of the items or services to be purchased
· Volume is high enough to justify the cost and effort
· Buying firm does not have a preferred supplier
· Price is dominant criterion 
Effective Negotiation
· Item is new or technically complex item with only vague specifications
· Purchase requires agreement about a wide range of performance factors
· Buyer requires supplier to participate in the development effort
· Supplier cannot determine risks and costs without buyer’s input 
Step 5: SRM
· Continuous monitoring of both the strategy and the supplier
· Continuous monitoring of the supplier’s performance on key goals and objectives
· Supplier scorecard
· Use quarterly and review results with supplier 
Elements of the Monitoring Process
· Regular review meetings to ensure that the strategy is still congruent with organizational objectives
· Share results with top management
· Assess internal customer and supplier perceptions
· Determine if key goals have been achieved
· Provide feedback 
Types of Strategies
· Supply base optimization
· Supply risk management
· Global sourcing
· Longer-term supplier relationships
· Early supplier design involvement
· Supplier development
· Total cost of ownership 
Facilitating E-Reverse Auctions
· Buyers and suppliers able to communicate in real-time, worldwide, via the Internet
· Development of robust, user-friendly, third-party auction systems
· Significant improvements in goods and service quality and cycle time reduction 
	Basic Beginnings 
	Moderate Development 
	Limited Integration 
	Fully Integrated Supply Chains 

	· Quality/cost teams
· Longer-term contracts
· Volume leveraging
· Supply base consolidation
· Supplier quality focus 
	· E-RAs
· Ad hoc supplier alliances
· Cross-functional sourcing teams
· Supply base optimization
· International sourcing
· Cross-location sourcing teams 
	· Global sourcing
· Strategic supplier alliances
· Supplier TQM development
· Total cost of ownership
· Nontraditional purchase focus
· Parts/service standardization
· Early supplier involvement
· Dock-to-stock pull systems 
	· Global supply chains with external customer focus
· Cross-enterprise decision making
· Full-service suppliers
· Early sourcing
· Insourcing/ outsourcing to maximize core competencies of firms throughout the supply chain
· E-systems 


Evolving Sourcing Strategies

Phase 1: Basic Beginnings
· Supply management characterized as a lower-level support function
· Short-term approaches
· Reactionary
· Impetus for change is driven by management
· Ensure adequate capacity 
· Adversarial supplier relationships
· Limited resources for improvement
· Mid-level reporting
· Efficiency-related performance measures
· Focus on price reduction
· Transaction-based information systems 
Phase 2: Moderate Development
· Centralization of supply management function
· Commodity management
· Company-wide databases
· Company-wide agreements
· Single sourcing with long-term agreements
· Limited cross-functional integration
· Recognition of strategic supplier relationships
· Evaluated on achievement of competitive objectives
· Supplier viewed as a resource
· Informal internal integration
Phase 3: Limited Integration
· Concurrent engineering
· Supplier development
· Lead time reduction
· Early supplier involvement
· Supply management strategies integrated early in product and process design activities 
· Evaluated on strategic contribution
· Extensive functional integration
· Focus on building competitive advantage
· Strong external customer focus
· Global databases
· Total cost modeling 

Phase 4: Full Integration
· Assumed a strategic orientation
· Automated non-value-adding activities
· Greater focus on strategic objectives and activities
· Developing global supplier capabilities
· Systems thinking approach over entire supply chain 

Observations on Strategic Sourcing
· Few organizations have fully executed complex Phase 3 and Phase 4 strategies
· Relative complexity
· Inadequate resources and commitment
· Lack of supply base optimization
· Personnel requiring higher level skills 















Supplier Evaluation and Selection
Chapter Overview
· Supplier evaluation and selection process
· Key supplier evaluation criteria
· Developing a supplier evaluation and selection survey
· Critical supplier selection issues
· Reducing supplier evaluation and selection cycle time 
Evaluation and Selection Process
· No “one best way”
· Overall objective is to reduce sourcing risk and maximize value to the buyer
· Need to select suppliers for the long-term
Supplier Selection and Evaluation

Evaluation and Selection Decisions
· During new product development
· Due to poor existing supplier performance
· At the end of an existing contract
· Buying new equipment
· Expanding into new markets or product lines
· Receiving internal user requisitions
· Performing market tests
· Facing countertrade requirements
· During outsourcing analysis
· Consolidating volumes
· Conducting a reverse auction
· When current suppliers have insufficient capacity
· Reducing supply base size 
Identify Key Sourcing Requirements
· May be determined by internal and external customers
· Supplier quality
· Cost
· Delivery performance
· Other
· Vary widely from item to item 
Determine Sourcing Strategy
· Single vs. multiple sourcing
· Short-term vs. long-term contracts
· Design support vs. operational support
· Full-service vs. non-full-service suppliers
· Domestic vs. foreign-based suppliers
· Collaboration vs. arm’s length relationship 
Identify Potential Sources
· How well existing suppliers can satisfy cost, quality, and/or other performance objectives
· Strategic importance of purchase requirement
· Technical complexity of purchase requirement 
	
	High Capability of Suppliers 
	Low Capability of Suppliers 

	High Strategic 
Importance to Buyer 
	Minor to Moderate Information Search 
	Major Information Search 

	Low Strategic 
Importance to Buyer 
	Minor Information Search 
	Minor to Moderate Information Search 



Information Search Requirements

Sources of Information
· Current suppliers
· Preferred suppliers
· Sales representatives
· Information databases
· Experience
· Trade journals
· Trade directories
· Trade shows
· Second-party or indirect information
· Internal sources
· Internet searches 
Sourcing Alternatives
· Manufacturer vs. distributor
· Vendor-managed inventory
· Integrated supply
· Local, national, or international suppliers
· Large vs. small suppliers
· Capability
· Multiple vs. single sourcing 
Limit Suppliers in Selection Pool
· Financial risk analysis
· Ex. Dun and Bradstreet reports
· Evaluation of supplier performance
· For existing suppliers
· Evaluation of supplier-provided information
· Preliminary surveys (entry qualifiers)
· RFIs, RFPs, or RFQs 
Method of Evaluation and Selection
· Evaluation from supplier-provided information
· Supplier visits
· Use of preferred suppliers
· External or third-party information 
Key Suppliers Evaluation Criteria
· Price, quality, and delivery
· Management capability
· Employees capabilities
· Cost structure
· Total quality performance, systems, and philosophy
· Process and technological capability 
· Environmental regulation compliance
· Financial stability
· Production scheduling and control systems
· E-commerce capability
· Supplier’s sourcing strategies, policies, and techniques
· Longer-term relationship potential 
Management Capabilities
· Does management practice long-range planning?
· Has management committed to total quality management and continuous improvement?
· How high is management turnover?
· What are the professional and educational backgrounds of key managers? 
· What is the organization’s vision?
· Is the company customer focused?
· What is the history of labor-management relations?
· Is the organization making necessary capital investments? 
· Is the organization prepared to face future competitive challenges?
· Does management fully understand the importance of strategic sourcing? 
Employee Capabilities
· Degree of commitment to quality and continuous improvement
· Overall skills and abilities
· Employee-management relations
· Worker flexibility
· Workforce turnover
· Willingness to contribute to improved operations 
Total Cost Structure
· Direct labor costs
· Indirect labor costs
· Material costs
· Manufacturing or process operating costs
· General overhead costs 
Challenges of Total Cost Analysis
· Supplier may not understand its true costs
· Unsophisticated cost accounting system
· Cost data is considered proprietary
· Buyer’s knowledge may undermine supplier’s pricing strategy
· Supplier is concerned about potential misuse of its cost data 
Total Quality Performance
· Management commitment
· Use of SPC techniques
· Level of defects
· Safety, training, and maintenance
· Use of MBNQA and ISO 9000 criteria 
Process and Technological Capability
· Level of technology, design capability, methods used, and equipment
· Current vs. future capabilities
· Resources committed to R&D 
Environmental Compliance
· Disclosure of environmental infractions
· Hazardous and toxic waste generation and management
· Recycling management
· ISO 14000 certification
· Control of ozone-depleting substances 

Financial Stability
· Often used as a screening process in the initial selection phase
· Risks of a financially weak supplier
· Supplier will go out of business
· Insufficient resources to invest in improved plant and equipment
· Supplier may become too dependent on buyer
· May be an indicator of other problems 
Interpreting Financial Ratios
	Liquidity Ratios 
	Interpretation 

	Current ratio =
Current assets / Current liabilities 
	Should be > 1.0, but look at
industry averages 

	Quick ratio =
(Cash + Receivables) / Current liabilities 
	At least 0.8 if supplier sells on credit
Low = cash flow problems 

	Activity Ratios 
	Interpretation
(compare with industry average) 

	Inventory turnover =
COGS / Inventory 
	low = slow inventory or possible cash flow problems 

	Fixed asset turnover =
Sales / Fixed assets 
	Too low = supplier may be inefficient using its fixed assets 

	Total asset turnover =
Sales / Total assets 
	Too low = supplier may be inefficient using its total assets

	Days sales outstanding =
(Receivables x 365) / Sales 
	Too high hurts cash flow;
Too low shows restrictive credit policy 



	Profitability Ratios 
	
Interpretation
(compare industry average) 

	Net profit margin =
Profit after taxes / Sales 
	Represents after-tax return 

	Return on assets =
Profit after taxes / Total assets 
	Represents the return earned on what a company owns 

	Return on equity =
Profit after taxes / Equity 
	Represents return on shareholders’ investment 

	Debt Ratios 
	Interpretation
(compare industry average) 

	Debt-to-equity =
Total liabilities / Equity 
	> 3 means highly leveraged 

	Current debt-to-equity =
Current liabilities / Equity 
	Too high means supplier may be unable to pays its bills 

	Interest coverage =
(Pretax income + Interest) / Interest 
	Should be > 3; low may mean difficulty in paying creditors 



Production Scheduling and Control
· Does the supplier use MRP?
· Does the supplier track material and production cycle times?
· Can the supplier support the buyer’s JIT initiatives?
· What are the supplier’s real lead times?
· What is the supplier’s on-time delivery performance? 
E-Commerce Capability
· Web-based B2B vs. EDI systems
· Does the supplier have CAD capability?
· Does the supplier use bar coding?
· Does the supplier use RFID?
· Can the supplier provide ASNs?
· Can the supplier accept EFT transfers?
· Does the supplier utilize e-mail? 
Supplier’s Supply Base Strategies
· Tier 1 vs. Tier 2 vs. Tier 3 suppliers
· Sharing of information
· Level of supplier development activities in the supplier’s own supply base 
Potential for Long-Term Relationships
· Is the supplier willing to participate?
· Can the supplier commit necessary resources?
· When in the design phase can the supplier participate?
· How is the supplier unique?
· Can the supplier participate in joint problem solving and improvement?
· Will there be free and open information sharing?
· Will the supplier engage in future planning?
· Can the supplier maintain the buyer’s need for confidentiality?
· What is the general level of comfort between the parties? 
· How well does the supplier understand the buyer’s industry and business?
· Will the supplier share cost data?
· Is the supplier willing to share innovation data early?
· Can the supplier commit to dedicated capacity?
· What is the supplier’s commitment level? 
Evaluation and Selection Surveys
· Identify supplier evaluation categories
· Assign a weight to each category
· Identify and weight subcategories
· Define a scoring system for categories and subcategories
· Evaluate supplier directly
· Review results and make decision 
Initial Supplier Evaluation
	Category
	Weight
	Subweight 
	Score              (1 - 5 scale)
	Weighted Score
	Subtotal

	Quality Systems 
	20
	 
	 
	 
	 

	
	Process control systems
	 
	5
	4
	4.0
	 

	
	Total quality commitment
	 
	8
	4
	6.4
	 

	
	PPM defect performance
	 
	7
	5
	7.0
	17.4

	Management Capability
	10
	 
	 
	 
	 

	
	Management/labor relations
	 
	5
	4
	4.0
	 

	
	Management capability
	 
	5
	4
	4.0
	8.0

	Financial Condition
	10
	 
	 
	 
	 

	
	Debt structure
	 
	5
	3
	3.0
	 

	
	Turnover ratios
	 
	5
	4
	4.0
	7.0

	Cost Structure
	15
	 
	 
	 
	 

	
	Costs relative to industry
	 
	5
	5
	5.0
	 

	
	Understanding of costs
	 
	5
	4
	4.0
	 

	
	Cost control/reduction efforts
	 
	5
	5
	5.0
	14.0

	Delivery Performance
	15
	 
	 
	 
	 

	
	Performance to promise
	 
	5
	3
	3.0
	 

	
	Lead-time requirements
	 
	5
	3
	3.0
	 

	
	Responsiveness
	 
	5
	3
	3.0
	9.0

	Technical/Process Capability
	15
	 
	 
	 
	 

	
	Product innovation
	 
	5
	4
	4.0
	 

	
	Process innovation
	 
	5
	5
	5.0
	 

	
	research and development
	 
	5
	5
	5.0
	14.0

	Information Systems Capability
	5
	 
	 
	 
	 

	
	EDI capability
	 
	3
	5
	3.0
	 

	
	CAD/CAM
	 
	2
	0
	0.0
	3.0

	General
	10
	 
	 
	 
	 

	
	Support of minority suppliers
	 
	2
	3
	1.2
	 

	
	Environmental compliance
	 
	3
	5
	3.0
	 

	
	Supply base management
	 
	5
	4
	4.0
	8.2

	
	
	
	
	
	Total Score
	80.6


Critical Supplier Selection Issues
· Size relationship
· Use of international suppliers
· Competitors as suppliers
· Countertrade requirements
· Social objectives 
Reducing Selection Cycle Time
· Map the existing process
· Integrate with internal customers
· Data warehouse with supplier information
· Third-party support
· New organization design features
· Preferred supplier list
· Electronic tools
· Predefined contract language and shorter contracts 
A Good Supplier Does the Following:
· Builds quality into the product, aiming for zero defects
· Makes delivery performance a priority
· Demonstrates responsiveness to a buyer’s needs
· Works with the buyer to reduce lead times 
· Provides the buyer with capability and workload information
· Creates the future
· Reinvests part of its profits into R&D with a long-term view
· Meets stringent financial stability criteria when evaluating new customers 





























Supplier Quality Management
Chapter Overview
· Overview of supplier quality management
· Factors affecting supply management’s role in managing supplier quality
· Supply quality management using a TQM perspective
· Pursuing Six Sigma supplier quality
· Using ISO and the MBNQA criteria 
What Is Supplier Quality?
· The ability to meet or exceed current and future customer expectations or requirements within critical performance areas on a consistent basis
· Keys to supplier quality:
· Meet or exceed
· Current and future requirements
· On a consistent basis 
Supplier Quality Concerns
· Supplier impact on quality
· Continuous improvement requirements
· Outsourcing of purchase requirements
Factors: Supply Management’s Role
· The ability of a supplier to affect a buyer’s total quality
· The resources available to support supplier quality improvement
· Ability of a buying firm to practice world-class quality
· A supplier’s willingness to work jointly with the buyer to improve quality
· A supplier’s current quality levels
· A buyer’s ability to collect and analyze quality-related data 
A TQM Perspective
· Defining quality in terms of customers and their requirements
· Deming’s 14 Points
· Pursuing quality at the source
· Stressing objective measurement and analysis
· Emphasizing prevention rather than detection of defects 
· Focusing on process rather than output
· Basics of process capability
· Striving for zero defects
· Cost of quality
· Establishing continuous improvement as a way of life
· Making quality everyone’s responsibility 

Quality: The Customer’s Perspective
· Nonconforming supplier quality is often due to inconsistent communication and resultant misunderstanding of specifications, expectations, and requirements within the supply chain
· Need for clear specifications and performance requirements
· Sharing of final product requirements 
Developing Clarity
· Ability of the buying company to succinctly identify, clearly define, quantify, or specify its technical and sourcing requirements
· Buyer’s ability and initiative to effectively communicate these requirements to the supplier 
Deming’s 14 Points
1. Create a vision and demonstrate commitment
2. Learn the new philosophy
3. Understand inspection
4. Stop making decisions based purely on the basis of cost
5. Improve constantly and forever 
6. Institute training
7. Institute leadership
8. Drive out fear
9. Optimize the efforts of teams
10.  Eliminate exhortations 
11. Eliminate numerical quotas and measurement by objective
12.  Remover barriers to pride in workmanship
13.  Encourage education and self-improvement
14.  Take action 
Summary of Deming’s Philosophy
· Variation is the primary source of quality nonconformance
· To reduce variation, the search for improved quality is a never-ending cycle of design, product, and delivery followed by surveying customers – then starting all over again
· Although quality is everyone’s responsibility, senior management has the ultimate responsibility for quality
· Interacting part of a system must be managed together as a whole, not separately
· Psychology helps manager understand their employees and customers, as well as interactions between people
· Intrinsic motivation is more powerful than extrinsic motivation
· Predictions must be grounded in theory which helps to understand cause-and-effect relationships
Quality at the Source
· Evaluate key value-adding points in a process where defects could occur, including supplier facilities
· Product and process design
· Early supply management involvement (ESMI)
· Early supplier design involvement (ESDI)
· Issue of proprietary information 
Objective Measurement and Analysis
· Make decisions on facts, not feelings
· Need for a rigorous evaluation system
· Develop a preferred supplier list
· Award future business
· Identify continuous improvement opportunities
· Provide feedback to support corrective action
· Track results from improvement initiatives 
Prevention of Nonconformance
· Need for process consistency
· Reduce process variation
· Reduce reliance on appraisal, inspection, and detection activities
· Supplier certification program
· Use of corrective action requests
Focus on Process, Not on Output
· Move from product orientation to process orientation
· Quality processes  quality output
· Supplier must provide evidence of process capability
· Structured, companywide supplier evaluation and selection system 
Focusing on Sample Inspections
· What supplier would knowingly submit a poor sample?
· How many parts did the supplier produce to get an acceptable sample?
· Are the samples representative of the process under normal conditions? 
· Did the supplier use the same process, methods, and materials that will be used in normal production?
· Or was the sample made under controlled laboratory conditions?
· Did the supplier actually produce the sample or use a subcontractor?
· Do the samples show evidence of capacity or process capability? 
Basics of Process Capability
· Process capability is the ability of a process to generate outputs that meet engineering specifications or customer requirements
· Outputs must fall between pre-established upper and lower specification limits
· No special causes of variation exist in the process
· 99.73% of all output fall between ± 3 standard deviations of the process mean
· A stable process and in statistical control can be expected to produce virtually all of its output within these natural tolerance limits
· A process’s natural limits must fall within specification limits to be capable 
Process Capability


Zero Defects
· Conformance to requirements (Crosby)
· Key metrics to identify improvement opportunities
· Supply base rationalization and optimization
· Average supplier quality improves as lower performers are eliminated from the supply base 


Cost of Quality
· Appraisal costs
· Direct costs of measuring quality
· Failure costs
· Internal – occur before product or service is provided to customer
· External – occur following production or after customer takes possession
· Prevention costs
· Prevent defects from occurring
Appraisal Cost Examples
· Laboratory testing of samples
· Inspection activities during production
· Supplier quality audits
· Incoming material inspections
· Other forms of monitoring 
Internal Failure Cost Examples
· Troubleshooting
· Reinspection following detection of defects
· Production downtime caused by defects
· Scrap
· Process waste 
External Failure Cost Examples
· Warranty costs
· Replacement of defective products
· Product liability lawsuits
· Loss of customers 
Prevention Cost Examples
· Quality planning
· Equipment calibration
· Quality training
· Maintenance of a quality management system 
Continuous Improvement
· Value analysis/value engineering (VA/VE)
· Supplier development
· Supply base rationalization and optimization
· Supplier incentive and reward systems 

Supplier Incentives
· Longer-term contracts
· Higher share of purchase volume
· Public recognition and awards
· Shared cost savings
· Access to new technology from buyer
· Early insight to new business opportunities and product development plans
· Early participation in new product and process development projects
· Use of buyer’s supply agreements to obtain favorable pricing
· Participation in executive buyer-supplier councils
· Listed as preferred supplier with first opportunity for new business 
Quality: Everyone’s Responsibility
· Aligned vision and goals
· Physical co-location
· Executive-level buyer-supplier councils
· Shared technologies
· Joint projects
· More collaborative buyer-supplier relationships 
Six Sigma Quality
· Proven quality principles and techniques
· Virtually error-free business performance
· Expressed as 3.4 errors (or defects) per million opportunities (DPMO)
· Increasing expectations from customers
· Focus on defect prevention, cycle time reduction, and cost savings
· Use of Six Sigma Black Belts 
The DMAIC Model


· Define improvement activity and goals
· Measure existing system, establish metrics, and identify performance baseline
· Analyze system and develop hypotheses
· Improve – develop ideas, test solutions, and implement new process, structure, and system
· Control – measures and procedures to ensure system stays in control 
Using ISO and MBNQA Criteria
· Widely accepted quality management frameworks
· ISO 9000:2000
· ISO 14000
· Malcolm Baldrige National Quality Award
· Criteria are often used as the basis for supplier certification programs 
ISO 9000:2000
· Originally developed in the European Common Market in 1987
· Updated in 1994 and 2000
· Expected to be updated again in 2008
· Third-party registration process
· Internationally accepted and recognized quality process standards
Eight Principles of ISO 9000:2000
· Customer focus
· Leadership
· Involvement of people
· Process approach
· System approach to management
· Continual improvement
· Factual approach to decision-making
· Mutually beneficial supplier relationships 
Buyer’s Benefits of ISO 9000:2000
· Few firms have sufficient resources to develop and implement their own comprehensive supplier certification audits
· Supplier assumes responsibility for meeting the ISO 9000:2000 standards and paying its own registration fees
· Supplier demonstrates higher quality 
ISO 14000
· Established in 1993 to promote environmental protection and pollution prevention
· Used to analyze a supplier’s ability to proactively manage its environmental impact
· Range from environmental management systems to addressing auditing, labeling, and product standards
· Set of voluntary standards
· Classifications
· Process-oriented standards
· Product-oriented standards
· But, it does not:
· Build on existing governmental regulations
· Establish emissions and pollution levels
· Detail any specific testing methods
Benefits of ISO 14000
· Fewer pollutants generated
· Reduced liability risk
· Improved regulatory compliance
· Better public and community relations
· Lowered insurance premiums
· Enhanced profitability through:
· Improved resource management
· Reduced waste generation 
The MBNQA
· Established in 1987
· A de facto definition of TQM and competitive set of criteria
· More comprehensive set of quality-related criteria than ISO 9000:2000
· Implies that an organization excels not only in quality management but also in quality achievement
· Much of current application is for internal use as a quality management tool and not for award purposes
· May take 8 – 10 years to adequately prepare a competitive quality system
· Built upon a continuous improvement philosophy
· Both process and results oriented
MBNQA Criteria Items
· Leadership
· Organizational leadership
· Public responsibility and citizenship
· Strategic planning
· Strategy development
· Strategy deployment
· Customer and market focus
· Customer and market knowledge
· Customer satisfaction and relationships 
· Information and analysis
· Measurement of organizational performance
· Analysis of organizational performance
· Human resource focus
· Work systems
· Employee education, training, and development
· Employee well-being and satisfaction 
· Process management
· Product and service processes
· Support processes
· Supplier and partnering processes
· Business results
· Customer focused results
· Financial and market results
· Human resource results
· Supplier and partner results
· Organizational effectiveness results 
Supplier Certification at Alcoa














Supplier Management and Development
Chapter Overview
· Supplier performance measurement
· Rationalization and optimization
· Supplier development
· Overcoming the barriers to supplier development 
Key Points
· Suppliers play critical roles in the success of most organizations
· A supply base that is too large and complex usually constrains supplier development activities
· Supplier development requires more than slogans and demands for better performance 
Supplier Performance Management
· How does a buyer know how well any given supplier is performing?
· Consists of the methods and systems to collect and provide information to measure, rate, or rank ongoing supplier performance
· Acts as a supplier “report card” 
Supplier Measurement Decisions
· What to measure
· Quantitative vs. qualitative variables
· Delivery
· Quality
· Cost reduction
· Measurement and reporting frequency
· Uses of measurement data 




Qualitative Service Factors
	Factor 
	Description 

	Problem resolution ability 
	Supplier’s attentiveness to problem resolution 

	Technical ability 
	Supplier’s manufacturing ability compared with other industry suppliers 

	Ongoing progress reporting 
	Supplier’s ongoing reporting of existing problems or recognizing and communicating a potential problem 

	Corrective action response 
	Supplier’s solutions and timely response to requests for corrective actions, including a supplier’s response to engineering change requests 

	Supplier cost reduction ideas 
	Supplier’s willingness to help find ways to reduce purchase and/or operating cost 

	Supplier new product support 
	Supplier’s ability to help reduce new product development cycle time or to help with product design 

	Buyer/supplier compatibility 
	Subjective rating concerning how well a buying firm  and a supplier work together 



Measurement & Reporting Frequency
· Reporting to buyer
· Day-to-day performance for troubleshooting and expediting
· Reporting to supplier
· Routinely summarized monthly or quarterly
· Annual face-to-face meeting
· Never delay reporting poor performance 
Uses of Measurement Data
· Help identify poor performing suppliers
· Determining future purchase volume allocations
· Allows buyer to identify performance improvement opportunities
· Use to make sourcing decisions 
Types of Measurement Techniques
· Categorical system
· Weighted-point system
· Cost-based system
· Supplier performance index (SPI)
· Each systems differs in terms of:
· Ease of use
· Level of decision subjectivity
· Required system resources
· Implementation cost 
Categorical System
	Advantages 
	Disadvantages 
	Users 

	·  Easy to implement
·  Requires minimal             data
·  Different personnel contribute
·  Good for firms with limited resources
·  Low-cost system 
	·  Least reliable
·  Less frequent generation of evaluations
·  Most subjective
·  Usually manual 
	·  Smaller firms
·  Firms in the process of developing an evaluation system 



Categorical System
· Assignment of a rating evaluation for each category of performance
· May be completed by buyer, other internal users, or a combination
· Minimal insight provided
· Often significant variance in the subjective ratings 

Weighted-Point System
	Advantages 
	Disadvantages 
	Users 

	· Flexible system
· Supplier ranking allowed
· Moderate implementation costs
· Quantitative and qualitative factors combined into a single system 
	· Tends to focus on unit price
· Requires some computer support 
	· Most firms can use this approach 



· Less subjective
· Weighs and quantifies scores across different performance categories
· Weights can be adjusted depending on needs
· Need to carefully select categories
· Need to choose proper weights
· Need to develop a set of decision rules 
Weighted-Point System Example
	Performance Category
	Weight
	Score
	Weighted Score

	  Delivery 
	 
	 
	 

	 
	On time
	0.10
	4
	0.40

	 
	Quantity
	0.10
	3
	0.30

	  Quality 
	 
	 
	 

	 
	Inbound shipment quality
	0.25
	4
	1.00

	 
	Quality improvement
	0.10
	4
	0.40

	  Cost Competitiveness
	 
	 
	 

	 
	Comparison with other suppliers
	0.15
	2
	0.30

	 
	Cost-reduction ideas submitted
	0.10
	3
	0.30

	  Service Factors
	 
	 
	 

	 
	Problem resolution ability
	0.05
	4
	0.20

	 
	Technical ability
	0.05
	5
	0.25

	 
	Corrective action response
	0.05
	3
	0.15

	 
	New product development support
	0.05
	5
	0.25

	
	
	
	Total Rating
	3.55

	  Scale 
	
	
	

	
	1 = Poor;  3 = Average;  5 = Excellent
	
	
	



Cost-Based System
	Advantages 
	Disadvantages 
	Users 

	· Total cost approach
· Specific areas of supplier nonperformance identified
· Objective supplier ranking
· Greatest potential for long-range improvement 
	· Cost accounting system required
· Most complex
· Implementation costs are high
· Computer resources required 
	· Larger firms
· Firms with a large supply base 



· Most thorough and least subjective
· Seeks to quantify the total cost of doing business with a supplier
· Challenge – identifying and recording appropriate costs that result when a supplier fails to perform as expected
· Logic is based on calculation of a SPI (supplier performance index)

SPI Calculation
Total Purchases + Nonperformance Costs
Total Purchases
· SPI has a base value of 1.0
· It is a total cost index calculated for each item or commodity provided by a supplier
Cost-Based System Example
	  Commodity:  Integrated Circuit
	
	
	
	

	
	
	
	
	
	

	Part Number
	Supplier
	Unit Price
	SPI
	Total Cost
	

	04279884 
	Advanced Systems
	$3.12
	1.20
	$3.74
	**

	
	BC Techtronics
	$3.01
	1.45
	$4.36
	

	
	Micro Circuit
	$3.10
	1.30
	$4.03
	

	
	
	
	
	
	

	04341998
	Advanced Systems
	$5.75
	1.20
	$6.90
	**

	
	BC Techtronics
	$5.40
	1.45
	$7.83
	

	
	Micro Circuit
	$5.55
	1.30
	$7.22
	

	
	
	
	
	
	

	  Service Factor Ratings:
	
	
	
	

	
	Advanced Systems
	78%
	
	
	

	
	BC Techtronics
	76%
	
	
	

	
	Micro Circuit
	87%
	
	
	

	
	
	
	
	
	

	  ** Lowest total cost supplier for item (Unit price x SPI = Total cost)
	
	



Supplier Performance Example
	  Supplier:
	Advanced Systems
	
	
	
	

	  Commodity:
	Integrated Circuit
	
	
	
	

	  Total part numbers in commodity:    2
	
	
	

	
	
	
	
	
	
	

	  A.  Total purchase dollars this quarter:
	
	
	$5,231.67 

	
	
	
	
	
	
	

	  Nonperformance Costs:
	
	
	
	

	
	
	
	
	Avg Cost
	
	

	 Event 
	
	# of Occurrences
	
	per Occurrence
	
	Extended Cost

	
	
	
	
	
	
	

	  Late delivery
	
	5
	
	$150.00
	
	$750.00

	  Return to supplier
	2
	
	$45.00
	
	$90.00

	  Scrap labor costs
	3
	
	$30.00
	
	$90.00

	  Material rework costs
	1
	
	$100.00
	
	$100.00

	
	
	
	
	
	
	

	  B.  Total nonperformance costs
	
	
	$1,030.00

	
	
	
	
	
	
	

	  C.  Purchase + nonperformance costs (Line A + Line B)
	$6,261.67 

	
	
	
	
	
	
	

	  D.  Supplier Performance Index (SPI) (Line C / Line A)
	1.20

	
	
	
	
	
	
	

	  E.  Service factor rating
	
	
	
	78%

	       (Ratio of points earned to the total possible points for qualitative or service factors) 


Rationalization and Optimization
· Determining the optimum number and quality of suppliers in the supply base
· Rationalization – how many and which suppliers to maintain
· Optimization – analysis to ensure that only the most capable suppliers are kept
· Should be a continuous process 
· Usually results in a net reduction of suppliers
· May result in adding suppliers in some purchase categories
· Key is to determine the “right” number of suppliers, not just to arbitrarily reduce the number 
Phases and Activities
· Development of supplier evaluation and measurement systems
· Elimination of marginal and small volume suppliers
· Replacement of “good” suppliers with better ones
· Initiation of supplier development activities to improve performance
· Global search for world-class suppliers 
Advantages
· Buying from world-class suppliers
· Use of full-service suppliers
· Reduction of supply base risk
· Lower supply base administrative costs
· Lower total product cost
· Ability to pursue complex supply management strategies 
Buying from World-Class Suppliers
· Concentrate on closer relationships with fewer, better performing suppliers
· Fewer quality and delivery problems
· Access to leading-edge technologies
· Opportunities to collaborate
· Lower product cost 
Use of Full-Service Suppliers
· Remaining suppliers are often larger in size and offer more capabilities
· Offer a range of value-adding services
· Provides access to supplier’s engineering, R&D, design, testing, production, service, and tooling capabilities
· Allows outsourcing of integrated items 
Reduction of Supply Base Risk
· Defined – “the magnitude of exposure to financial loss or operational disruption and stems from uncertainty”
· Need for carefully selected and qualified suppliers
· Reduced variability and more consistent quality
Lower Administrative Costs
· Greater information sharing
· Formalized communication processes
· Fewer problem-related interactions with suppliers
· Joint problem-solving 
Lower Total Product Cost
· Lower acquisition costs due to:
· Lower variability in quality and delivery
· Greater production volumes spread among fewer suppliers
· Supplier’s fixed costs spread out over greater volumes
· Provides incentive for supplier process improvement
· Economies of scale and scope 
Complex Sourcing Strategies
· Supplier development
· Early supplier design involvement
· Just-in-time sourcing
· Development of cost-based pricing agreements 
Possible Risks
· Supplier dependency
· Absence of competition
· Supply disruption
· Overaggressive supply reduction 
Supplier Dependency
· Overly dependent on buyer for supplier’s economic survival
· Lack of financial viability if purchase volumes are reduced
· Unhealthy dependence 

Absence of Competition
· Supplier may hold buyer “hostage”
· Unduly raising prices
· Becoming too complacent
· Higher switching costs
· Requires careful selection and evaluation
· Need for equitable contracts 
Supply Disruption
· Loss of continuous flow of materials
· Need for multiple production facilities from a single supplier
· Select suppliers with multiple or redundant capabilities (cross-sourcing) 
Absence of Competition
· Supplier may hold buyer “hostage”
· Unduly raising prices
· Becoming too complacent
· Higher switching costs
· Requires careful selection and evaluation
· Need for equitable contracts 
Supply Disruption
· Loss of continuous flow of materials
· Need for multiple production facilities from a single supplier
· Select suppliers with multiple or redundant capabilities (cross-sourcing) 
Overaggressive Supplier Reduction
· Inadequate supplier capacity if demand increases
· May cut otherwise qualified suppliers out of supply base
· May need to qualify new replacement suppliers 

Formal Approaches
· Twenty-eighty rule
· Pareto principle
· “Improve or else” rule
· Need to improve quickly
· Triage approach
· Categorization of existing suppliers
· Competency staircase approach
· Series of performance milestones 
Supplier Development Categories








Supplier Development Process Map


Identify Critical Commodities
· Do externally purchased products and services account for > 50% of product or service value?
· Is the supplier an existing or potential source of competitive advantage?
· Does the buyer currently purchase or plan to purchase based on total cost vs. initial purchase price?
· Can existing suppliers meet the buyer’s competitive needs 5 years from now?
· Does the buyer need suppliers to be more responsive to its needs?
· Is the buyer willing and able to become more responsive?
· Does the buyer plan to treat suppliers as partners?
· Does the buyer plan to develop and maintain open and trusting relations? 
· Use a supply base assessment system
· Routinely evaluate suppliers and rank them from best to worst
· Poor performers are candidates for elimination
· Middle-of-the-road suppliers are candidates for development 

Form Cross-Functional Team
· Develop internal consensus and support
· Improve internal processes first
· Typical members
· Supply management
· Engineering
· Operations
· Quality
Meet Supplier’s Top Management
· Establish relational building blocks
· Strategic alignment
· Measurement
· Professionalism 
· Establish positive tone
· Reinforce collaboration
· Foster 2-way communication
· Develop mutual trust
Identify Opportunities
· May be driven by final customer’s requirements and expectations
· Determine probability and scope of improvement
· Jointly agree upon areas of improvement 
Define Key Metrics and Cost-Sharing
· Evaluate project feasibility
· Determine return on investment (ROI)
· Determine if opportunities are realistic and achievable
· Establish agreed-upon measures and improvement goals
· Determine equitable cost and benefit sharing arrangements 
Reach Agreement
· Identify necessary resources
· Obtain commitment to deploy resources
· Develop specific measures and metrics that demonstrate success
· Develop visible milestones and time horizons 
Monitor Status
· Routine monitoring
· Ongoing 2-way exchange of information
· Analyze progress toward visible milestones
· Modify plan as necessary to maintain momentum or address new findings 
Overcoming Barriers
· Direct-involvement activities (hands’ on)
· Shared personnel
· Incentives and awards (the “carrot”)
· Increase future order volumes
· Warnings and penalties (the “stick”)
· Withhold future business 
Buyer-Specific Barriers
· Barrier:  Buying company’s purchase volume from supplier does not justify development investment
· Solution:  Standardization and single sourcing 
· Barrier:  No immediate benefit is evident to the buyer
· Solution:  Pursue small wins
· Barrier:  Importance of purchased item does not justify development efforts
· Solution:  Take a longer-term focus
· Barrier:  Lack of executive support in buyer organization for supplier development
· Solution:  Prove the benefits 

Buyer-Supplier Interface Barriers
· Barrier:  Supplier is reluctant to share information on costs or processes
· Solution:  Create an omsbudsman 
· Barrier:  Confidentiality inhibits information sharing
· Solution:  Establish confidentiality agreements 
· Barrier:  Supplier does not trust buyer
· Solution:  Spell it out
· Barrier:  Organizational cultures are poorly aligned
· Solution:  Adapt a new approach to local conditions 
· Barrier:  Not enough inducements to participate are provided to the supplier
· Solution:  Designed-in motivation
· Solution:  Financial incentives 
Supplier-Specific Barriers
· Barrier:  Lack of commitment on the part of the supplier’s management
· Solution:  Implement after commitment
· Barrier:  Supplier’s management agrees to improvements but fails to implement the proposals
· Solution: Supplier champions 
· Barrier:  Supplier lacks engineering resources to implement solutions
· Solution:  Direct support
· Barrier:  Supplier lacks required information systems
· Solution:  Direct electronic data interchange (EDI) support 
· Barrier:  Supplier is not convinced development will provide benefits
· Solution:  Let suppliers know where they stand
· Barrier:  Supplier lacks employee skill base to implement solutions
· Solution:  Establish training centers
· Solution:  Provide human resource support

Lessons Learned from Development
· Managerial attitudes are a common and difficult barrier to overcome
· Realizing a competitive advantage from the supply chain requires a strategic orientation toward SCM and the alignment of supply objectives with business unit goals
· Relationship management is critical to supplier development success



Strategic Cost Management
Chapter Overview
· Structured approach to cost reduction
· Price analysis
· Cost analysis techniques
· Total cost of ownership
· Collaborative approaches to cost management 
Value Equation


Definitions
· Price analysis – the process of comparing supplier prices against external benchmarks
· Cost analysis – process of analyzing each individual cost element that make up final price
· Total cost analysis – applies the value equation across multiple processes 
Cost Management Approaches

Historical Cost Reduction Approaches
· Value analysis/value engineering
· Process improvements
· Standardization
· Improvements in efficiency using technology 
Strategic Cost Management Processes


Strategic Cost Management Processes
· VA/VE
· Team-based
· Cross-enterprise
· Supplier development
· Process to accomplish supplier continuous improvement 
· Cross-enterprise cost improvement
· Joint effort
· Costs identified
· Cost drivers determined
· Strategies to improve execution
· Results review
· Joint brainstorming
· Establish list of value-add projects and execute
· Supplier suggestion programs
· Motivate
· Act on
· Reward
· Overall process
· Supply chain compression
· Reducing number of levels
· Supplier consortiums 
Managing Life Cycle Costs




Strategic Cost Framework

· Generics
· Competitive market with many potential suppliers
· Emphasize total delivered price
· Order through supplier catalogs, p-cards, or e-procurement 
· Commodities
· High-value products or services
· Competitive market situation
· Traditional bidding approaches
· Identify competitive pricing
· Standardized products 
· Unique products
· Few available suppliers
· Relatively low value
· Utilize reverse price analysis to determine whether price is “too high”
· Try to move to generics quadrant over time 
· Critical products
· Majority of buyer’s focus should be here
· Relatively few suppliers
· Higher-value items
· Explore opportunities for:
· VA/VE
· Cost savings sharing
· Collaborative efforts identifying cost drivers
· Supplier integration 
Price vs. Cost vs. Total Cost Analysis
· Price analysis – commodities and generics quadrants
· Cost analysis – unique and critical products quadrants
· Total cost analysis – all quadrants 
Market-Based Pricing

Market Structure
· Monopoly – single supplier market
· Unique product with no substitutes
· Oligopoly – a few large suppliers
· Pricing strategies of one supplier influence others in the industry
· Perfect competition – many small suppliers
· Price is solely a function of supply and demand 
Economic Conditions
· Conditions favorable to supplier
· High level of capacity utilization
· Tight supplies
· Strong demand
· Conditions favorable to buyer
· Low level of capacity utilization
· High level of supplies
· Weak demand 
Analyzing Supplier Pricing
· Does the supplier have a long-term or short-term pricing strategy?
· Is the supplier a price leader or a price follower?
· Is the supplier attempting to establish entry barriers?
· Is the supplier using a cost-based or a market-based approach? 
Elements of Price and Cost Drivers

Market-Driven Pricing Models
· Price volume model
· Penetration pricing
· Market skimming model
· Revenue pricing model
· Promotional pricing model
· Competition pricing model
· Cash discounts 
Price Volume Model
· Maximizing price
· Lowering the price results in more units sold
· Greater volume will spread indirect cost over more units
· Quantity price breaks
· Leveraging volume across units can yield savings in tooling, set up, and operating efficiencies 
Market-Share Model
· Long run profitability depends on level of market share obtained
· Also know as penetration pricing
· Lower margins initially to increase market share
· Eventually spreads out indirect costs over greater volume 
Market Skimming Model
· Prices set for very high margins per unit
· May be used through “back door” selling
· Need to carefully analyze price to ensure validity 
Revenue Pricing Model
· Obtain sufficient current revenue in market downturns
· Supplier concerned with generating revenue to cover out-of-pocket costs
· Capacity utilization issues
· Covering fixed costs
· Retaining skilled personnel
· Be aware of quality and service degradation 
Promotional Pricing Model
· Prices set to enhance overall product line profitability, not individual products within the line
· Need to utilize total cost of ownership (TCO) analysis 
Competition Pricing Model
· Focuses on reacting to actual or anticipated competitor pricing
· What is the highest price the supplier can charge and be just below its competition?
· Example: reverse auctions 
Cash Discounts
· Incentives to buyer who pay invoices promptly
· Example: 2/10, net 30
· Usually worthwhile to take advantage of cash discounts
· Relatively high return 
Producer Price Index (PPI)
· Appropriate for market-based products where price is largely a function of supply and demand
· Published by the U.S. Bureau of Labor Statistics (BLS)
· PPI tracks material price movements on a quarter-to-quarter basis
PPI Example

Market Pricing Questions
· How did the purchasing situation affect price fairness and reasonableness at the time?
· How have conditions changed?
· What is the effect on price from quantity changes?
· Sole source or competitive situation?
· Are index comparisons driving sourcing strategy? 
Cost Analysis Techniques
· Cost-based pricing models
· Product specifications
· Estimating supplier costs using reverse price analysis
· Break-even analysis 
Cost-Based Pricing Models
· Cost markup pricing model
· Estimate costs and add markup %
· Margin pricing model
· Establish profit margin that is predetermined % of quoted price
· Rate-of-return pricing model
· Desired profit on financial investment is added to estimated costs 
Cost Markup Pricing Example
· Assume supplier desires 20% markup over its $50 total cost
$50 + (.20 x $50) = $60
Margin Pricing Example
· Assume supplier would like 20% profit margin on sales price
· Assume $50 total cost
· Cost ÷ (1 – margin rate) = unit selling price
$50 ÷ (1 - .20) = $62.50 

Rate-of-Return Pricing Example
· Assume supplier wants a 20% return on its investment of $300,000 to produce 4,000 units
· Assume $50 total cost ÷ unit
$50 + ((.20 x $300,000)÷4,000) = $65 
Product Specifications
· Custom design and tooling increases product costs
· Determine if added differentiation gives a competitive advantage in the marketplace
· Standardized components helps reduce product costs
Cost Analysis
· Direct function of the quality and availability of information
· Techniques
· Require a detailed production cost breakdown
· Joint sharing of cost information
· Early supplier design involvement 
Reverse Price Analysis
· Also known as “should cost” analysis
· Can be used when supplier is reluctant to share its proprietary cost data
· Break down cost into basic components
· Techniques
· Internal engineering estimates
· Historical experience and judgment
· Review of public financial documents 





Reverse Price Analysis Example
	Hypothetical price 
	$20 

	Profit/SGA allowance @ 15% 
	- 3 

	Subtotal 
	$17 

	Direct material 
	- 4 

	Subtotal 
	$13 

	Direct labor 
	- 3 

	Manufacturing burden (overhead) 
	$10 



Opportunities for Cost Reduction
· Plant utilization
· Plant capability
· Learning curve effect
· Supplier’s workforce
· Management capability
· Purchasing efficiency 
Insights from Break-Even Analysis
· Identify if target purchase price provides a reasonable profit given supplier’s cost structure
· Analyze a supplier’s cost structure
· Perform sensitivity analysis (“what if”) on impact of varying mixes of volumes and prices
· Prepare for negotiation 
Assumptions of Break-Even Analysis
· Fixed costs remain constant
· Variable costs fluctuate linearly
· Revenues vary directly with volume
· Fixed and variable costs include all semivariable costs
· Considers total cost, not average costs
· There are minimal joint costs
· Considers only quantitative factors 
Break-Even Analysis
Net income = P(X) - VC(X) - FC
· Where:
· P = average purchase price
· X = units produced
· VC = variable cost/unit
· FC = fixed cost
· Net income = $0 @ break-even point 
Break-Even Analysis Example




Break-Even Example
Net income = P(X) - VC(X) – FC
Forecasted Volume:
$6,000 = $10(9,000) - $6(9,000) - $30,000
Break-Even Volume:
$0 = $10(7,500) - $6(7,500) - $30,000
Break-Even: Expected Supplier Loss
· Is target purchase price too optimistic given supplier’s cost structure?
· Are supplier’s production costs reasonable compared with others?
· Are cost and volume estimates accurate?
· Is this the right supplier for this item?
· Will development help reduce costs? 
Total Cost of Ownership (TCO)
· Purchase price
· Invoice amount paid to supplier
· Acquisition costs
· Costs of bringing product to buyer
· Usage costs
· Conversion and support costs
· End-of-life costs
· Net of amounts received/spent at salvage 
Building a TCO Model
1. Map the process and develop TCO categories
2. Determine cost elements for each category
4. Determine how each element is to be measured (metrics)
5. Gather data and quantify costs
6. Develop a cost timeline
7. Bring costs to present value
Opportunity Costs
· Defined as the cost of the next best alternative
· Examples:
· Lost sales
· Lost productivity
· Downtime 
Factors to be Considered in TCO
· Use only for evaluating larger purchases
· Obtain senior management buy-in
· Work in a team
· Focus on the big costs first
· Obtain a realistic estimate of the life cycle
TCO Model Example
	Cost  Elements 
	Cost Measures for 1,000 PCs 

	Purchase price:
·  Hardware
·  Software 
	·  $1,200 per PC
·  $450 per PC 

	Acquisition costs: 
·  Sourcing
·  Administration 
	·  2 FTE employees (1 FTE @ $85,000/year and 1 FTE @ $170,000/year - each for 2 months)
·  1 P.O. @ $150, 12 invoices/year 

	Usage costs: 
·  Installation
·  Equipment support
·  Network support
·  Warranty
·  Opportunity cost – lost productivity 
	·  $700 per PC
·  $120/month per PC
·  $100/month – supplier quote
·  $120 per PC for a 3-year warranty
·  Downtime: 15 hours per PC/year @ $30/hour 

	End-of-life costs 
·  Salvage value 
	·  $36 per PC 



TCO Model Example
	Cost
	 Present 
	 Year 1 
	 Year 2 
	 Year 3 

	Purchase Price:
	

	  Hardware 
	 $    1,200,000 
	
	
	

	  Software 
	 $        450,000 
	
	
	

	Acquisition Costs: 
	

	  Sourcing 
	 $          42,500 
	
	
	

	  Administration 
	 $                150 
	 $                480 
	 $                480 
	 $                480 

	Usage Costs:
	

	  Opportunity cost –  productivity 
	
	 $        450,000 
	 $        450,000 
	 $        450,000 

	  Installation 
	 $        700,000 
	
	
	

	  Equipment support
	
	 $    1,440,000 
	 $    1,440,000 
	 $    1,440,000 

	  Network support
	
	 $    1,200,000 
	 $    1,200,000 
	 $    1,200,000 

	  Warranty 
	 $        120,000 
	
	
	

	End-of-Life Costs:
	

	  Salvage value
	
	
	
	 $        (36,000)

	Total
	 $    2,512,650 
	 $    3,090,480 
	 $    3,090,480 
	 $    3,054,480 

	Present Values @ 12%
	 $    2,512,650 
	 $    2,759,799 
	 $    2,463,113 
	 $    2,174,790 



Collaborative Cost Management
· Target pricing
· Used in new product development
· Sales Price – Profit = Allowable Cost
· Gap in cost become cost reduction goal
· Cost savings sharing
· Sharing of continuous improvement benefits
· Financial incentives to supplier to pursue cost reduction 
Target and Cost-Based Pricing
· Agreement on supplier’s full costs
· Built upon high degree of trust, information sharing, and joint problem solving
· Need to manage risks associated with target pricing, especially volume variability 
· Identify and agree on:
· Product volumes
· Target product costs at different points in time
· Quantifiable productivity and quality improvement projections
· Asset base and rate of return requirements
· When cost sharing savings starts and how calculated 
When to Use Cost-Based Pricing
· Not appropriate for all items
· Supplier contributes high levels of value-added
· Complex, customized items
· For products requiring conversion from raw materials through supplier’s design 
Cost-Based Pricing Example
	First-year target price = $61.00 

	Negotiated/Analyzed Cost Structure: 

	
	·  Material
·  Labor rate
·  Burden rate
·  Scrap rate
·  SGA expense rate
·  Effective volume range
·  Projected product life
·  ROI agreement 
	·  $20/unit
·  $8.50/unit
·  200% of direct labor
·  10%
·  10% of mfg cost
·  125,000 units/year ± 10%
·  2 years
·  30% 

	Supplier Investment
	Year 1
$3,000,000 
	Year 2
$2,000,000 

	Cost savings sharing 
	Direct labor
Scrap rate
50 / 50 
	10% annual reduction
50% annual reduction 




















	 
	Year 1
	Year 2
	Rationale

	  Materials 
	$20.00
	$19.24
	Materials reduction of $1.50 plus an overall materials increase of 4%  or ($20.00 - $1.50) x 1.04

	  Direct labor
	8.50
	7.88
	Reduction of 10% - Contractual target improvement plus 3% increase

	  Burden (200% of D.L.)
	17.00
	15.76
	

	Total materials, labor, & burden
	$45.50
	$42.88
	

	  Scrap @ 10% 
	4.55
	2.14
	Scrap reduced from 10% to 5%

	  Manufacturing cost
	$50.05
	$45.02
	

	  Selling and administrative expenses @ 10%
	5.01
	4.50
	

	Total Cost
	$55.06
	$49.53
	

	  Profit **
	6.00
	6.75
	Includes $0.75 share for joint material reduction or $6.00 + ($1.50 / 2)

	  Selling price
	$61.06
	$56.28
	New selling price after improvements

	  **  Profit based on 30% return on investment negotiated in agreement

	        ($5 million over 2-year investment x 0.3) / 250,000 total units = $6.00 profit/unit

















Purchasing and Supply Chain Analysis: Tools and Techniques
Chapter Overview
· Project management
· Learning curve analysis
· Value analysis/value engineering
· Quantity discount analysis
· Process mapping 
Project Management
· Project management is defined as a series of tasks that:
· Require the completion of specific objectives
· Has defined start and stop dates
· Consumes resources, particularly time, personnel, and budget
· Operates with limited resources
Examples in Supply Management
· Developing new products
· Developing and implementing new management information systems
· Conducting and implementing value analysis projects
· Developing and implementing sourcing strategy
· Supplier development initiatives 
Defining Project Success
· Within allocated time and budget
· At the proper performance or specification level determined by the project’s goals and objectives
· At a level specified by the customer, user, or management
· With minimal or only mutually agreed upon changes
· Without disturbing the other work of the organization 

Considerations of a Project
· Ensure objectives and outcomes are championed by senior management
· Place the project under leaders with proper skills, credentials, and credibility
· Establish an effective governance process through a cross-functional team 
· Maintain active participation from team members
· Break down the project into phased deliverables
· Manage expectations continuously and consistently
· Measure objectively
· Ensure rapid problem resolution 
Project Phases


Concept Phase
· Initiate broad discussion of project
· Identify broad constraints
· Create initial budget estimates 
Project Definition Phase
· Develop project description
· Describe how to accomplish the work
· Determine tentative timing
· Identify broad budget, personnel, resource requirements 
Planning Phase
· Develop detailed plans identifying tasks, timing, budgets, and resources
· Create organization to manage the project 
Preliminary Studies Phase
· Validate the assumptions made in the project plan through interviews, data collection, literature search, and experience 
Performance Phase
· Execute the project plan
· Perform the work
· Use project control tools and techniques 
Postcompletion Phase
· Confirm project results to specifications
· Reassign personnel
· Restore equipment and facilities
· Document project files for future reference 
Project Planning and Control
· Gantt charts
· Critical path method (CPM)
· Use when there is a single known time for each activity with no variance
· Program evaluation and review technique (PERT)
· Use where time estimates are variable or uncertain
· Most likely vs. pessimistic vs. optimistic 
Gantt Chart Example
	TASK \ WEEK
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
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Network Rules
1. Identify each unique activity by a capital letter that corresponds only to that activity.
2. A unique branch or arrow represents each activity in the project.  Circles or nodes represent events.

3. This diagram means only that B cannot start until A is complete.

4. Branch direction indicates the general progression in time from left to right.
5. When a number of activities end at one event, no activity starting at that event may begin until all activities ending at that event are complete.


6. Two or more activities cannot share graphically the same beginning and ending events.


7. Networks start and finish at only a single event.


Network Example
	Activity 
	Designation 
	Preceding Activity 

	Assemble project team 
	A 
	

	Identify potential commodity suppliers 
	B 
	A 

	Develop supplier evaluation criteria 
	C 
	A 

	Develop supplier audit form 
	D 
	C 

	Perform preliminary supplier financial analysis 
	E 
	B 

	Conduct supplier site visits 
	F 
	E, D 

	Compile results from site visits 
	G 
	F 

	Identify requirements for supplier performance system 
	H 
	A 

	Perform detailed systems analysis and programming 
	I 
	H 

	Test computerized system 
	J 
	I 

	Select final suppliers 
	K 
	G 




Learning Curves
· Establish the rate of improvement due to learning as producers realize direct labor cost improvements as production volumes increase
· The learning rate represents the improvement as production doubles
· 85% learning rate indicates that direct labor declines by 15% each time production doubles 
Learning Curve Components
· Ability of the workforce to learn and improve through repetitive effort and increased efficiency
· Effort by management to purse productivity gains
· Modification to the process
· New production methods
· Increased automation
· Vertical integration  cost control 
When to Use the Learning Curve
· Not all processes or items are subject to learning curve effects
· When a supplier uses a new production process for the first time
· When a supplier produces a technically complex item for the first time
· When an item has high direct labor content 
Value Analysis/Value Engineering
· Involves examining all elements of a component, assembly, end product, or service to make sure that it fulfills its intended function at the lowest total cost
Value = Function ÷ Cost
Who Is Involved in VA/VE?
· Executive management
· Suppliers
· Supply management
· Design engineering
· Marketing
· Production
· Industrial/process engineering
· Quality control 
Tests for Determining Value
· Does the use of this product contribute value to our customers?
· Is the cost of the final product proportionate to its usefulness?
· Are there additional uses for this product?
· Does the product need all its features or internal parts? 
· Are product weight reductions possible?
· Is there anything else available to our customers given the intended use of the product?
· Is there a better production method to produce the item or product? 
· Can a lower cost standard part replace a customized part?
· Are we using the proper tooling considering the quantities required?
· Will another dependable supplier provide materials, components, or subassemblies for less? 
· Is anyone currently purchasing required materials, components, or subassemblies for less?
· Are there equally effective but lower cost materials available?
· Do material, labor, overhead, and profit equal the product’s cost?
· Are packaging reductions possible? 
· Is the item properly classified for shipping purposes to receive the lowest transportation rates?
· Are design or quality specification too tight given customer requirements?
· If we are making the item now, can we buy it for less?  Or vice versa? 
The Value Analysis Process
· Gather information
· Speculate
· Analyze
· Recommend and execute
· Summarize and follow up 
Gather Information Stage
· What does this product do for the customer?
· Why does a customer buy this product?
· Primary vs. secondary functions
· Name each function with a noun and a verb
· Collect detailed product information 
Speculate Stage
· Wide-open, creative thinking
· Use brainstorming or other idea creating techniques
· Develop as many improvement ideas as possible without judgment 
Analyze Stage
· Perform critical evaluation of ideas created in speculate stage
· Cost/benefit analyses
· Feasibility assessment
· Do ideas address the original goals and objectives?
· General  specific 
Recommend and Execute Stage
· Determine priorities
· Make proposal to management for approval
· Requires:
· Motivation and creativity
· Good communication skills
· Analytical thinking and product knowledge
· Commitment and salesmanship 
· Implement
· Timing
· Budget
· Responsibilities
· Generate support from outside the team 
Summarize and Follow Up Stage
· Ensure that progress is being made
· VA team may follow up
· Another team may have this responsibility 
Quantity Discount Analysis
· Allows buyer to verify that quantity discounts are reasonable
· Buyer may be able to negotiate price improvements through a better understanding of incremental unit costs
· Prices at specific quantities vs. prices at quantity ranges 
	Number of units/order
	1
	3
	6
	10

	Price/unit (quoted)
	$85.00
	$80.00
	$70.00
	$69.00

	Total price/order
	$85.00
	$240.00
	$420.00
	$690.00

	Price difference between orders
	$85.00
	$155.00
	$180.00
	$270.00

	Quantity difference/order
	1
	2
	3
	4

	Price/unit/order quantity difference
	$85.00
	$77.50
	$60.00
	$67.50



	Quantity
	Total Cost
	Incremental Quantity
	Incremental Cost

	
	
	
	

	1
	$85.00
	1
	$85.00

	
	
	
	

	3
	$240.00
	2
	$77.50

	
	
	3
	$77.50

	
	
	
	

	6
	$420.00
	4
	$60.00

	
	
	5
	$60.00

	
	
	6
	$60.00

	
	
	
	

	10
	$690.00
	7
	$67.50

	
	
	8
	$67.50

	
	
	9
	$67.50

	
	
	10
	$67.50

	
	
	
	



Process Mapping
· Reduces processes to their component parts or activities
· Helps identify and then eliminate non-value-added activities (waste) or delays
· Process is defined as an outcome of a set of tasks, activities, or steps
· Cross multiple functional boundaries
· Groups have conflicting goals 
· Types:
· Sequential processes
· Concurrent processes
· Often used by cross-functional teams
· Generates buy-in from affected groups
Process Mapping Example

Process Mapping Example



Contract Management
Chapter Overview
· Elements of a contract
· How to write a contract
· Types of contracts
· Long-term contracts in alliances and partnerships
· Non-traditional contracting
· Settling contract disputes 
Pitfalls in Global Commerce
· Signing contracts without reading them
· Making risky assumptions
· Making unreasonable demands
· Assuming terms in one market are the same as in another
· Not recognizing cultural or legal landmines 
Preventive Contracting
· Fully understanding stakeholder requirements, expectations, and communication of expectations
· Need for flexibility in contract terms and clauses
· It usually costs less to avoid getting into trouble than to pay for getting out of trouble
What Does a Purchase Contract Do?
· Establishes the terms and conditions by which the parties agree to conduct business
· Defines the type of relationship
· Provides a way for the parties to obtain mutual benefits
· Represents the understanding of the parties 
Elements of a Purchase Contract
· Introduction of the contracting parties
· Definitions
· Scope of agreement
· Purchase orders
· Supply and delivery
· Specifications, quality, and health, safety, and environment 
· Payment
· Liability
· Force majeure
· Effective date and termination
· Intellectual property
· Assignment and contracting
· Technology improvements 
· Most favored customer
· Confidentiality
· Statistics
· Key performance indicators and compensation
· Notices
· Severability 
· Third-party rights
· Free trade areas
· Minority- or women-owned business enterprises
· General
· Governing law
· Signatures
· Appendices (schedules) 
How to Write a Contract
· Often modified from earlier agreements
· Start with a general form and/or sample contracts
· Get advice from corporate counsel 
Information in Purchase Contracts
· What is being bought and the cost
· How the purchased item is going to be shipped and delivered
· How the items are to be installed (if appropriate)
· How and when the buyer will accept the products (acceptance clause) 
· Appropriate warranties
· Remedies, including liquidated damages and clauses specifying consequences for late performance
· Boilerplate (standard terms and conditions)
· Dispute resolution mechanisms 
Key Details in International Contracts
· Forum selection in the event of a dispute
· Choice of applicable law
· Payment currency
· Language
· Force majeure 
Types of Contracts
· Fixed-price contracts
· Firm fixed price
· Fixed-price contract with escalation
· Fixed-price contract with redetermination
· Fixed-price contract with incentives 
· Cost-based contracts
· Cost plus incentive fee
· Cost-sharing contract
· Time and materials contract
· Cost plus fixed-fee contract 
Firm-Fixed Price
· Most basic contractual mechanism
· Price stated does not change
· Can be obtained using
· Price quotation
· Supplier response to RFP
· Negotiation
· Simplest and easiest contract 
· Supplier bears financial risk in a rising market
· Buyer assumes financial risk in a declining market
· Supplier may add a contingency fee if uncertainty is high
· Important for buyer to understand underlying market conditions 

Fixed-Price with Escalation
· Used for longer-term contracts where costs are likely to increase over time
· Escalation clauses allow either price increase or decrease of base price
· Should be tied to an independent, published third-party index
Fixed-Price with Redetermination
· Used when parties cannot accurately predict labor or material costs and quantities required
· Base price is determined using “best guess” estimates
· At a predetermined future time, buyer and supplier review actual experience and adjust price 
Fixed-Price with Incentives
· Terms and conditions allow cost-savings sharing with supplier
· At a predetermined rate of sharing
· Similar to fixed-price with redetermination contract
· Typically utilized under conditions of high unit cost and relatively long lead times 
Cost-Based Contracts
· Used when there is a high risk of a supplier contingency fee that would be included in any fixed-price contract
· Lower risk of economic loss for supplier
· Economic risk is transferred from supplier to buyer
· Can result in much lower cost to buyer 
· Need to include terms and conditions that require supplier to carefully monitor and control costs
· Parties must agree on allowable costs
· Generally applicable when goods and/or services are expensive, complex, or important to buyer and there is a high degree of uncertainty 
Cost Plus Incentive Fee
· Similar to fixed-price plus incentive except incentive is based on changes in allowable costs
· May include cost-savings sharing at a predetermined rate
· Appropriate when parties are confident of initial target cost estimates 
Cost-Sharing
· Allowable costs are shared between parties on a predetermined percentage basis
· Key is identification of a firm set of operating guidelines, goals, and objectives
· Need to spell out expectations clearly 
Time and Materials
· Generally used in plant and equipment maintenance agreements
· Costs cannot be determined prior to the actual repair
· Based on an agreed upon labor rate
· Requires a “not to exceed” amount
· Little buyer control over the estimated maximum price 
Cost Plus Fixed-Fee
· Supplier receives reimbursement for all allowable costs up to a predetermined level plus a fixed fee
· Fixed fee represents a percentage of the targeted cost
· Supplier is guaranteed a minimal level of profit above its costs
· Little motivation to control costs 
Selection Considerations
· Component market uncertainty
· Long-term agreements
· Degree of trust between parties
· Process or technology uncertainty
· Supplier’s ability to impact costs
· Total dollar value of the purchase 
Desirability of Contract Types

Contract Length
· Spot contracts – those purchases that are made on a nonrecurring or limited basis
· Short-term contracts – contract purchases that are routinely made over a relatively limited time horizon
· Long-term contracts – made on a continuing basis for a specified or indefinite period (often ≥ 1 year) 

Benefits of Long-Term Contracts
· Assurance of supply
· Access to supplier technology
· Access to cost/price information
· Volume leveraging
· Supplier receives better information for planning 
Questions in Long-Term Contracts
· What is the potential for opportunism?
· Is this the right supplier to engage in a long-term contract?
· Is there a fair distribution of risk and gains between the parties involved? 
Risks in Long-Term Contracts
· Supplier opportunism
· Selecting the wrong supplier
· Supplier volume uncertainty
· Supplier foregoes other business
· Buyer is unreasonable 
Contingency Elements
· Initial price
· Price-adjustment mechanisms
· Supplier performance improvements
· Evergreen, penalty, and escape clauses 
Nontraditional Contracting
· IT systems contracts
· Systems contracting risks
· Level of service
· Turnkey vs. modular vs. shared
· Price
· Performance criteria
· Procedures 
Other Service Outsourcing Contracts
· Facility management services
· Research and development
· Logistics and distribution
· Order entry and customer service operations
· Accounting and audit services 
Minority/Women-Owned Contracts
· At least 51% ownership required for federal classification
· African-American
· Hispanic American
· Native American
· Asian-Pacific American
· Women
· Physically disabled 
Consulting Contracts
· Consultant is an agent (or independent contractor), not an employee
· Ownership of intellectual property
· Issue of residuals
· Copyright ownership 
Outside Consultant Goals
· Avoidance of misunderstanding
· Maintenance of working independence and freedom
· Assurance of work 
· Assurance of payment
· Avoidance of liability
· Prevention of litigation 
Consultant Contract Terms
· Payment on delivery of final report
· Late-payment penalties
· Negotiable promissory note or collateralized promissory note
· Arbitration agreement
· Need to develop a standard consultant agreement template 
Construction Contracts
· Sequence of events
· Stated completion period
· Overhead costs
· Safety requirements
· Substantiated cost summaries
· Contractor claims
· Liquidated damages clauses
Other Types of Contracts
· Purchasing agreements
· Online catalogs and e-commerce contracts 
Types of Purchasing Agreements
· Annual contracts
· National contracts
· Corporate agreements
· National buying agreements
· Blanket orders
· Pricing agreements
· Open-ended orders 

Online Catalogs and E-Commerce
· Parity between electronic and paper records
· Enforceability of shrinkwrap, clickwrap, and boxtop agreements and licenses
· Attribution procedures
· Digital signatures

Settling Contractual Disputes
· All contracts are subject to dispute and interpretation
· The more complex and larger the dollar volume, the more likely a dispute will arise
· Build in dispute resolution terms and mechanisms 
Means of Settling Disputes
	Action 
	Description 

	Legal action 
	File a lawsuit in a federal/state/local court 

	Nonlegal action 
	

	     Arbitration 
	Use of an impartial third party to resolve a contractual dispute 

	     Mediation 
	Intervention by a third party to promote settlement, reconciliation, or compromise between the parties 

	     Minitrial 
	An exchange of information between managers in each organization, followed by negotiation 

	     Rent-a-judge 
	A neutral party conducts a “trial” between the parties and is responsible for the final judgment 

	     Dispute prevention 
	A progressive schedule of negotiation, mediation, arbitration, and legal proceedings agreed to in the contract 





Legal Action
· Traditional dispute resolution mechanism
· Case heard before an impartial judge
· Issues
· Uncertainty
· Cost
· Length of time 
Arbitration
· Fastest growth alternative to legal action
· Helps deal with emotional reactions
· Arbitration clause is often built into the contract’s boilerplate language
· Source of trained and qualified arbitrators – American Arbitration Association 
Contractual Terms for Arbitration
· Spell out location and method of conducting the arbitration
· Review state statutes to ensure presence of appropriate legal provisions
· Word arbitration clauses carefully using applicable laws and American Arbitration Association guidelines 
Dispute Resolution Factors
· Relationship between the parties
· Type of outcome desired by buyer
· Setting precedence for future disputes
· Need for direct involvement by the parties
· Level of emotion present
· Cost to resolve dispute
· Time pressures
· Information required to reach settlement
· Strict rules of evidence
· Likelihood of publicity
· Credibility of available experts and other witnesses 

Human Resources


Organizational Design


Information Technology


Measurement


View the supply chain holistically


Manage critical relationships


Understand the business model


Engage in fact-based decision making


Understand electronic business systems


Practice advanced cost management


Centrally-led supply teams


Executive responsibility for coordination purchasing and supply chain activities


Collocation of supply personnel with internal customers


Cross-functional teams to manage supply chain processes


Supply strategy coordination and review sessions between business units


Executive buyer-supplier council to coordinate with suppliers


Demand planning


Order commitment, scheduling, and production management


Distribution and transportation planning


Material replenishment


Reverse auctions


Electronic data interchange


Use data from visible sources


Quantify what creates value


Use goals that change over time


Rely on benchmarking to establish performance targets


Link to business goals and objectives


Feature efficiency and effectiveness measures


Assign ownership and accountability



































Forecast and Plan Requirement


Supplier Identification/ Selection


Approval/ Contract/ PO Generation


Need Clarification/ Requisition


Receive Material & Documents


Settle, Pay, and Measure Performance









Corporate strategy


Business unit strategy


Supply management strategy


Commodity strategy








Company objectives


Cross-functional business objectives


Purchasing and supply chain goals


Purchasing and supply chain strategies


Performance measurement system


Performance measurement review


Continuous improvement

















Step 1
Build the Team


Step 2
Market Research


Step 5
SRM


Step 3
Strategy Development


Step 4
Contract Negotiation








Recognize the need for supplier selection


Identify key sourcing requirements


Determine sourcing strategy


Identify potential supply sources


Limit suppliers in selection pool


Determine method of supplier evaluation and selection


Select supplier and reach agreement











Define


Measure


Analyze


Improve


Control



















Meet and Plan


The Supplier Self-Survey


Strategy Planning


The Trial Audit


The Formal Audit


Recommendation Review










1.  Identify critical commodities for development


2.  Identify critical suppliers for development


3.  Form cross-functional team


4.  Meet with supplier’s top management team


5.  Identify opportunities and probability for development


6.  Define key metrics and cost-sharing mechanisms


7.  Reach agreement on key projects and joint resource requirements


8.  Monitor status of projects and modify strategies as appropriate


























Tier 2 Supplier


Tier 1 Supplier


Enterprise


Customer


Consumer









Supply Chain Strategic Cost Management


Supply Chain Cross-Enterprise Focus            (Joint Efforts)


Value Engineering / Value Analysis


On-Site Supplier Development


Cross-Enterprise  Cost Improvement


Joint Brainstorming for Cost Improvement


Supplier Suggestion Programs


Supply Chain Compression



























Idea/Concept Generation


Design and Development


Prototype, Pilot, Launch


Ongoing Production


Product    End-of-Life








     “Watch, Listen and Learn. You cannot do it all yourself…..anyone who thinks they do it is destined for mediocrity.” Donald Trump
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